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situations, industrial site No. 2 and industrial

site No. -- let'’s say industrial site Nc¢. 2 has

a hypothetical build-out to the SP line.

Al Okay.

g, Now, I know you all have tried to
diligently find out those situations where that
existed and where it did exist you gave BN/Santa
Fe access; is that correct?

N Yes, we searched for all thosc
locations and we'’ve agreed to open up I believe
four locations.

Q. Four on top of the how many did you
opan up before that, do you remember?

A. Well, i. s two on top of -- two on top
of two.

Q. So you sear:hed all of UP and SP'’'s
system, entire systems. and you found only four
places that there’s potential build-outs that
you’'re going to give BN/Santa Fe access to?

A‘ That’s a long complicated issue here
and that’s too simplistic. I mean we searched
the entire UP/SP system, we looked at each
build-out opportunity that we were aware of, and
then determined those where the shipper had

successfully used the threat of a build-out to

1
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get -- to successfully negotiate better rates and
have, in fact, a physically feasible build-out.

And we identified -- when You said two
initially, I was referrinj to the Mont
Belvieu-Bayer situation, it’s all in the same
area over east of Houston. And then subsequently
we have agreed that we would allow two more
build-outs even though the conditions that T just
described really in my view weren’'t met. But we
did it to put this issue to rest once and for
&ll.

Q. So you’ve got four locations where
you‘re going to give BN/Santa Fe access due to
build-out possibilities?

A. Yes.

Q. Okay. Now, under the CMA agreemenc I
believe is that, if a shipper felt that he is
losing a build-out opportunity, he can bring an
arbitration claim; is tLhat correct?

A I would have to go back and read the
CMA agreement which I‘'m not as intimat.ly
familiar with as I should have been because of as
I say all our application wcrk here in the last
few weeks. So I might need to refer back to
that. But I mean it allows for negotiations
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as aggressively as we can because here you show

two sources, but, in fact, in real life there are
many other sources out there as well. We looked
for these cases where we wculd have only two
sources, one on UP, one on SP”, and only two as
you have here and frankly couldn’t find any.

Q. If hypothetically -- if there were
under my hypothetical the coal mine at UP, the
coal mine at SP, would the utility receive the
benefit of the competition between SP and UP2

A. Would he receive some benefit from that
today?

Q. Yes.

A. It’s not clear, you know, what the
pricing is going to be. Each railroad is
exclusively serving its origin. it's going to
look first at transportation alternatives. You
mentioned transiocading earlier, you know,  can
that coal be trucked over, is there water
competition, and so on. It's going to price at a
level as high as it can, being constrained by the
competitive factors which include scurce
competition.

In this case, in this hypothetical, if

the only other source is this one other mine,

1
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0 was the same data source used for each
line in this first table, the one you just
referred to, the traffic diversion study?

A. In the first column of this table?

5 1 The applicants column, Yyes.

A. The applicants column. Yes, of£-1line
would be our two-to-one traffic diversions at
points 1n the Gulf.

That's what, other competitive craffic?

No. That's two-to-one off-line, that
would be Orange, Amelia, Baytown, Corpus Christi,
those towns. They are two-to-one towns, they’'re
in the .ouston area, and they would flow up to
Memphis and St. Louis over this line. Okay.
Mr. Crowley did not include those points. So he
had zero.

0. Well, my question 18 what was the
source of your data? In other words, that was

your estimates of how much traffic from new

two-to-one points that BN/Santa Fe is getting

access to that they would route over the Houston
to Memphis segment?

A. Correct.

B How much of that craffic is moving

beycond St. Louis?
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agree with you.

Q. Did you in making your estimates of how
much traffic might be rerouted by BN/Santa Fe
over the rigﬁts take into account cost
differences between the different routes?

A. We assumed that the Houston-St. Louis
route would be a lower cost route or I should say
our operating plan people did, but I participated
in that as well, on the basis that it’s 150 miles
shorter, it has much less grades, must less -
curvature, and is, in fact, therefore, a lower
cost route. Now, the CMA settlement enhances the
route even more

Q. Is that cost estimate that you just
referred to that your operating people made based
on the merged UP/SP’'s cost of operating over that
route?

A. I don't know. I believe it waélin --
it was based on _ooking at the two physical
routes ;nd deciding which one will produce the
best service, the best reliability, and the
lowest cost.

Q. Vou say it‘’s a lower cost route.

You’re comparing the Houston to St. Louis route

to what route?

ALDERSON REPORTING COMPANY, INC.
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A. Nell, I'm first comparing BN/Santa Fe's

existing Houston-St. Louis route with the new

rights that it would receive from Houston to

Memphis and then using its own route from Memphis
to St. Louis, okay, up the west side of the
river.

That route was 100 and some miles
shorter than BN/Santa Fe's existing route,
followed the river valleys, was very low grade
line, was a low curvature line, and on balance
was felt a better line. That was our feeling,
that’s the feeling of our operating plan people.

Now, with the CMA settlement, with
directional running, using the UP double track
line on the east de of the river, the line is
now 30 miles shorter in addition so it’'s 1§S
miles shorter now and is virtually a double track
route the whole way. So the answer is even mcre
clear-cut now than it was when we first made this
assumption last December.

Q. So the comparison was between BN/Santa
Fe’s operations over the new trackage rights as
amended by the CMA settlement versus their
existing line?

A. Well, that’s our most recent
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Q. Did you make any estimate of how much
it would cost BN to route intermodal traffic via

that route, to handle I should say intermodal

traffic via that route?

A. Well, we made the following estimate.
We know BN has got extensive intermodal
facilities in St. Louis and Houston and in
Memphis. We connect those with a direct line
that is as good as our line and better than their
line, it's fairly easy to make the judgment that
they will move the traffic over the new rights.

Now, I’ll say this, we were actually
somewhat conservative in that we said ves,
they’'re going to reroute some of their existing
Houston-St. Louis intermodal over the new route.
But we didn’t predict an increased market share
for BN/Santa Fe: This gets back to this
discussion we had on the 15 percent and the 30
percvent market share enhancements between Omaha
and Oakland, okay, because they’re going to have
a new direct single line.
We didn’t do that heré. We know that

BN/Santa Fe has a cartain share of the
St. Louis-Houston market. We think that, because

of the new rights, that market share is going to

1
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Q. Let me ask you a further question about
what you said this morning which is subsequently
that you, applicants, reviewed the situation and
You agreed to protect two more build-in
situations or build-out situations as the case’
may be even though they did not meet the
conditions or qualifications you established. Do
You recall that discussion this morning?

A. Yes.

Q. And cne of those is the Seadrift ~
facility of Union Carbide Corporation; is that
correct?

A. Yes, Union CTarbide at North Seadrift,
that’s correct.

Q. In what manner did the North Seadrift
situation not meet the qualifications for
protection of build-in or build-out that you had
set?

A. Well, as T indicated this morning, and
I was aitempting to read out of the statement but
didn‘t do it very well, when we searched for
feasible build-in situa£ions, they had to be
Physically feasible and have been used by the
Customer to influence its rates, influence its
rate service package successfully by the
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customer, used successfully by the customer to
influence its rates and service.

We talked to our people about the Union
[REDACTED]
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Q. What’s Union Carbide’s posture if the
merger is approved and there is no protection of

their build-out opportunity and the contract

either expires or is terminated under the terms

of the agreement, what options do they have at
that point in terms of seeking leverage in
ncgotiating with Union Pacific?
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A. Well, I mean you’'re hypothesizing
something that won’t exist.

Q. The merger going through?

A. No. i mean ~--

Q. Excuse me. I was being facetious.

A. No. My understanding is that we are
agreeable to 1llowing Union Carbide to build out
to the Port Lavaca branch, to a point where it

could connect with BN/Santa Fe. So that

preserves and, in fact, enhances the competitive .-

option that was available before. And, you know,
we’ve indicated that position to Union Carbide a
number of times over the past few weeks or
months.

But, if that were not available, then
as I say Unicn Carbide’s rates have already been
significantly lowvered. I think our studies have
shown tha: for polyethylene production there’s a
tremendous amount of source competition. UP has
& lot invested as does Union Carbide at North
Seadarift.

3 You know, it would not be in Union
Pacific’s interest to raise the rates for a point
where Union Carbide shifted production to another
Plant or lost market share to other plants or
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and it’'s clear to me the traffic to the Northeast
will move via St. Louis.

Q. Did they state that they had made a
decision to move it via St. Louis on the trackage
rights?

A. That was certainly my reading of their
filings. Neal Owen talked explicitly about z new
St. Louis-Houston train to operate over the
rights. They talked about track connections or
whether to build them or not to build them on the
west side of the river across from Memphis so
they could go up on their own line or, of course,
they could stay on our line.

I would be shocked if they made any
statements that they would try to influence
customers to move northeastern chemicals over
Memphis because 'it’s just not something that

really works well service-wise for the Eastern

roads or the Western roads.

0. If they do exercise the option to route
through your St. Louis or East St. Louis routing
trackage rights, what percentage of the route of
mover™ -at going from the Gulf Coast to the
St. Louis or East St. Louis gateway would use the

trackage rights as opposed to using the BN/SF's
1
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own track?

A. Well, it depends what route they use
ncrth of Memphis. I think I had one example on
that. I can give you the exact miles hera.

MR. ROACH: Are you assuming an origin
of something? Houston?

MR. BERCOVICI: 1I‘m assuming an origin
in the Houston area, yes. I‘'m assuming a
two-to-one point in the Houston area moving into
Conrail territory over St. Louis.

THE WITNESS: Say, for example, a
movement from Galveston, Texas, to Birmingham,
Alabama, w :ld utilize the trackage right: Zor 64
percent of its movement, a movement from
Beaumont, Texas, which would cover the
Orange-Amelia-Beaumont area. Those 1ew points to
Memphis would use 71 percent of its route of
movement on trackage rights.

A movement Zrom Houston itself to East
St. Louis would be the one mcve that would have a

majority of its move on trackage rights and it

could be 100 percent of the movement.

BY MR. BERCOVICI:
- 59 You talk in your rebuttal statement --
did you have something further to add?
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A. No.

i A -- about contracts and contract

expirations on page 194. You talk about the
number of contracts that expire the year 1996
through the year 2000. Are there any two-to-one.
contracts which expire past the yesar 2000?

A. Well, if I can check a work paper
guickly, I think I can answer that.

« 50 Please.

A. I see a contract, is it okay to mention
the detail here or are these confidential?

'R. ROACH: The t* anscript is highly

confidential unctil it’s declassified.

THE WITNESS: Okay. And I can refer

[REDACTED]
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[REDACTED]

MR. ROACH: You need to look at the
right of termination as well in this analysis.

MR. BERCOVICI: -The ‘right of
termination of --

MR. ROACH: On the part of the
shipper.

BY MR, BERCOVICI:

2 Did you review the contracts from the
perspective of whether any of these contracts
you’ve referred to have a right of last refusal
on the part of UP?

A. Not to my knowledge. We did, however,
determine whether or not, you know, the contract
bound the shipper to volume, whether it was a
letter qucte which is more of a unilater.l
offering on our part to offer service at a price,
you know, as opposed to a contract that actually

committed a customer to a certain volume in

exchange for a certain price. That was an

important distinction we made. But I don't
recall us doing anything with regard to a last
right of refusal.

Q. You didn‘t look at whether the
contracts had such a term?
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. B Not to my knowledge.

Q. These numbers, of course, you have in

your testimony, and I'm looking at page 194, do

not include any SP contracts, do they?

A. No.

0. With regard to storage in transit,
there is a provision paragraph S5 of the
settlement agreement with CMA that deals with
storage in transit. Maybe I received the answer,
but I’1l1 ask it again, is there any writtena -
agreement or elaboration on the provision with
regard to allowing BN/SF into the Daytcen yard
beyond what’s stated in the agreement Letween
app..icants and CMA?

A. I'm not aware of any.

% 4 Are you aware of any Southern Pacific
commitments to customers assuring the customers
that they will have car spots reserved at Dayton
yard?

A.- No.

Q. Could SP have such contracts with
customexrs?

A, Well, these would be contracts or
aSsurances or written contracts?

2 38 Well, let’s start with contracts.
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Could they have contractual agreements with
customers?

A, I don’t know.

. You don‘t know whether they have them
or you don'’'t know whether they could have them?

A. I don‘t know whether they have then.

Q. But they could have them, it’'s.
possible?

A. Well, I mean, you know, Dayton is
operated by a third party, it‘s owned and -
operated by a third party. SP has commitments to
utilize the facility with a third party.. And so
SP could very well be going out to customers, and
I'm sure they are, marketing the facility.

Now, the duration of their contracts,
the nature of the assurances they’'re giving the
customers about ‘availability and service and so
on, I don’'t know and I'm not probably allowed to

know that kind of thing about SP's day-to-day

marketing activities.

Q. .Do you know if that was evaluated
before the commitment was made in the C.™
agreement to open up the Dayton yard to equal
access by the BN/SF?

A I know that the Dayton yard is a big

1
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vyard, I know it‘s a busy yard, I know that
there’s flat land all around it,.it can be
expanded very easily. And there’s no> doubt in my
mind that whatever capacity is needed by BN/Santa
Fe will be in nlace there. Louisiana & Delta can
easily put that in place, if additional capaci-y
is needed, and would be delighted to do so if
more business can be brought their way.

. Is Louisiana & Delta the operator of
the Dayton yard?

A. Right.

Q. Is the commitment under the CMA
agreement to :xtend to the current trackage ‘
that’s at Dayton or does it contemplate building
out additional capacity at the Dayton location?

P Well, that’s a good ques:ion, that'’s
kind of fine point, it’s a good guestion. I know
we'’'ve had discussions about that. 'And, after
saying all that, I can’'t answer your question.
know that capacity is going to be there for
BN/Santa Fe. How much of it’“s going to come from
existing tracks and how much might have :to come
from some additional tracks I don‘t know. In
fact, probably no one can predict, it depends on

the ebb and flow of business and so on.
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So perhaps one of the oth2r witnesses
can help you or I can go try to get an answer to

your question. I can‘t answer it this minute.

5. Do you know if BN/SF has agreed to take

any specified capacity at Dayton yard?

A Well, they have certainly testified
that they fully expect to have D;yton yard
available to them. ?hey have testified that that
yard will more than meet their needs for the
Baytown branch shippers. And so they’ve got
every expectation and every confidence that
they’'re going to get what they need at Dayton.

Exactly how that’s going to be
implemented is probably one of the many subjects
that our implementing teams are going through
right now. And, when you’ve got a third party
involved, then that complicates it even further.
But literally that’'s the extent of my knowledge.

Q. You are unaware as to whether or not or
whether they have made any financial commitment
with regard to Dayton yara at this point in time;
is that correct?

A. Well, that’s right. And I don't really
expect that they’re going to need to make any
financial commitment to Dayton yvyard to have what
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Q. In your testimony, Mr. Peterson, you
suggest that BN/SF, and I'm looking at page 159
to 160, BN/SF finds itself with a significant
number of potential new SIT locations throughout
the Southwest, and you name a number of
locations?

A. Yes.

Q. Have you discussed those locations with
BN/SF as possible storage facilities?

A. Well, I haven’'t personally, but I
talked to our operating plan people. And, as you
know, there is a lot cf interaction now between
us and BN/Santa Fe people on implementation. And
I talk to our operating plan people, ocur people
that work closely with the Santa Fe dcwn there,
and our people that are most knowledgeable with
regard to the SIT yards on our system.

And these are facilities that they
mentioned. They gave me specific numbers of
tracks, 22 tracks in this yard, 12 here, so on,
you know. They may have talked to BN/Santa Fe
directly or-indirectly, Put I . did not. That's
the way I derived this information plus based on
my personal knowledge of the yards and of the
area and the role the yvards play and the role

1

ALDERSON REPORTING COMPANY, INC.

(202)289-2260 (800) FOR DEPO
1111 14th ST., N.W., 4th FLOOR / WASHINGTON, D.C., 20005




that they used to play.

0. You say they may have talked to
BN/Santa Fe directly. You don‘t know whether or
not they have discussed this with BN/Santa Fe,

correct?

A Correct, I don‘t know that with
certainty.

Q. Looking at your listing of yards here,
you identify Bellville, Summerville, Temple,
Clayburn, Fort Worth, Tulsa, Springfield.

A. Yes.

Q. Aren‘t they all on BN’s line running
north and west of Houston through Fort Worth and

Oklahoma City towards St. Louis?

A, Some of these yards are on BN’s line,

some are on Santa Fe’s line.

Q. But isn‘t it the line that goes out o°f
Houston rorth toward Fort Worth and then cuts --

A. No, not entirely:. Some points are.
But, if we start -- we talk about the Santa Fe --
BN/Santa Fe facilities as you say onrn the bottom
of page 159. The first are former Santa F-
yvyards, Silsbee is over just north of Beaumont.
It's very well situated to serve Orange, Amelia

which is, in effect, in Beaumont, on the west

1

ALDERSON REPORTING COMPANY, INC.
(202)289-2260 (800) FOR DEPOC
1111 14th ST., N.W., 4th FLOOR / WASHINGTON, D.C., 20005




215
side of Beaumont, and other chemical traffic in
the Beaumont -- petrochemical traffic in the
Beaumont area. Silsbee is Santa Fe’'s main crew
change point and terminal over there, that’s 70
miles east of Houston.

Summerville, Bellville, Temple, and
Clayburn are cn Santa Fe'’'s Houston-Fort Worth
line, that is corrsct. The facilities in the
Houston area on the old Burlington Northern main
line exist in the north side of Houston. There
are two or three SIT facilities on the north side
of Houston on the old BN line, both BN and Santa
Fe both have main lines going north.

Then, yes, you go up to Fort Worth,
Tulsa, and Springfield. Those are points that BN
is alreddy using for SIT capacity because that'’s
its current rcute. However, even with that
route, BN has two important plastics contracts

out .of Houston going over the Memphis gateway to

a great degree, the Solvay business and they’ve

had the Phillips business as well. And those
they’ve useu Springfield, Tulsa as storage in
transit for those.

Q. These points that you identified other

than Silsbee, isn’t it true that all of them are

1
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out of route from the standpoint of the trackage
rights authority that BN/SF would get if the
merger is approved?

A. Well, it depends which trackage
authority we‘re talking about. I mean, if you’re
going to New Orleans, then BN is going to own an
entire railroad to New Orleans including the SP
yards of Lafayette, Louisiana, and Avondale.
Going to Memphis, not only the Silsbee yard but
the BN facilities just north of Houston would be
in a good position. And the other facilities,
however, on up through Fort Worth would need to
be more geared for traffic moving north and
west.

Mr. Rose is BN’s chief marketing --
chemical marketing officer. And hé indicated
that they have I believe it was ten to §12
million allocated for SIT yard expansion. That
would be presumably at locacions other than these
that I-mention, but I'm not sure of the exact

locations.

Q. ~To the extent that BN/SF would rely

upon the locations that you’'ve identified here
other than Silsbee for storage of plastics

traffic, isn’t it likely that they would not use
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the trackage rights but rather would use their
existing routes in terms ‘of moving traffic to the
Eastern gateways?

A Well, again it depends on how much
Eastern traffic you would use these facilitiee
£, As I say these facilities might play mure
of a raoale on north and westbound and West Coast
business. I mean we have facilities all up and
down ourxr railroad, up in 8t. Louis, up in
Arkansas that are SIT yards. So, you know, yes,
there is some out of route movement.

But those facilities often play a role
that makes sense for the location that they’'re
% o But clearly these that I have mentioned are
not on the new Houston-Memphis trackage rights.
I.don’'t say all of them. Some 2f these
facilities are not obviously on the
Memphis-Hcuston trackage rights. And sc you
might elect to mcve traffic from them to certain
destinécions oa routes other than via the
Houston-Memphis trackage rights.

Q. You 'stated I believe that the
“acilities outside of the production area as I

will characierize it, talking about those going

% Loward St. Louis ard sz forth and some o. those,
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the St. Louis storage in transit, or is that
railroad convenience?

A. No, that’s -- I mean those tracks are
committ 1 to just certain custowners. We have
three customers in St. Louis that use those
tracks.

Q. With regard tc the potential that BN/SF
may route or muay utilize some of these facilities
you’ve identified on page 159 and 160, the
storage yards, did you take those into account in
your trackage rights flow calculations which
appear on the color chart between pages 171 and
172 of ycur testimony:

A. No.

4 Let’s talk zbout Lake Charles for a few
minutes.

A. okay.

2. There are as I understand it three

railroad stations in the area generally known as

Lake Charles. Please confirm or correct me if

I'm wrong, there’s Lake Charles, Wast Lake, and
West Lake Charles; is that accurate?

A. That’s correct. There’s also a place
called Harbor.

Q. And they’re all in the same general

1
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shorter mileage?

A. It sounds like it, right.

Q. But still you have the circuity?

A. Yes. Next time I‘1ll take the time to
think that through more carefully.

-« 8 With regard to the CMA settlement and
the option given to the Lake Charles and West
Lake shippers of using BN/SF service 2o reach the
Mexican border points including Brownsville, does
that traffic go through Houston?

A. Yes.

Q. Why don’t we come back to the guestion
you mentioned about the KCS route over Meridian
which you speak to on page 33 of your testimony.
Is that a viable route today?

A. Yes.

Q. Are there tari‘f rates for plastics

going KCS over the Meridian route connecting

either with Norfolk Southern or with CSX going

into the eastern district?
s Are there tariff rates?
5 I8 Yes.

. I don’t know. I don’t know KCS?

So you don’t know whether or not
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about a customer’s requi :ments and things like
that. So yes, we particigate. It’s not -- you
know, given the incredibly short time frames and
the amount of work to be done, each person pretty
much has to concentrate on his own assignment.
But we coordinate to the extent we can.

0. Have there been meetings wich regard to
the operating plan because of or since the CMA
acdre.- ment has been entered into?

A, I have not attended -- well, I seldom
attend meetings involving the operating plan.

The iIavolvement I have would be a phone call or

something of that nature to answer a question or

to do something of that nature.

With regard to the CMA agreement, I'm
not aware of any meetings that have been held to
restructure the‘'operating department or --
restructure the operating plan or change the plan
in an'* major way or anything like that.

0. Will th= CMA agreement result in a
change toﬁyour proposed operating plan?

A. Well, I can’'t answer that with
certainty. But I would doubt it mainly because
we don’t anticipate any sizable changes in

traffic diversions or traffic flows because of
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the CMA agreement.

MR. MOLM: No further questions.

(Thereupon, at 8:15 p.m., the taking of

the instant deposition ceased.)

Signature of the Witness

SUBSCRIBED AND SWORN to before me this

day of

NOTARY PUBLIC

My Commission Expires

ALDERSON REPORTING COIMPANY, INC.

$394.4 (202)289-2260 (800) FOR DEPO
14th ST N.W., 4th FLOOR / WASHINGTON, D.C., 20008
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Before the
SURFACE TRANSPORTATION BOARD

Finance Docket No. 32760

UNION PACIFIC CORPORATION, UNION PACTFIC RAILROAD COMPANY
AND MISSOURI PACIFIC RAILROAD COMPANY
-- CONTROL AND MERGER --
SOUTHERN PACIFIC RAIL CORPORATION,
SOUTHERX PACIFIC TRANSPORTATION COMrANY, ST. LOUIS
SOUTHWESTERN RAILWAY COMPANY, SPCSL CORP. AND THE
DENVER AND RIO GRANDE WESTERN RAILROAD COMPANY

BRIEF OF THE RAILKOAD COMMISSION OF TEXAS
ON BEHALF OF THE STATE OF TEXAS

INTRODUCTION

By Comments filed M. ~h 29, 1996, the Railroad Commission of Texa: ("Raiiroad
Commission") gave notice that, aiter exaining th- ~otential impacts of the pronosed
merger on Texas businesses and citizens, it was opposed to the merger of ‘the Union Pacific
Corporation, et al. (collectively “UP"), with Southern Pacific Rail Corporation, et al.
(collectively "SP") (hereinafter the “Merger"). As the Railroad Commission explained, based
on the extensive information which it had developed, the Merger should b< Jisapproved
because it is anticompetitive and would be harmful to Texas and to the significant
international trade which moves through the State as a restJt of the North American Free

Trade Agreement. The Railroad Commission further concluded that the Agreement

entered into on September 25, 1995 ty the UP and the Furlington Northen Railroad

Company and the Atchison, Topeka and Santa Fe Railway Company (hereinafter




collectively the "BN/ SF), as supplemented November 18, 1995 (the "Agreemen:"), failed
to alleviate the anticompetitive effects of the Merger. Therefore, the Railroad Commission
recommended that authorization for the Merger, as proposed, must be denied.
Recognizing that the Merger may produce limited public benefits if properly
conditioned, the Railroad Commission proposed four conditions which would preserve and
advance the goals of the free market by providing shippers with a measure of protection

from reduced levels of rail service and from monopoly gouging. One condition would be

to grant the Texas Mexican Railway Company’s ("TexMex") request for trackage rights

between Beaumont and Corpus Christi as set forth in TM-23. A second condition would
require the divestiture of several SP lines and their saletoa Cla\ss I railroad. The Railroad
Commission’s only criterion is that the sale of the lines cure the potential anticompetitive
impact of the duopoly which would result from this Merger. Furthermore, any such sale
must assure the Port of Corpus Christi competitive access to its markets. A third condition
is the creation of neutral terminal railroads in all major industrial markets which would
otherwise be dominated by UP. The fourth condition would require UP and BN /SF, if they
propose to abandon tracks in Texas following the Merger, to include all trackage necessary
to ensure that a purchasing carrier, rural rail district or other acquiring entity, have
unfettered access to rail junction points. In short, any line abandonments filed by merger
applicants must be junction to junction, or industry to junction in the case of abandoning an
industrial lead.

In addition to the economic cona-tions, the Railroad Commission voiced its concern

that the anticipated increase in rail traffic in certain areas, especially in West Texas, may

2.




potentially impact public safety. In order to ensure the safety of motorists, the Railroad
Commission requested imposition of a condition that would require the merged railroad to
agree (1) to confer with law enforcement officials, traffic engineers, and public officials in
cities and counties on the merged railroad’s routes where there will be a substantial increase
in the number of daily trains attributable to implementation of the merged railroad’s
operating plan, and (2) to install flashers, bells and gates at all grade crossings where
authorized maximum train speed is great enough to present a hazard to motorists and there
is a sufficient number of automobiles per day at the crossing to warrant installation of
electronic warning devices.

While UP has responded to the final condition with the comment that "SEA has
already considered these issues, and UP/SP will work with local authorities to address
legitimate safety concerns,” UP/SP-230 at 282, it then states that the "proposals about
signalling . . . are unwarranted.” Although UP cites to King RVS p. 17-25 as its "authority”
for the‘proposition that signals are unwarranted, that testimony has nothing to do with the
safety measures which the Railroad Commission has proposed. This equivocation leaves the
Railroad Commission with no alternative but to demand a specific condition that can be
easily enforced. bthemise, it appears that UP will arrogantly refuse to take any affirmative
action to address the legitimate safety issues which are posed by the lack of road-crossing
signals.

The Applicants and BN/SF have objected to the Railroad Commission’s proposed

conditions with varying amounts of invective. For example, in order to avoid having to

admit that the Riiirdad Commission’s divestiture proposals are driven by the public interest,
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and not by any economic self-interest, both UP and BN/SF have avoided any direct attacks
on the Railroad Commission’s divestiture proposals by claiming that it "discusses issues that
are raised by other parties and already addressed.” BN/SF-54. By taking this approach, UP
and BN/SF seek to make it appear that the divestitures are driven solely by the Kansas City
Southern Railroad ("KCS") and Conrail which applicants brand as "shameless opportunists.”
However, when considering the divestiture conditions, the Board is urged to remember that
the Railroad Commission is not seeking tc promote its own self-interest. Rather, its request

-

for divestiture is motivated solely by the unquestioned need to preserve rail competition on

behalf of Texas shippers and receivers. Moreover, similar divestiture proposals have been

advanced by a number of shippers which stand to be victimized by the merger and which
recognize that if the lines are not divested, rail competition will be non-existent.

The applicants follow. a similar course with regard to the requests involving rail
service in Soutu r'exas and the need to ensure the continued existence of the TexMex. Once
again the Surface Transportation Board ("Board”) must remember that the Railroad
Commission’s concerns are based on the public interest and not on any self-interest. As
shall be demonstrated, the demise of the TexMex would have a disastrous impact on South
Texas as it would leave UP in the position of having a complete monopoly over rail service
at Laredo.

Also, while BN/SF ac:uses the Railroad Commission of advan<ing asseitions that are
not backed by any evidence, se¢ BN/SI " -54, statements attached to the TexMex’s Responsive
Applicatic: confirm the advice that "UP and, SP have repeatedly refused to accept traffic

moving from South Texas over the Laredo gateway into Mexico." RCT+4 at 4. Sce, £8.

R




Letter to Vernon A. Williams from Corpus Christi Grain Co.; Letter to Vernon Williams

from Global Grain Co. ("Union Pacific and Southern Pacific are not willing to serve because

they consider such short haul service unprofitable.”) While BN/SF may now seek to protest

this testimony, these companies appeared at the Railroad Commission hearings in Corpus

Christi and offered the identical testimeny without being challenged by UP, SP or BN/SF.

The Railrcad Commission’s neutral terminal railroad condition is vehemently
attacked. See UP/§_P-230 at 279-281. As will be demonstrated, many of the UP’s
arguments with regard to the neutral terminal raiiroads deliberately mischaracterize the
Railroad Commission’s proposal. Putting UP’s rhetoric aside, the Commission’s proposal
is plainly a simple solution to a significant problem. As such, the neutral terminal railroads
represent a true check and balance against the use of monopoly power.

The Railroad Commission submits that its original conclusions have been validated
by the separate testimony and requests for conditions submitted by individual shippers —
Dow Chemica! Company ("Dow”), Montell USA, Inc. ("Montell"), Arizona Chemical, Inc.
("Arizona Chemical"), Union Carbide Corporation ("Carbide"), Quantum Chemical
Corporation ("Quantum"), Formosa Plastics Corporation, U.S.A. ("Formosa"), the Geon
Company ("Geon"), International Paper' ("IP"), PPG Industries, Inc. ("PPG"), Phillips
Petroleum Company ("Phillips"), Texas Utilities Electric Company ("Texas Utilities") and
Redstone Stone Products Company ("Redstone”) — by major shipper organizations and
groups — National Industrial Transportation League ("NITL"), Society of the Plastics
Industry, Inc. ("SPI"), the Western Shippers’ Coalition {"WSC"), Chemical Manufacturers




Association ("CMA"),' and the Coalition for Competitive Rail Transportation ("CCRT") -

by governmental agencies -- the United States Department of Justice ("DOJ"), the United
States Departme ' of Agricuiture ("DCA"), the Attorney General of Texas, and the Verified
Statements of Representatives Junnell, Cook and Saunders of the Texas Legislature -- and
by competing railroads -- Conrail, TexMex and KCS -- as well as the rebuttal testimory
submitted by Applicants and the CMA Settlement Agreement. Because the Applicants have
not been able to devise any truly effective means of curing the Merger's unquestioned
anticompetitive imp:cts, which impacts would be extremely harmful to the economic
interests of Texas and ultimately the entire nation, the Railroad Commission adheres to the
positions which it announced in its Comments of March 29, i996.

The situation herein cannot be distinguished from that described by the former
Interstate Commerce Commission ("ICC") in Santa Fe Southern Pacific Corp.~Control--SPT
Co, 21.C.C.2d 709 (1986). While the Applicants here have attempted a preemptive strike
in the form of the UP/BN/SF Agreement, ,thut Agreement does not negate the
unquestioned fact that "the merged carrier would_bg a monopolist in many markets and 2
duopolist in many others." Id. at 736. Moreover, the Agreement is woefully inadequate to
remedy the anticompetitive problems of the merger in that it creates an environment in

which anticompetitive collusion would flourish. In sum, because the Applicants have utterly

failed to mget the "heavy” burden of demonstrating that the merger is in the public interest,

' The Commen's initially filed by the CMA have been adopted by Arizona Chemical
Company in the wake of CMA's Settlement Agreement with UP/SP. Despite the
Settlement, George R. Speight, Jr., Staff Executive to CMA’s Distribution Committee, has
subsequently admitted that "CMA does not support the merger." Tr. Speight at 32.
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all doubts should be resolved in favor of neutral parties, such as DOJ and the Raiiroad
Commission, which are representing the public interest in this proceeding and which cppose
unconditional approval of the Merger.

ARGUMENT AND STATEMENT OF CONTINUING INTEREST OF
THE RAILROAD COMMISSION OF TEXAS

In their rebuttal comments, the applicunts accuse their opponeants of offering a long
list of requested conditions which would only serve to fragment and balkanize the nation’s
rail systems in order to bring about "government-planned ownership and operation.™
Nothing could be further from the truth. Upon taking the opportunity to step back and
carefully consider the full implications of the applicznts’ transparent effort to divide the
railroad market in the Western two-thirds of the nation between themselves, the Boas . will
quickly realize that the conditions proposed by the Railroad Commissim} and other
significant Merger opponents, including the major shippers and trade assgciations listed
above, are essential for preservation of rail competition.

Furthermore, the Board will discover that the various Agreements whicﬁ UP has
reached with BN/SF and others do not ensure ;rigorous competition. »:I.nstead, the

Agreements, especially those which have been reached with the BN/SF, openly invite future

anticormpetitive cc'lusion.

The UP/BN/SF Agreements must be viewed with extrems skepticism. If it is true

that the UP/SP merger is driven by the need to "compete effectively with ;he powerful,

? BN/SF-54 at 18. See also UP/SP-230 at 280-281. As shall be demonstrated, such
contentions are based on a deliberate misstatement of the Railroad Com.nission’s position
on neutral terminal railroads, as set forth in its Comments filed March 29, 1996.
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dominant BN/Santa Fe system" (UP-SP-230 at 3), why is it that UP would be so solicitous
of BN/SF as to gratuitously enter into an agreement which would enhance BN/SFs
competitive prowess by allegedly handing over 3450 million in new revenue? UP/SP-231,
RVS Peterson at 160. Certainly, this is not the normal behavior associatec with vigorous
competition.

Furthermore, why would UP, apparently without even consulting with BN/SF,
unilaterally propose changes to the Agreements if those Agreements had been the product
of vigorous negotia;fons. and jf BN/SF would not have experienced any significant
operational difficulties? As BN/SF acknowledged in a letter to the CMA dated April 15,
1996, "[tjhe operatioual and other improvements UP has M will be made in these and
other areas would significantly improve our service capability and transit time between
Texas and the East St. Louis gateway." See SPI-16, Ex. 3 at 3. Still to be answered is why
BN/SF voluntarily would have agreed in the first place to operational proposals which

contained such obvious problems?

In addition, what would prompt UP to agree "to work with BN/Santa Fe to locate

additional SIT facilities on the trackage’ ﬁghts lines as necessary"? UP/SP-231, RVS
Peterson at 160. Certainly, if BN/SF is UP’s "biggest, meanest, toﬁghest competitor” as Mr.
Rebensdorf has claimed (Tr. at 150), it would seem that BN would be capable of locating
its own SIT facilities and would not need UP’s assistance. 'Of course, by providing such
assistance, UP would gain invaluable competitive information about its "competitor’s”

capacity.




Finally, given the tremendous expertise and resources which UP and BN/SF have at
their dispos~], why was it necessary to wait until after March 29, 1996 to admit that the
original Agreements were not workable? As Conrail has observed, "the ‘CMA Settlement
Agreement’ is the seventh attempt by Applicants to remedy the anticompetitive harms that
they acknowledge would be produced by the proposed merger." CR-37 at 4 (emphasis
added).

Or as SPI has gbserved with respect to the CMA Settlement:

The first question posed by the BN's new position is
what the Board is to believe of BNSF's assertions with regard
to its competitive posture under the trackage rights agreement?
On the one hand, the trackage rights provisions as initially
agreed were assertsd as fully adequate to enable BNSF to be
an effective competitor; now, the changes conceded by UP to
win CMA support are a condition precedent to its competitive
posture. Was BN correct previously? Was it mistaken and its
comments erroneous? Or was it merely obfuscating and
covering for the UP and SP in good market sharing fashion?
Secondly, why is BNSF so complacent toward and defensive of
the UP/SP merger? Is it because the merger rids the railroad
industry of the aggressive competition of the SP? Is it because
of a tacit understanding, whether stated or unstated, see KCS-
33 at 73-82, between the UP and BN to jointly dominate the
western railroad market through absorption of their smaller and
more aggressive independent rivals? Or is it because
acceptance of the trackage rights agreement is designed to
foreclose divestiture of the parallel route system in the
petrochemical belt, thereby precluding real competition in the
Gulf Coast market from an owning railroad with rea! incentive
to vigorously compete for all available traffic?

SPI-16 at 14. The Railroad Commission agrees with SPI's observation (id.) that "[a]ny and
all of these answers are logical." However, the Railroad Commission must add one further

scenario. While Mr. Davidson has recently publicly denied any ambitions with respect to

the Eastern portion of the United States, a view vhich obviously is not shared by Mr. Krebs,
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see NIT League spums UP overtures on SP merger, sticks with call for divestiturz, Traffic
World, May 27, 1996 at 24.° all of the questions posed above may be answered by noting
that with the elimination' of SP, both UP and BN/SF are in a position to expand the
Western duopoly from coast to coast without any fear that a third transcontinental system
could evolve.

i The Elimination Of The SP Is An Essential Ingredient In The Creation Of Both
Western And Nationwide Duopolies.

The UP/SP mferger is but the latest in a string of rail mergers that has inexorably
lessened rail compet.tion in the Western two-thirds of the country. As the Board is aware,
the wave of railroad mergers which have occurred over the past rwenty-five years has

esulted in the creation of several enormous rail systems, with three systems in the West and
three in the East. The instant merger, however, threatens the present and future
competitive balance by eliminating one of the major systems in the West. By eliminating

SP from the picture, both BN/SF and UP benefit by avoiding the continuing irritation of

having to contend with a competitor which, while weak, is still capable of carving out its own

uiche.! Indeed, {ollowing the merger, "two-thirds of total UP and SP traffic" will consist of

shippers who are exclusively served by UP UP/SP-230 at 89. ‘

3 As Krebs is quoted in the same article (id. at 24-25):

There will be transcontinentals. I'm not saying when or with
whom, but the commercial and financial benefits are too great
to ignore. We need to go everywhere the Interstate Highway
System goes. .

+ As will also be demonstrated, the Merger and the Agreemen = are also likely to seal
the fate of much smaller railroads, such as the TexMex.
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UP seeks to gloss over the implicaiions of this astounding figure by claiming that
"{a]ll 1-to-1 shipp=rs - those now exclusively served by UP or SP . .. will enjoy much more
comp.itive service than UP or SP can offer them cow." Id. 89 and at 10-11. That claim is
highty misleading. By definition, a shipper which is "exclusively served” by UP cannot be
served by BN/SF. Thercfore, because the two carriers do not compete, it is irrelevant if the
serv'ze a shipper receives from UP is ¢ Jual to that which BN/SF may theoretically provide
to some other, uniq:-nnﬁcd shipper. Second, it is a gross generalization to claim that gll

captive shippers will enjoy more corpetitive service. For some, the only difference will be

that they are paying far higher rates than they currently pay without enjoying any

measursble improvement in service. As Geon, one of the leading manufactures of vinyl
compounds in North America, has testified based on its past experiences with multiple rail
mergers at its facilities along the Texas Gulf Coast:

Invariably, merger proposals are accompanied by ringing
nromises of improved service resulting from better coordination
ard increased capital investment. It has been Geon’s
experience that those promises are not fulfilled.

It is Geon's experience that competition for available
traffic spurs improved seivic® in the same way that it spurs
lower rates. Carrier coordinatioa often results not from a single
carrier ~ontroliing a movement, but from a carrier seeking to
increase its market share by offering coordinated service or run-
through trains with a second carrier also interested in increasing
its market share.

For example, Geon enjoys a run-through train movement
via the Union Pacific &£om LaPorte [Txa<] to beyond St. Louis
where the power ard train crew operate as Counrail’s. Conrail
then moves the cars to Geon’s Pedricktown plant, wkich is
scrved only by Conrail. This run through service is the result
of the desire of the Union Pacific to increase its market share
in competition with the Southern Pacific and the BN/S. xta Fe.
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The service will not improve if the proposed merger is

consummated. In ract, one of the reasons for the expedited

service, the competition c{ the Southern Pacific, will disappear.
Comments of Geon Company at 7.

Equally important, the elimination of the SP not only results in the creation of a
duopoly, but it paves the way for UP/BN/SF, after taking full advantage of the lack of real
competition in the West, io expand the reach of the duopoly. As Geon has noted, "the lack
of effective competition places rail carriers in the position of extracting prices based on
‘what the traffic will bear’ rather than on a fair rate of return for the carriers." Id. at 5. 1n
this instance, the UP will be able to exact monopoly profits from its captive shippers in
Texas and elsewhere to be used to extend the reach of the Western duopoly to the entire
nation. Such a result cannot be in the public interest.

While Mr. Davidson may now claim that the Merger is "not a step toward a

transcontinental merger," the blue prints for the next stage has already been printed. As

described in Man With a One-Track Mind, Washington Post, May 3, 1996, at B1, col. 1:

The president of the newly merged Burlington Northern-Santa
Fe Corp., now the country’s largest railroad, has made no secret
of his desire to create the country’s first transcontinertal
railroad by linking up with a major eastern line.

While there is nothing inherently repugnant about the idea of a transcontinental railroad
system, the article vividly highlights the problem of allowing BN/SF and UP to eliminate

SP:

S NIT League spurns UP overtures on SP merger, sticks with call for divestiture, SupIra, at
24.
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If Krebs should go for Norfolk Southern and succeed,
Union Pacific and CSX likely would be forced to form a
transcontinental link in defense. Analys.: question waether
Conrail could then held out as a muca smaller regional
railroad, and say its lines likely would be divided between the
two giants.

1d. (emphasis added). As this demonstrates, it is not surprising that BN/SF would eagerly

cooperate with UP in dividing up the SP - much more is at stake than securing the duopoly
in the West. What is ultimately at stake is the establishment of a nationwide duopoly from
coast to coast — a goal which can only be achieved if the SP is eliminated. As will b2
skown, the duopoly can only be thwarted by the divestiture of the eastern pertion of the SP
a1d the central corridor. 4

Although Mr. Davidson, in attempting to lure the NITL into dropping its opposition
to the merger, has disclaimed =~y transcontinental ambitions, it is respectfully submitted that
the extreme hostility which UL’ has exhibited to the pro-competitive conditions which have
been offered by the Railroad Commis<ion and several other parties must be attributed to
UP’s acute awareress that the proposed conditions would impede any ong-term objective
to extend the Western duopoly. Because imposition of the proposed conditions would
preserve the possibility that three nationwide rail systems would remain following the
UP/SP merger, the UP/BN/SF duopcly would no longer be in a position to dictate the
future course of transcontinental rail mergers.

Simply stated, the immediate elimination of SP is an essential ingredient in the
realization of twg transcontinental mega-systems. As Mr. Krebs candidly agreed during the

course of his May 9 deposition, if the SP is merged into the UP without the proposed




conditions, there is no possible way, bated on the status quo, that three ranscontinental
railroads could evolve in the future. Krebs, Dep. at 67.

With this in mind, ‘and with the hope that free market forces will ultimately prevail,
the Railroad Commission urges the Board not to abandon its responsibility to enforce the
spirit of the antitrust laws in this proceeding. Moreover, the Board must vigorously pro‘ect

shippers and communities from the dangers posed both by the UP/SP merger and by the

BN/SF Agreements.

IL The Only Interest Of The Texas Railroad Commission In This Merger Is The
Preservation Of The Free Market

In a blatant attempt to distort the Railroad Commission’s position in this proceeding,
UP has accuscd the Corn.ission of "re-engineer{ing] freight and commuter operations
according to the Commission’s preferred regulatory blueprint" and of "trying to impose its
own regulatory regime." UP/SP-230 at 280. Had UP bothered to check the record of the
current Railroad Commission at any time during the protracted period when it was
lobbying the Railroad Commission for its support, it would have discovered that all three
members have been critical of excessive government regulation, not only of the
transportaiion ina. itry, but of the oil and gas industry as well. lastead of clinging to the
past policies of excessive goverumental regulation, they have vigorously championed
deregulation measures so that the free market could prevail and competition could flourish.
Nonetheless, while championing deregulation, the Commissioners recognize that monopoly
power is the antithesis of a free market and will, if permitted, destroy the fruits that would
otherwise be gained by virtue of competition. Given the Applicants’ concession that the

Merger would be per se anticompetitive if not for the Agreements which they have trotted
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out seriatim, rigged up, the Railroad Commission obviously had reason to conclude that
counter measures may be in order.

There is no evidence whatsoever that the Railroad Commission is seeking to impose
any regulatory blueprint or that it had any "predetermined biases" as UP has repeatedly
charged those who have opposed the merger. See UP/SP-230 at 66, 77, 96 and 194. The
Board can rest assured that the Railroad Commissioners, both individually and jointly,
approached the task ff evaluating the impact of the merger on Texas with a sense of 1otal

neutrality. Not only did they repeatedly meet with the applicants and givc them a full

oppdrtunity to discuss the merger’s merits, but they also carefully considered and weighed

the opposing views before reaching their conclusions.

In addition to meeting with the applicants, the Commissioners encouraged the
general public to make its views known. In order to facilitate full public participation,
hearings were he'd in different geographical locations: Fort Worth, Corpus Christ and
Houston. The hearings attracted a wide spectrum of interests, including UP, SP and BN/SF,
which appeared at the hearings and presented multiple statements to support their positions.
In addition, shippers and other concerned citizens from throughout the State appeared to
voice their support, concerns and outright opposition.

The public hearings, which were conducted in mid-January of this year, unleashed a
torrent of shipper opposition to the merger. In addition, the public hearings highlighted the
ominous threat to competition which is posed both by the UP/SP Merger and by the

cosmetic, superficial remedies which UP has concocted to brush aside the anticompetitive




-

concerns which UP correctly anticipated would surface as shippers and governm-ntal
agencies ‘ocused on the big picture.

Howzver, the Commission did not rush to judgment. Instead the iavestigation was
broadened by requesting the Center for Economic Development and Research at the
University of North Texas (“the Center") to conduct an .ndependent economic 2nalysis. See
RCT+4, Exhibit 1. In hiring the Center, the Commissioners did not set any guidelines which
would have signaled any predisposition on their part, nor did they request the study tc reach

any particular conclusion.

The Center’s draft study was released in the middle of March. This was the first time

that the Commissioners became aware that the economists recommended divestiture of the
SP lines in parts of Texas (RCT-4 at 13-2 through 13-6); the granting of trackage rights to
the Texas Mexican Railway Company ("TexMex") (id. at 13-8, n.2); the establishment of
neutral terminal railroads (id. at 13-6 through 13-8); and the need to condition the
abandonments which will inevitably follcw the granting of the UP/SP merger (id. a* 13-2).
After the study was received, the Commissioners continued to consider the merger
and the UP/BN Agreements, both in open public meetings at which the Center’s Draft
Report was discussed and in individual conversations with the Applicants’ top management.
As Mr. Krebs has testified, in an attempt to influence the outcome, Mr. Davidson continued
to meet in person with individual members of the Railroad Commission until the afternoon
before the Commission voted. See Krebs, Deposition (May 9, 1996) at 92. In addition, Mr.
Krebs telephoned to reinforce Mr. Davidson’s comments on that same afternoon. Id. In

fact, in a last ditch attempt to persuade the Railroad Commission to favor the merger, Mr.
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Davidson offered to renegotiate the UP/BN/SF Agreement to resolve any concerns which
the Railroad Commission might have. See Krebs Deposition at 92-95. Recognizing that Mr.
Davidson's offer to change the UP/BN/SF Agreement could have been made at any time
during the past six months, and that this Agreement would not alleviate the inherent
problems associated with the duopoly, Mr. Davidson’s 11th hour offer of March 23, 1996 to

re-work the UP/BN/SF Agreement was declined.®

As the above plainly demonstrates, the Railroad Commission has given thoughtful

consideration to the Merger in response to Governor Bush’s request that it examine the
potential impacts of the Merger on Texas businesses and citizens. The specific conditions
recommended by the independent outside consultants, which the Railroad Commission
unanimously adopted, are remarkably similar to the conditions requested by a host of
private interests, including the major shippers who are opposed to the merger. This overlap
c.early demonstrates the baseless nature of BN/SF’s and UP’s attempt to brand all of its
opponents as "shameless opportunists” who are bent on destroying the merger. UP/SP-230

at 247 Given the fact that the Railroad Commission, which certainly cannot be accused

§ This desperate attempt to influence the Raiiroad Commission’s vote clearly reveals
UP’s acknowledgement that the Agreement failed to satisfy the ccmpetitive concerns which
have been raised by the merger'’s many opponents. Why UP would not have seen fit to
make those changes at an earlier date is unknown. However, to the extent that Mr. Krebs
admits that the "amendments" which Mr. Davidson had in mind were those which would
later surface as part of the CMA Agreement (id. at 94), there is little doubt that UP
deliberately chose not to make them public until after ihe parties had filed their opening
comments, thereby giving UP a further opportunity to sandbag the opposition.

7 Or as characterized by BN/SF,' "[t]he requests for divestiture are driven by shee:
opportunism [as] Conrail, KCS, and MRL seek Board assistance to carve up SP and expand
their systems." BN/SF-54 at 17.

A




of private opportunism, has joined with numerous shippers in calling for divestiture, the
UP’s and BN/SF's arguments are obviously deficient and driven by their own sense of
opportunism. See Man With a One-Track Mind, sypra.

In any event, nothing .hat has been said by UP/SFP or BN/SF in the thousands of
pages of rebuttal,® or in the CMA Agreement, has caused the Railroad C ommission to
retreat from the conditions which it has sought in its March 29 Commeants. As shall be
demonstrated, the Commission’s conditions are merger-related and, if imposed, would

ameliorate the anti-competitive consequences of a merger which would be harmful to Texas

and the significant international trade which moves through the State as a result of the

North American Free Trade Agreement.

IIl. The Proposed Divestiture And Other Conditions Will Preserve Existing
Competitive Conditions In The Rail Industry Without Threatening Any Public
Benefits Which Mav Be Legitimately Attributed To The Merger.

As reflected by their Comments and other pleadings, most opponents of the merger
recognize that there are some minimal public benefits to be realized from the merger, ¢.g.,
the service improvements along the I-5 corridor. - In addition, a limited number of shippers

will obtain the professed benefits of single-line rail service. Few of these public benefits

' The Railroad Commission will not attempt to respond to the fl-.od of minuti: hich
is contained in the UP rebuttal comments and evidence. Rather, this Brief will focus on the
big picture and the need for the conditions which are requested by the Railroad Commission
on behalf of Texas shippers and communities. Last, the Brief will address the baseless
nature of the suggestion that the CMA Agreement has satisfied the concerns voiced by the
Commission when it filed its original Comments on March 29.
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would be lost as a result of the proposed conditioas. More importantly, those which may
be lost would be offset by other public gains.’

There is remarkable unanimity among the opposing parties, including government
agencies, individual shippers and large shipper organizations, that the merger creates
significant anticompetitive harms. I deed, this was conceded by UP when it originally
approachea BN/SF with the plan to defuse opposition by entering into an Agreement which
would "preserve" the rail competition which would be lost by the elimination of SP.

Moreover, there is substantial agreement that the belated UP/CMA Agreement is
little more than a charade which is intended to deflect attention from UP’s true motives.
As the merger opponents have demonstrated in their pleadings, those Agreements do not
foster competition. To the contrary, they invite collusion. In sum, as the merger opponents

have independently demonstrated, the only effective means of ameliorating the merger’s

anticompetitive impact concerns is divestiture of parallel lines. By ensuring that the parallel

lines are owned by a railroad or group of railroads, other than members of the duopoly,

competition will be fostered - not killed!
The proposed conditions, while tempering UP’s overreaching monopolistic ambitions,

further the nationwide network integration and economics within the nation’s railroad

* Obviously, the conditions proposed by the Railroad Commission would not impact the
[-5 corridor. While the divestiture condition might eliminate single-line service for some
shippers, it i< respectfully submitted that such shippers constitute a distinc' minority interest
which is more than offset by the tremendous number of shippers which could receive single-
line service for shipments moving between the States of Texas and Louisiana, on the one
hand, and the eastern portion of the United States, on the other. As reflected by the study
submitted by the Society of the Flastics Industry, Inc., shipments to the 24 States located
east of the Mississippi River constitute a solid majority (58.1%) of shipments. Se¢ SPI-11,
V.S.-1, at Table VIL
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system. This is especially true with regard to the potential railroad "bridge” over the
Mississippi River which would allow single-line service for major movements of product
between the Guif Coast and the eastern portion of the Un. :d States for the first time in
history.

Assuming that these future transcontinental mergers are inevitable, the divestiture
of the eastern portion of the SP in this proceeding will obviously hinder the establishment
of such a duopoly. l&stead of paving the way for the UP/BN,/CF nationwide duopoly, the
divestiture of the Texas lines specified by the Railroad Commission would allow the future
establishment of three strong, highly competitive rail systems, both in the West and
nationwide. While one system may stretch from South Texas to Canada, rather than from
the Pacific to the Atlantic, the "radical pro-competitive transformation of rail @ansportation
that was ignited by the Staggers Act 15 years ago"'® will be preserved and shippers will avoid
what Alfred Kahn has termed "the straightjacket of comprehensive cartelization." Kahn,
Airline Deregulation—-A Mixed Bag, 16 Transp. Law Journal 229, 251 (1488).

When viewed in this light, it should be crystal clear that the divestiture proposals
offered by multiple parties represent the true marketplace solution that benefits the entire
nation by preserving robust competition in virtually all g ographic regions of the country.
While the applicants bombastically condemn the marketplace solution which has evolved as
a direct result of independent economic analysis and a dose of common sense shared by the

many opponents of the Merger, they cannot gxplain away the obvious fact of duopoly power.

Indeed, there is no way to avoid the existence of a duopoly in the Westein two-xh.:ds of the

"

10 UP/SP-230 at 6.




country ‘f the UP/SP merger were to be authorized without imposing the conditions
requested by the Railroad Commission and others.

This is not the time for the Board to follow the lead of what Professor Kahn has
termed the "indefensibly complaisant Department of Transportation,” which allowed many
of the fruits of airline deregulation to be snatched away by ignoring "the necessity for

increased effort and vigilance" with regard to vigorous enforcement of the antitrust laws.

Id., 16 Transp. Law Journal at 234, 251. As Professor Kahn repeatedly has observed, the

DQTs failure to enforce those laws led to the "monopolistic exploitation of a minority of
customers” and the elimination of smaller, less well capitalized competitors, thereby causing
many communities to lese the protection of regﬁlation without gaining the intensity of

vigorous multi-carrier competition. Id. at 234, 251. See¢ also Kahn, Deregulation: Looking
Backward and Looking Forward, 7 Yale Journal on Regulation 325, 348, 351 (1990).

The Board should not make the same mist2ke, but should follow the reascning

expressed in Santa Fe Southern Pacific Corp.—~Control-SPT Co., supra, 2 1.C.C2d at 722,
where the ICC stated as following as predicate to disapproving the merger proposed there:

The fiftb factor, dealing with competitive effects on other
railroads, was added by §228(a)(2) of the Staggers Rail Act of
1980, Public Law 96-448 (Staggers Act). This additional factor
is, in effect, a codificaticn of the Commission’s traditional
approach to the evaluation of rail consclidations. See Norfolk
Southern Corp.-Control-Norfolk & W. Ry. Co., 366 1.C.C. 171,
190 (1982) (Norfolk Southern), where we stated:

The Staggers Act was intended to modernize
"economic regulation of the railroad industry with a
greater reliance on the marketplace." Staggers Act,
§2.*** [T]he primary theme of the 15 elements of the

- Rail Transportation Policy (added by the Staggers Act)
is that we “ensure the development and continuaticn of
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a sound rail transportation system with effective
competition among rail carriers and with other modes,"
49 US.C. § 10101a(4). Indeed, the Rail Transportation
Policy emphasizes the importance of the relationship
between ensuring adequacy of transportation and
retention of competition. We are "to allow ***
competition and the demard for services to establish
reasonable [rail] rates,” § 10101a(1); "to foster sound
economic conditions *** and to ensure effective
competition and coordination between rail carriers and
other modes," § 10101a(5); "to minimize the need for
Federal regulatory control over the rail transportation
system" while maintaining "reasonable rates where there
1s an absence of effective competition,” §10101a(2), (6);
and "to avoid undue concentrations of market power," §
10101a(13).

The 15 elements of the rail transportation policy set
forth at 49 US.C. § 10101a, taken as a whols, empharize
reliance on competitive forces, not government regulation, to
moderate railroad actions and to promote efficiency. H. Rep.
96-1430, 96th Cong., 2d Sess. 88 (1980).

The above principles should be stnctly adhered to in this case.

IV. TexMex’s Trackage Rights Request Should Be Granted To Preserve
Competition and Essentizl Rail Services. :

As stated in its Comments, the Railroad Commission supports the TexMex in seeking
a grant of trackage rights whica weculd allow TexMex to connect with the Kansas City
Southern Railroad at Beauniont, 'l‘exashover the route déignated by T&Mex in its trackage
rights application (TM-23). This condition is essexitial to preserve the competitive
alternatives now available to shippers of goods between the United States and Mexico. The
Railroad Commission shares the views expressed by DOJ and other parties that BN/SF,

under the terms of its settlement with Applicants, will not be nearly as effective a

competitor in the U.S.-Mexican market (and many others) as SP is today. As a result, a




merged UP/SP will have a virtual monopoly in that market. Furthermore, even if BN/SF
turns out to be as effective a competitor as it claims it will be, shippers in the market will
still lose one of only three major U.S. railroads serving Mexican gateways. This alone would
result in a major reduction in competition. Granting TexMex trackage rights to give it a
direct, friendly connection with 2zother Class I railroad, the KCS, will ensure that shippers
will continue to have three competitive alternatives in this market.

Furthermore, the rights TexMex seeks are needed to prevent tke loss of essential rail

service to South Texas shippers. The TexMex provides essential local rail service in South

Texas that will be endangered if the international traffic which TexMex currently handles

via SP is diverted to UP and/or BN/SF. Should this occur, $hippers who are dependent

upon TexMex will be harmed as they will lose local rail service.

Equally important, the resulting shift to trucks will magnify the burden that currently
exists on the South Texas infrastructure due to the extreme congestion on highways near the
International boundary. As reflected by the table which is reproduced in the Verified
Statement Joseph Kalt, BN/SF-55, at p. 31, trucks already transport_84.6% of ground
transportation movements to Mexico. Given this percentage, it is patently absurd for UP
to suggest that TexMex’s concerns should be ignored because:

(tlhe commodities shipped by Tex Mex’s exclusively-served
customers are grain, scrap metal and oilfield supplies, all of
which already require rail-truck moves at origin or destination
and are also routinely trucked long distances economically.
RVS Peterson at 135. To the extent that any Tcximing rail traffic would be diverted to trucks

in South Texas, the public interest would be harmed due to the unquestioned fact that the

highway infrastructure in the Rio Grande Valley in South Texas is already overburdened to

B




the point of choking. There is no room for truck traffic that historically has moved via
TexMex.

UP's further suggestion that the TexMex shippers could be served "via a low-cost
shortline or oranchline operation from Robstown or Corpus Christi" (id.) is simply
disingenuous. UP’s solution v 'd leave UP as the only U.S. railroad serving Laredo which,
at present, is the Drumary gateway into Mexico. In other words, UP would gain a monopoly
status f i. could sucg:ssfully engineer a solution which would convert the TexMex into a
branch line operating from F.obstown or Corpus Chrisi'.

In any event, TexMex is a low-cost shortline! Simply stated, nothing is to be gained
by replacing it with another shortline railroad which would suffer from the same lack of
traffic. While UP understandably would like to see the TexMex disappear in order that UP
may achieve a total monopoly over international movements via Laredo, that alone justifies
the imposition of trackage rights.

Finally, UP see's to ncgate' TexMex’'s concerns by claiming that BN can be expected
to compete vigorovsly for Mexican traffic using TexMex as its joint-line partner over Laredo.
For instanc:, UP argues that *BN/Santa Fe w1l improve on SP’s fairly small share of traffic
to and from the Eastern Mexican gateways" 2nd that Mr. Krebs "ha: signalled his intention
to turn BN/Santa Fe's extensive system into a ‘31,000 mile funnel’ tor traffic flowing
betwc+n the United States and Mexico." UP/SP-230 at 225-226.

In a further atteiupt to dcﬁnc TexMex’s requests, UP rciterates the worn-out

argument that BN/SFE’s “competitive abilities will exceed those of SP* and that BN/SF "will

have good, and in mauy cases significantly better, routes for the traffic flows that make up

i
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the vast preporderance of the existing SP-Tex Mex traffic.” Id. at 302. Last, UP claims that
BN/SF recent shift to the Eagle Pa:ss gateway will be reversed should the Merger be
authorized. Id. None of these conten*oas will withstand scutiry.

While BN/SF claims to back up the UP’s position by .crerence to a redacted version
of Mr. Krebs’ "31,000 mile funnel" remarks, the full text of those -eraarks is most revealing.

In his Verified Statement, Mr. Krebs makes no specific commitment to continue work ag

with TexMex. Rather, he states as follows:

BN/Santa Fe will have zdditional access to Mexico
through two new gateways, Brownsville and Laredo, the latter
through interchange with the Texas Mexican Railway near
Corpus Christi. We will also improve our access to Eagle Pass
throvgh trackage rights. With several efficient routes stretching
from Canada to Mexico and covering important U.S. points in
between, BN/Santa Fe will be: in an excellent position to be a
31,000-mile funnel for busiress down to Mexico through the
Laredo gateway by interchanging traffic with the Tex Mex at

Robstown (including unit trains), through our pew access at
= . Z

We are already using the haulage rights intc Eagle Pass we

received Som SP in connection with the BN/Santa Fe merger

to run about three trains per week, including 100-car unit grain

trains into Eagle Pass. We are doing that with a haulage

agreement. Qur access over trackage rights will eghance our

ability to use the Eagle Pass gateway. bard
VS Krebs at 34 (emphasis added). Simply stated, the improvement and enhancement of
Eagle Pass operations and the new Brownsville operations cannot be equated with a
commitment to work with TexMex.

As Mr.Krebs is well aware, there is little incentive whatsoever to route Mexico-bound

traffic over the TexMex. As UP has argued at length throughout the course of this

prcceeding, the reduction of 100 miles of circuity is "an improvement that is of clear
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competitive significance.” VS Peterson, UP/SP-23 at 22. Assuming that UP’s assertivn is
correct, the Board should note that the route which BN /SF will traverse under the trackage
rights, i.e., from Temple, Texas to Eagle Pass, via San Antonio, is 319.0 miles. On the other
hand, the route with TexMex from Temple to Laredo via Houston covers 565.6 miles. In
other words, the routing from Temple to Laredo via Houston is 246.6 mile; further than the

more direct routing from Temple to Eagle Pass via San Antonio. This represents 77%

circuity. Moreover, BN/SF would likely have to give Tex-Mex a share of the levenue that

-

would not only exceed the cost of the trackage rights between Temple and Eagle Pass, but

which may be out of proportion to the 144.2 miles that TexMex would haul the traffic

between the connection at Ry .stown and the Laredo gateway.

Second, as BN/SF has also testified (BN/SF-55, VS Kalt at 32):

[The conceniration of Mexican trade lies in commodities
complementary to BN/Santa Fe’s service strengths. The top
three U.S. export commodity categories (autos/aircraft,
agricultural products, and forest products) are all produced in
locations (the industrial Midwest, the grain belt, and the Pacific
Northwest) from which BN/Santa Fe can offer service directly
to Brownsville, Eagle Pass, El Paso, and San Ysidro. BN /Santa
Fe can also interline (without UP or SP) to Laredo via Tex
Mex and to Presidio via South Orient. '

In other words, were it not for the fact that Laredo currently enjoys a competitive
advantage over the other gateways to Mexico because there is a larger infrastructure of
customs brokers located at Laredoy than at the other ga‘eways, there would be little or no
incentive for BN/SF to route traffic via TexMex. Certainly, there is no reason to assum.
that BN/SF would deliberately route unit trains of grain in joint-line service w1th TexMex

via Laredo when it will have a comparatively direct shot in single-line service at Eagle Pass.
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Given the admitted concen:ration of BN/SF's traffic from the grain belt and the Pacific

Northwest and the industrial Midwest, it is only logical to assume that BN/SF would favor

the less circuitous, single;line routing via Eagle Pass.

In sbort, there is no basis for the UP’s conclusion that "[t]his merger, and the more
efficient access to BN/Santa Fe it will bring, will reverse [BN/SF's aggressive exercise of
its rights over Eagle Pass]." UP/SP-230 at 303. Because there is nothing that TexMex can
do to alter this flow of traffic which has already been initiated by BN/SF with the
convenient assistance of the SP and UP, it is imperative that TexMex be granted trackage
rights in order to ensure that it will have one (riendly connection to replace SP.

v The Creation Of Neutral Terminal Railroads Would Effectively Preserve
Competition And Prevent UP From Exacting Monopoly Profits.

The UP/SP Merger, if not properly conditioned, will have devastating anticompetitive
conseqiiences on many Texas shippers, especially those which are located in the Gulf Coast
region of Texas. ILi order to provide these shippers with a small measure of relief from
potentialiy prohibitive switching charges and retaliatory behavior, the Railroad Commission
has requested the imposition of a condition which would require UP to sell certain tracks
and sateilite and support yards to "neutral terminal railroads that would provide high
quality and reasonably priced switching services to ali industries located within major urban
areas served by two or more Class I railroads.” RCT-4 at 21. - Under the Railrocad
Commission’s proposal, the terminal railroads would not be government owned or
controlled. Rather, "depending ou the preferences of the Class I railroads, and the desires
of ¢"; shippers, . . . the terminal railroads could be for-profit companies, nonprofit

associut’ons, or public entities." Id. The termina' railroads “would operate on publicly
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owned trackage belonging to port authorities, transit authorities, and special rail disticts and
privatelv owned trackage belonging to the Class I railroads, shortlines and industrial parks."
Id.

Obviously recognizing that neutral terminal railroads would effectively serve to
preserve competition and prevent it from exacting monopoly profits, UP has lauached a
withering attack on the Railroad Commission’s proposal. Unfortunately, rather than fairly
focusing on and analzzing the Commission’s actual proposal, UP has erected a straw man
which it flogs unmercifully in order to mislead the Board into accepting a vastly distorted
version of the neutral terminal railroad concept which has besn proposed.

A. UP’s inflammatory mischaracterization of the neutral terminal railread
condition is deliberately misleading. ‘ '

At the outset, the Commission’s proposal does not entail "government confiscation

of private property.” UP/SP-230 at 280. Nor is the Commission seeking to have properties
"contributed, donated, confiscated or condemned” in order to hand them over to terminal
authorities as ir. Ongerth erroneously asserts. _U!f,“S_PoBZ, RVS.Ongerth at 55 While
divestiture of certain terminal properties would be Wdated bythe .Board, the UP would
be duly compensated for those properties. For example, in the speczﬁc instance of Houston,
the Railroad Commission’s proposal envisions that the Board yvould, as a condition of the
merger, require UP to sell, at fair market value, the SP’s ‘rackage from Englewood Yard
in Houston to Galveston (plus related yards and support facilities) to the _Port of_ Houston
Authority ("PHA"), which already owns a substannal amount o‘ trackage in the port area.

See RCT+4 at 25. Of course, while the PHA owzs the track, the actual operanon of the




track is left to the Port Terminal Railroad Association ("PTRA") which is controlled by the
three Class I ralroads (UP, SP and BN/SF)."

Given the fact that the PTRA today conducts efficient switching operations over the
entire reach of its track, there is no realistic basis for Mr. Ongerth’s wild accusation that the
proposal wy.ild lead to "upheaval, turmoil, service disruption, and higher costs." UP/ SP-232,

RVS Ongerth at 55. Indeed, Mr. Ongerth is ultimately forced to concede that much of his

testimony is grossly overstated when he admits that "[t]erminal and belt railroads can be an

adequate way of organizing sperific rail activities for defined purposes in terminal areas.”
Id. at 56. While he attempts to claim that such salutary results can only be achieved if they
are made by "voluntary agreement of the parties” in which "the parties receive benefits that
they regard as at least as valuable as the rights and properties they grant to the terminal
railroad,” that is no more nor less than what the Railroad Commission is proposing.?

As Mr. Ongerth is well aware and as BN/SF can surely attest, the PTRA's port
switching operation in Houston is very efficient. BN/SF originates and terminates at least
four to six road trains a day at PTRA yards because that is more efficient than having a

transfer run handle cars from PTRA yards to the Houston Beit & Terminal yards used by

"' The Railroad Commission did not recommend the creation of an “Authority” in each
urban area. Nor was there any intent to insert local or state government into the equation,
unless it was desired by the shippers and railroads (and possibly not even in that case).

" While Mr. Ongerth attacks the Railroad Commission for the lack of practical detail
to backup its proposal (jd. at 55), it should be noted that as of this date, the Applicants have
yet to come forth with any detailed plans about how they would implement the various
Agreements which they have loosely defined with regard to the BN/SF.
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BN/SF. UP/SP could do the very same thing as BN/SF, making it unnecessary to move
cars from PTRA yards to UP/SP’s Settegast and Englewood 1 s

A DFW Terminal Railroad Association (with U _N/SF aud KCS s members)
could efficiently switch Dallas area industries on former UP, 5P and Saata Fe trackage now
owned by public entities such as Dallas Area Rapid Transit and RailTran, and then could
turn the traffic over to BN/SF and UP at yards near Union Station in downtown Dallas.
This would eliminate ihipper captivity and put an end to UP’s highly inefficient practice of
moving Dallas area cars over to Fort Worth before bringing them back to Dallas for local
distribution. Currently underutilized yards in the Dallas area are available for DFW
Terminal use without any negative operational impact on UP/SP.

The Railroad Commissicn’s proposal will be searched in vain for any role to be
played by the State or Federal governments beyond the initial requirement that UP be
required to sell certain SP properties in order to gain approval for its Merger with SP. By
no means is the Railroad Commission seeking to interfere with the mainline operations of
any railroad. Nor is it interssted in creating "monopoly" shortlines. This ot siously would
be precluded *y the joint ownership arrangements in which the Class I railroads would keep
checks and balances on one another.

Mr. Ongerth further claims that most terminal railroads involve a certain amount of
flexibility which leaves the parties the ability to "withdraw from the terminal association,
taking their properties with them.” Id. at 56.‘ While this may be generally true in some

situations, the Board should recognize the instant proposal is being rgmmmgnc[gq only in

response to a merger whose anticompétitive impact is unp_a;allelgd in. the history of
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American railroads. Hence, even if the neutral terminal proposal may piow new ground in
terms of merger conditions and remove certain elements of "flexibility" which exist in non-
monopoly situations, neither the Board, nor its predecessor, has ever been faced with a
merger which has such far reaching anticompetitive consequences. Given these
consequences, the Board must take steps to counter the negative aspects of the merger,
especially in the Texas Gulf Coast area with its heavy concentration of the plastics and
chemical industries. If it were to approve the merger, the Board must accept the obligation
-
and responsibility for implementing market driven solutions to the anticompetitive proposal
which it has been requested to approve, including the creation or expansion of neutral

-

terminal railroads.

UP’s position, however, would prevent BN/SF or any other railroad from having truly

competitive access to the 265,006 carloads of captive traffic that originates and terminates
on SP’s eastern trackage. UP obviously knows that BN/SF cannot begin to provide
competitive train frequencies for 2-to-1 and 3-to-2 shippers in Texas and Louisiana without
competitive access to traffic other thau what it would be granted pursuant to the Settlement
Agreement and the amendments thereto which have been crafted by UP without consulting
either BN/SF or SP. See Rose Dep. Tr. at 107 (May 10, 1996). As shall be discussed in
detail, infra, the limited access is best illustrated by the CMA Ag;eement where UP has
granted access to BN/S< of only 7 percent of the t;'afﬁc in the Lake Charles, Louisiana
vicinity. '

Lest the Board underestimate the UP’s motivation and power, it should carefully

focus on a July 19, 1995 internal UP :hemorandgm which is reproduced in this record as

At




Exhibit 1 to the Comments filed by Union Carbide Corporation (UCC-6). As stated

therein:

We need to be firm with . If they are going to be
unreasonable at then we cannot be as flexible as they
would like us to be at and

The in ties our hands in terms of pricing activity
at . Given the low on the outbound traffic
we may be better off telling  that we no longer will bid on
their business out of
As 9 owner of the , We can continue to
increase the switch up [to] the level of § /car. The
curreni switch is §  /car.
The existence of neutral terminal railroads would unquestionably assist in putting an
end to this type of anticompetitive behavior which will undoubtedly increase following the

Merger.! Not only would shippers have ready access to the BN/SF through the neutral

' The gravity of the situation is compounded by a "technical amendment” to the Clayton
Act (15 US.C. § 26) that was made as part of the ICC Termmanon Act of 1995. Section
318(3). Heretofore, § 26 read as follows:

That nothing herein contained shall be construed to entitle any person, firm,
corporation, or association, except the United States, to bring suit in equity for
injunctive relief against any common carrier subject to the provisions of the

(Interstate Commerce Act] in_respect of any matter subject to the regulation,
supervision, or other jurisdiction of the Interstate Commerce Commission.

With no legislative history, the above exemption from injunctive relief was substantially
breadened "by striking ‘in equity for injunctive relief and all that follows through Interstate
Commerce Commission’ and inserting in lieu thereof ‘for injunctive relief against any
common carrier subject to the jurisdiction of the Surface Transportation Board under
subtitle IV of title 49, United States Code’." In other words, injunctive relief is now
unavailable with respect to any activity of a Board-regulated common carrier and not
merely those activities which are subject to the Board’s "regulation, supervision, or other
jurisdiction.”
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terminal railroad should UP refuse to bid on their traffic, but the ability to demand
excessive switching charges from captive shippers would be eliminated.

B. UP’s unsubstantiated objections to the neutral terminal proposal are rebutted
by BN/SF’s testimony.

While Mr. Ongerth has attempted to paint a horror story with regard to the terminal
railroads, it should be carefully noted that the BN/SF does not share Mr. Ongerth’s overt
hostility. Instead, Mr. Clifton, BN/SF’s Assistant Vice President Operations, has testified
with regard to the Baytown, Texas Branch that "BN/Santa Fe and shippers prefer using a
third party contractor to perform switching and blocking along the Baytown branch.”
BN/SF-54, V.S. Clifton at 9. Mr. Clifton expanded upon this during the course of his
deposition as follows:

Q. When you say that BN/Santa F s and shippers prefer using a

thxrd-pa.rty contractor, mn you tell us why that is?
We thought it would be bettcr to have a neutral individual

switching those areds versus one or thc other.
And why is that"

It scemed to make more sense to me from an operanng side.
Okay. I don’t mean to belabor thxs, but why did it make more
sense to you?

You had somebody that was rebrcéenting the interests of both

parties equally.

Clifton Deposition at 45 (May iS, 1996).




Mr. Clifton’s remarks were substantiated by Mr. Rose, BN/SF's Vice President,
Chemicals of the Industrial Business Unit. During the course of discussing BN/SF's
operations for Exxon invdlving the Dayton sub, Mr. Rose testified as follows:

A At the Exxon plant we would like to see a third-party switching

service put in there, and that obviously will be something that
will have to be negotiated with the UP/SP, that those loads
would Rc brought up to the Dayton storage-in-transit yard and,
then we would take them from there on.

And what is the reasoning behind your preference for third-
party sv;ritching?

We believe that the Dayton sub is fairly congested, and instead

of having two locomotives, two railroads down there switching

the same plant, we feel like it will be a more efﬁciefxt and

lower-cost optfon to have only one railroad out there.
Ruse Deposition at 12 (May 10, 1996).

Mr. Rose’s deposition testimony also undercuts Mr. Ongerth’s unsubstantiated
assertion that neutral terminal railroads would lead to chaos and upheaval. As he further
testified (Dep. at 16): »

Q. The congat}on you indicated earlier, that’s at the facility or on

this branch line?
It’s on the branch line, not on the - not in the facility itself.

And who operates over that branch line?
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Southern Pacific.

And what’s the cause of the congestion?

Well, there‘. is not congestion right now. What we are

concerned about is that there might be congestion if we end up

putting another railrcad on that line, so there are two - there

are a couple different alternatives here: One, we could have a

Lhird-pftrty move those loads from the Exxon plant up to the

storage-in-transit yard, and.if that is not acceptable, then we

would simply pay the Southern Paciﬁc/Un_i\on Pacific a

reciprocal switch charge, which has been negotiated in the

merger as well; and then the third option would be to put a

Burlington Northern/Santa Fe locomotive down that branch

line to the actual Exxor plant itself.
See also Rose Dep. at 4546.. In any event, the BN/SF testimony clearly rebuts Mr.
Ongerth’s unfounded assexftiq.ti‘ that neutralr te.rn}ingl}{ailroads would disrupt operations. On
the contrary, as BN/SF has testified, the neutral third-po-tv switching is "more efficient” and
a "lower-cost option" which actually improyes' operations by avoiding congestion.

C Neutral terminal railroads are an integral componént of the
Mexican government’s privatization plan.

Attention is also invited to testimony submitted by BN/SF with regard to the

Mexican government’s privatiiation plan. As Professor Kalt has testified (BN/SF-55), "there

is no reasonable possibility'théi the Mexican government intends to foster, or allow to




emerge by default, a monopoly south of the border." VS Kalt at 35. He further states (id.
at 36) that:

The Mexican government is actively engaged in marketing and
regulatory efforts to ensure competition during and after the
privatization. Consistent with its obligations under NAFTA to
‘facilitate the cross-border movement of goods and services’ and
to avoid policy decisions that would distort the free flow of
trade, the Mexican government is exerting every effort to make
sure the privatization of FNM results in a dynamic and
competitive rail sector.

While the Railroad a)mmission has no quarrel with Mr. Kalt’s assessment, it does wish to
invite the Board’s attention to the deposition testimony of Mr. Peterson, UP’s Senior
Director, Interline Marketing, that "there’s a terminal railroad proposed for Mexico City
that would be a neutral terminal railroad and connect to the various concession railroads."
Peterson, Dep. at 26-27 (May 8, 1996).

As Mr. Peterson further testified (id.):

I'm weli aware that there will be multiple access by the various
concession railroads to certain important traffic points. In other
words, even though there is one railroad today at Monterrey,
the FNM, both the Northeast and the North Pacific concession -~ =
will serve Monterrey. ced AP 7L

In fact, they're going to at least split the yard up and
both operate in the Monterrey yard. That's my understanding
of the privatization proposal. I believe those two have not gone
out yet so they could evolve into something slightly different.
but that’s an example of the sorts of competitive access that are
envisioned in the privatization proposals.

T | try

As this plainly shows, the concept of the neutral termina; railroad to ensure

competitive access is not simply a "dream" as UP has suggested. UP/S)I?—230 at 281. Rather,

it is a concept that, as the Mexican government obviously understands and accepts,
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facilitates the movement of goods and services and resulss in a dynamic and competitive
rail sector." BN/SF-53, VS Kalt, at 36.

In summary, the P niilroad Commission strongly urges the Boa dto recognize the need
for neutral terminal railroad condition should the Board authoiize the Merger and the
UP/BN/SF Agreements. While the Railroad Commission is convinced that the Agreeme.ts
will not alleviate the merger’s anticompetitive impact. the neutral terminal railroad concept
would provide BN /iF a measure of access to shippers, particularly those ‘1 the heavily
industrializod Houston/Gulf Coast area, thereby removing a portion of the handicap under

which BN/SF would otherwise labor.

VL. The CMA Agreement Does Not Rectify The Massive Competitive Problems
Which Would Result From The Merger.

Alihough UP and BN/SF attempt to portray the CMA Agreemen as the "cure” for
the Merger’s anticompetitive problems (BN/SF-34 at 4; BN /SF-55 VS Kalt at 3-10; UP/SP -
230 at 12), that Agreement, like its predecessors, falls far short of the goal. If anythmg, ti:e
CMA Agreement raises as many questions as it resolves. In the first place, if thé CMA
Agreement was truly needed in order to overcome the many competitive problems faced by
BN/SF, why is it that BN/SF :did n-c;l' recognize that it was competitively disadva.nlage'd by
the ¢:iginal UP/BN/SF agreements atan eatlie siage of the proceeding? Second, ass.xmu'g
that BN/SF was aware of “Lat fact, why is it that BN/SF had rothing to do with the CMA

negotiations? The record does not provide an answer to these questions.

UP attempts to attribute great significance to the CMA Agreement by noting that the

CMA is "a trade group of 200 compauic. .hat produce 90% of the chemical industry’s

annual output.” 1d. at 12. This description of the CMA nembeship is apt. However; it is
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exiremely misleadiig. As demonstrated by substantial evidence of record, significant CMA
members whose “plant locations in Texas and Louisiana are directly impacted by the
reduced competition created v; e merger," including Fina Oil anc Chemical Company,
Huntsman Corporation, Condea Vista, CertainTeed, Shell Chemical Coiapany, Montell USA
Inc., Phillips Petroleum Company, The Geon Company, Union Carbide Corporation and
Dow Chemical Company, have challenged the action taken by an undisclosed vote of what
may have Leen a miaority of a 16-member ~mmittee within C\MA which accepted UP’s
proposal.”® As sever;l cf the above companies have advised the Board, CMA’s distribution
comuaittee, which was sol / respoasible for negotiating with UP did not consult with these
major compauic; before acceptiug the UP proposal. See SPI- 16 Ex. 2 at 2, 6 and 12.
Leaving aside the efficacy o! the distribution committee’s settlement, the evidence
of record :onclusively demonstrates that the CMA Agreement does not address the

fundamental competitive issues which have heen raised by numerous shippers and other

opponexts of the Mere~r. As has " :en forcefuily demonstrated by the SPI, whicu has about

" See SPI-16, Fx. 2, Letter to Linda J. Morgan from H. Patrick Jack, Senior Vice
President - Chemicals, Fina Qil and Ctemical Company, dated April 26, 1596.

¥ Since one member was absent and did not participate, and since there is a suggestion
that others may have abstained, it is conceivable that fewer than eight members of the
distribution. committee made the determizaticn to accept the UP proposal and withdraw
from the case. See Dep. Speight at 95-6. The Board should compare the manner in which
CMA handled UP’s offers with the NIT League approach. The NIT League’s Railroad
Transportation Committee voied 48 to 11, with four abstentions, to reject a "JP settiement
offer. Subsequently, th- same commi:tee voted 46 to 9,with S abstentions, "to maintain the
board’s opporition tc the merger unless mzjor segments are spun off to maintain
< mpetition." NIT League spurns UP overtures on SP merger, sticks with call for divestiture,”
supra, at 24. More importantly, the NIT League s publicly disclosed vote was based on an
“analysis of the settlement proposal oy the group’s consultants, Peabody Associates, . . . and
full membership participa ion in arriving at + positon.” Id.
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2,00 embers (as compared with only 200 members of CMA), and which employs 1.2
million people nationwide with 75,000 jobs in Texas with an economic impact on Texas
alone of over £20 billion ‘annually, the "CMA Settlement does not even serve to alleviate
CMA'’s concerns about the effect of the proposed merger." SPI-16 at 2. Equally important,
CMA’s "withdrawal from the merger proceeding . . . does not impact upon SPI nor alleviate
the concerns of SPI expressed in its comment in this proceeding.” Id. at 4.

Because SPI*has fully analyzed the many obvious shortcomings of the CMA
Agreement, see id. 5-11, the Railroad Commission will not duplicate that effort herein, but
will instead incorporate the SPI's arguments by reference. "l‘be Commission, however,
reiterates its extreme concern that the original UP/BN/SF Agreement, and its most recent
update in the CMA Agreement, has wholly failed to cure the fundamental problem that the
Merger creates an anticompetitive duopoly.

In any event, the State of Texas, which ranks first in the nation in total miles of rail
track and second in total railroad employees, has more at stake in this merger than any
other State in the nation. It cannot blindly accept the applicant railroads unsubstantiated

approach. UP, under the Interstate Commerce Act, has the heavy burden of demonstrating

that the Merger will not have an anticompetitive impact among ra‘l carriers. Simply stated,

if it is relying on the UP/BN/SF and CMA Agreements to carry that burden, UP has failed!

The Railroad Commission admits that the CMA Agreement has addressed a small
portion of its concerns about the original UP/BN/SF Agreements which were addressed in
its March 29 Comments. See RCT-4 at 7-9. However, putting aside for the moment the

wisdom of allowing UP and BN to carve up the Western two-thirds of the country between
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themselves, extreme doubts continue to persist concerning the fundamental question of
whether BN would be able to provide a competitive service. Without question, UP’s
overwhelming competitive advantage with respect to “exclusively served" (a/k/a "captive")
shippers is only marginally impacted by the various Agreements. In fact, the CMA
Agreement’s lack of impact is demonstrated by Mr. Peterson’s admission that it had not
resuited in any changes in UP’s proposed operating plan. As he candidly admitted, "we

don’t anticipate any sizable changes in traffic diversions or traffic flows because of the CMA

agreement.” Peterson, Dep. at 295-96 (May 8, 1996).

Given the information that has surfaced following the announcement of the CMA
Agreement, that is not surprising. For example, BN/SF ixas attempted to leave the
impression that the CMA Agreement alleviated the concerns about the amount of traffic
available to it by "opening 50% of the volume of shipments under contracts at 2-to-1 points
in Texas and Louisiana to bidding by BN/Santa Fe and granting access to a fraction of the
traffic at. West Lake, Shreveport and Texarkana" (VS Rose at 3). However, those
assurances have been severely diluted by cross examination. As cross examination has
revealed, UP — which was solely responsible for negotiating the Agreement with CMA -~
structured the CMA Agreement to cover movements at Lake Cha_rles and West Lake,
Louisiana. However, BN/SF was denied access to shippers at West Lake Charles, which
is a stone’s throw from the other two points, even though there is admittedly no substantive
difference in terms of transportation requirements.

‘As demonstrated by the following exchange involving the shippers at tbosc closely

situated points, this cannot be attributed to mere oversight:
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But there is a very substantive difference in terms of the traffic

available between the points that you can access and the points

that you cannot access; is that correct?

That is correct.

By your calculations here, it's about a 13-to-one ratio; is that

right?

That’s correct.

And the 13 being the traific that's unavailable to you and the

onc being the traffic that is available to you, so you have got

access to about 7 percent of tae traffic; is that correct?

A That’s correct.

Rose Dep. at 116 (May 10, 1996). Mr. Rose further admitted that the traffic that was made
available is even more limited than appears at first blush. This is because access was
granted only for muvements going to either the Mexican gateways or the New Orleans
gateway. Id. at 117. S

The matter of huild-outs is yet another example of the imaginary benefits which are

provided by the CMA amendment. Walile that Agreement seemingly providéc a measure

of competitive relief by committing UP to future buildouts, that commitment cannot be
enforced by the BN/SF since it is a right granted to members of CMA. Second, it is unclear
how the mechanics would vJork due to the time limitation which is placed on the ability to
request a buildout. Because the allowable time is measured from the expiration of a

shipper’s contract, there is no explanation how that right would be determined in a situation
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where multiple shippers may have to join together to make any buildout economically
feasible.

Furthermore, it appears that neither UP nor BN/SF have a settled understanding
concerning the actual intent of the parties with regard to the CMA Agreement. A prime
example is provided by the Dayton facility. In response to the question of whether "the
commitment under the CMA agreement (is] to extend to the current trackage that’s at
Dayton or does it contemplate building out additional capacity at the Dayton lucation,” Mr.
Peterson candidly adTm’ttcd that "I can’t answer that question." Peterson Dep. at 210. He
also adritted that he was unaware of any SP commitments to customers "assuring the
customers that they will have car spots reserved at Dayton yard." Id. at 208. In a similar
vein, the BN/SF witness, Mr. Rose, proved to be unable ‘o provide any specific details

concerning the ultimate interpretation to be given the previsions which, on their face, gr-at

BN/SF access to the Dayton Yard. Sce Rose Dep. at 99-107.

While it might be appropriate in some circumstances to leave the fine print to the

lawyers, it is respectfully submitted that these details should have been ulrgrked out through
arms’ length bargaining long before they were put before the Bpard as the competitive
solution to the Merger’s unquestioned problems. That certainly isﬂ_not_the case here where,
as Mr. Rose testified, the Agreement "was between CMA and UP." ]d. at 107. Given this
candid admission, how could BN/SF be expected to know what UP had in mind when it
dictated the terms of the latest settlement agreement? What assurances are there that

would allow the Board to find that the CMA Agreement cures the Merger’s anticompetitive




impact? The answer is simple. There are none. If tae BN /SF doesn’t know what is going
on, how can the Board?

VII. The Need For Spe'éial Abandonment Conditions Arises From And Is Related
To The Need To Counter The Moanopoly Power Which Will Flow From This
Merger

The Railroad Commission is mindful that the ICC has previously found that special
abandonment conditions are unnecessary "because the Interstate Commerce Act alreacy
provides numerous protections regarding abandonments and line sales," Union Pacific

| e |

Chmgp_md_&gnhl&ngm_ﬂmwmm 1995 WL 141757 at 90 (1995). Whule the
Act may provide a measure of relief for major shippers from albandonmcnts, that is not the
principal focus of the Railroad Commission’s conditions. What the Railroad Commission
is seeking is a condition which, in the event that UP were to follow BN /SF's example of
abandoning several thousa.hd miles of track shortly after consummation »f their merger,
would prevent UP from exercising its monopoly power to control future economic
development.

This is not a matter which is covered by the abandonment protections afforded

existing shippers on a line of railroad which is to be abandoned. As explained by the

example in the Railroad Commission’s Comments (RCT-4 at 30):

SP’s Suman to Bryan line abandonment does not encompass the
entire line between junction points. At both the north and
south end of the line, UP intends to retain a small portion of
track. As a result, any short-line railroad, rural rail district,
developer or industrial rail user that purchases this track would
be forced to pay switching charges and trackage-use fees to the
UP for any traffic moving into the rail junction — virtually
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capturir.,g any poicntial shippers who may ever want to locate
along this line.

In its Rebuttal Comments (UP/SP-230 at 281), UP has argued that this condition would
prevent it from abandoning some lines and would adversely impact potential purchases of
track. That clearly is not the case. If anything, this condition would encourage short line
railroads to acquire lines that would otherwise be abandoned.

Last, while UP claims that the condition has no nexus to the UP/SP merger, the fact
of the matter is that the UP’s acquisition of hundreds, if not thousands, of miles of parallel
track is likely to set the stage for a slew of abandonments. As a quid pro quo for tﬁe
monopoly which it will gain in many regions of the western two-thirds of the nation, UP
should voluntarily accept certain limitations on‘its ability to abuse that power in ““e future,
whether it be through exaction of monopoly rents or carefully structured abandonments
which leave it in control future economic development. As is obvious from its opposition,
UP wants unfettered power.

VIII. The SP Does Not Need To Be Saved By The UP In Order Either To Survive
Or To Provide Efficient, Competitive Rail Service.

Throughout this proceeding, the UP has insisted that the: Merger:
is the only way to create a comprehensive Western rail system
that can compete effectively with the powerful, dominant
BN/Santa Fe system. And it will solve the problem of a weak
SP that will become weaker and weaker in the wake of the
BN/Santa Fe merger.
UP/SP-230 at 3. While this scenario disguises UP’s ambitions, it must be suggested that the
opportunity for UP to gain a stranglehold on the chemical traffic and the Mexican gateways

is the real driving force behind the merger.




Given the admitted anticompetitive aspects of the Merger, the question must be
asked whether there may be a better solution which would allow SP both to survive and to
prosper. While the Railroad Commission understands that "it is unlikely that SP will
continue in its current form" if the Merger is not effectuated, that does hot mean that a
reconfigured, smaller SP would not be able to carve out a significant competitive niche.'*

A quick glance at the railroad maps reveals that the SP lines across the Southern
portion of the country are strategically situated along corridors of major "Sunbelt" economic
development whichzan only be expected to experience continued growth. While UP’s
attempt to gain monopoly control over these routes would be thwarted by disapproval of the
instant application, the Board should consider whether the [;ublic interest would not be
better served if SP were forced to explore the alternatives to the proposed Mergex; that are
available to it, including a sale of some of its least profitable routes. As DOJ has
concluded, SP ha;s not explored any such alternative options. '

One such option would involve the sale of the Central Corridor. That corridor has

already attracted a purchase proposal from a viable alternative to UP - Montana Rail Link

- which is free and clear of the anticompetitive baggage which UP brings to the table. If

the Central Corridor were to be sold, SP not only would gliminate a major somé of its
financial hemorrhaging, but would realize a substantial amount of capital which could be
used to revitalize the core Lues which it would continue to operate with improved service.

Obviously, sheer size is not the determining feature as to whether a railroad can

provide financially healthy, competitive service. As the Board's records will show, the only

'* See RCT+4, Ex. 1 at 12-3.




two railroads which currently are revenue adequate are the KCS and the Illinois Central. @

There 15 no reason 0 beheve that a leaner SP with its existing customer base could not
achieve a similar status while continuing to provide much needed competition to both UP
and BN/SF.

Finally, there is no reason why SP and UP could not follow the example provided by
the Conrail/UP coordinated operations over the Salem gateway in order to achieve certain
of the benefits which UP has claimed would result from the Merger. The Salem run-
through operations reveal a remarkable inconsistency in the UP’s position. While UP
criticizes DOJ’s witness for suggesting that certain of the benefits could be achieved by
coordinating operations (UP/SP-230 at 61-63), it attacks Conrail’s call for divestitures on
the grounds that such proposals would destroy the voluntary coordinations which result in
traffic bemg "handled efficiently in run-through train service with Comml at the
midcontinent gateways." UP/SP-230 at 236 and Peterson RVS at 207. If sueb
arrangements allow UP and Conrml .to operate solid mtennoda.l run-through trains in
both directions that handle fzxghly semce-sensmve wraffic, including UPS business from New
York to DaJas (Peterson RVS at 207), it would seem that UP and SP could work together
by joining "UP’s Texas & ‘Pacific route and SP’s Sunset Route" near El Paso. UP/SP-230
at 76;77. That UP and SP management have not been able to agree on voluntary
coordinations over these routes for over a hundred years does not mean that it is impossible
or infeasible. It just means they have not wanted to do so. Certainly, there are no

impediments to voluntary coordmauons which further the public interest.




CONCLUSION

Ut .as literally drowned the Board and its opponents in a flood of paper. However,
when all is said and done, UP has failed to carry its burden of proof with regard to the
public interest and the preservation of competition. As the record plainly indicates, the
Merger, as proposed, is anticompetitive and contrary to the public interest.

From mid-September to mid-April, UP insisted that the cozy arrangement which it
devised with BN/ SI-;had cured the Merger’s anticompetitive problems. However, as the
record reflects, after the Merger's opponents demonstrated that UP’s solution was
ineffective, UP was forced to return to the drawing board. A\lthougb UP has now offered
the CMA Settlement Agreement as the solution, those members of CMA who are directly
impacted by the Merger have renounced that Agreement. Furthermore, after careful

consideration, both NITL and SPI, which represent the interests of thousands of shippers,

have rejected the terms and conditions which UP offered shippers in the CMA Agree.zent.

Finally, neutral public entities which h;we no economic self-interest in the Merger,
such as DOJ and the Railroad Commission, have concluded that the Merger, even with the
UP’s various cures, continues to be ant"competitivle and contrary to the public interest. Most
importantly, they have done sn only afier extensive investigations which have gone far
beyond the sea of paper created by UP.

Simply stated, there is no reason for the Board to accept UP’s unsubstantiated
assurances that this time it has got it right. If the Board were to approve the UP/SP

Merger witnout appropriate conditions, there will be no second chance. When the




Opponents are proved to be correct in their assessment, it will be too late to turn back the
clock and undo the Merger and its devastating anticompetitive impacts.

Therefore, because:UP’s solutions do not solve the problems which the Merge: would
create, the Board is left with but two rational choices. The first is to deny the application
in its entirety upon finding that the Merger is anticompetititve and contrary to the public
interest. The second is to find that the Merger's anticompetitive impact could be
ameliorated by imposing all of the conditions requested by the Railroad Commission and
others. At a bare minimum, this would include the divestiture of the parallel lines in Texas,
the grant of trackage rights to TexMex and the creation of\_neutral terminal railroads.
Without these conditions, the Merger -is' not in tae public interest and is incurably
anticompetitive.

Respectfully submitted,
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BRIEF OF THE UNITED STATES DEPARTMENT OF JUSTICE

INTRODUCTION AND POSITION OF THE DEPARTMENT OF JUSTICE

The evidence in the proceeding compels one conclusion: the UF/SP merger
proposal would result in overwhelming competitive harm in u large number of markets.
The only remedy proposed by Applicants, a trackage rights agreement with BNSF, its only
remaining competitor in the West, is wholly inadequate to cure these massive competitive
problems. Furthermore, neither the financial condition of SP nor any efficiencies
generated by the transaction justify this anticompetitive merger.

The competitive problems resulting from the merger can be adequately remedied
only through divestiture of the signifizant lines necessary to provide a new competitor
access to markets './here shippers v ould otherwise face a monopoly or a duopoly.
Applicants ha\ e steadfastly refused to acknowledge the competitive flaws in their proposal
or heed the many calls for divestiture and for a real restructuring of this transaction. For

the Board to undertake the work that the parties failed to do -- restructure the transaction

through extensive divestiture -- raises serious practical problems and the possibility of

further competitive harms during the divestiture process. Thereiore, denial of the
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Application is the most certain, affective, and expeditious way to preserve competition in
this case.

The proposed merger of UP and SP is the largest rail merger ever considered by
the Board or its predecessor. the ICC, and would have anticompetitive consequences that
far exceed any previous merger, including the proposed Santa Fe/Southem Pacific
merger, which was disaoproved on csimpatitive grounds in 1986. Indeed, the transaction
is among the largest horizontal mergers ever proposed in such a concentrated industry.
The UP/SP merger proposal follows a series of mergers between western carriers,
including the recent consolidation of BN and SF, that has seen the number of Class |
railroads in the West drop to only three. Thus, this unprecedented merger would take

place in markets that are already highly concentrated.

The magnitude of the horizontal overlaps between UP and SP is also far beyon~d

that involved in prior mergers. The two systems contain extensive segments cf parallel
track, including the Central Corridor and the lines from south Texas through Houston to
Memphis, St. Louis, and Chicago, and the lines from Houston to New Orleans and San
Antonio. Ir many markets, the UP/SP merger would result in a monopoly. Consistent with
estimates made by others, DOJ calculates that such markets account for about $1.5 billion
in annual revenues.' Markets where the mierger would create a duopoly account for an
additional $4.75 billion in annual revenues.?
Based on the available empirical evidence, DOJ estimates that the merger may

result in price increases for shippers and consumers in the range of $800 million per year.?

Itis not surprising, therefore, that there is unprecedented shipper opposition to the

'DOJ-8, Majure VS at 9-10.
?ld. at 29-30.

*Id. at 36.




transaction.* Several large shipper organizations, including NITL, SPI, WCTL, and WSC
oppose the merger as proposed.’

Given the enormous competitive consequences of the proposed merger, it would
be difficult, if not impossible, to fashion a timely and effective remedy to repiace the
competition that would be lost. As described more fully below, remedy of the competitive
harms in this case can be accomplished only with extensive divestitures. Divestitures of
such magnitude would inevitably entail delay whiie prospective buyers are soughi and
transactions are negotiated. it appears likely that this process would result in at least two
and possibly more divestiture transactions. Then the Board would be required to carefully
review the proposed divestitures to ensure that the buyers will provide shippers with a
meaningful competitive alternative -- to ensure that all shippers in the affected areas are
covered by the divestiture, that the divestiture package includes adequate yards and otﬁe.r
facilities, that the buyers have the necessary connections to their own systems or
important gateways, that the buyers are financially viable, andi that the divestitures
themselves do not raise competitive concerns. Competition will be weaker and less
effective during this process, as the assets to be divested will remain in limbo. In the
interim, UP will own the assets and no comgatitor will exist.

The best vay to preserve competition is to disapprove the Application. Denial

would force SP to devise an altemative plan for its future. SP may decide to continue

efforts (suspended since the merger agreement) to improve its service, make changes in

‘Applicants say that the merger has unprecedented shipper support. UP/SP-230 at 47. While "a
mere head-count of shippers supporting and opposing the application is not determinative in evaiuating
the impact of a transaction on competition or the public interest,” WCT/FVW at 734, th , Department notes
that evidence in the record shows that the supporting statements in this case come largeiy from shippers
that will retain competitive options after the merger. SPI-16 at 16 n.8 and Exh. 4. In contrast, the shippers
opposing the transaction are those who see their competitive options drastically reduced.

$See NITL-9 at 56-59; SPI-11 at 57-63; WCTL-11 at 33-39; WSC-11 at 59-60.
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its operations and lower its costs, or alternatively, to sell all or part of its operations to
carriers that do not raise competitive problems. In any case, denial of the Application
would avert the permanent elimination of an independent competitor to UP and BNSF in
the West. SP today is an important piayer in western rail markets, with a significant share
of the traffic in the markets in which it comg  3s. SP is concededly not a failing firm, and
is not likely to disappear absent the merger. Iis assets will not exit western rail markets --
the only issue is whether they will remain with an = uependent SP or be sold to a new
competitor (a number of carriers have already expressed a strong interest in acquiring
SP's asse's). With approval of the proposed merqar, however, the competitive landscape
will be irretrievably altered and a major third compstitor will disappear forever.

Should the Board decide to approve the merger subject to conditions, it should-
consider nothing less than complete divestiture of the major parallel lines involved here.
The BNSF Agreement -- a trackage rights agreement of unprecedented scope -- is an
inadequate remedy and should be rejected. It provides no re!.ef in duopoly situations, and
incomplete and ineffective relief in monopoly situations. The BNSF trackage rights will not
become an adequate remedy by imposing oversight conditions or monitoring. Structural
relief is the most effective remely to competitive problems caused by a merger.
Divestiture replaces the lost competitor with another independent firm that controls its own
facilities and competes on the same terms as the merged firm. Divestiture removes any
need to review the contractual details of a trackage rights agreement to ensure that it

provides for effective competition. Divestiture also eliminates the costs of continued

regulatory oversight and the transaction costs associated with operating and resolving

disputes under the agreement.®

$See CR-22, Schmalensee VS at 10-11, 35-41,
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Divestiture’ of the following tiree routes is the minimum necessary to remedy the
bulk of the competitive problems created by the proposed merger:®

. One of the two parallel north/south routes from the Guif Coast to the 2astem
gateways, specifically the routes radiating from Houston, north through Little
Rock and Memphis to St. Louis; east to New Crleans; west to San Aitonio;
and south to Brownsviile.

One of the two Central Corridor routes from Oakland through Salt Lake City
and Denver to Kansas City.*

Sufficient lines to preserve a third independent competitor between Los
Angeles and the eastern gateways, panicularly Chicago.”

All of these divestitures must occur promptly and must be to a carrier other than BNSF,

which otherwise would be the only competitor of the mergea UF SP throughout the West."

Even these extensive divestituras are unlikely to cure all .f the r~srger's

anticompetitive efiects, and competition would inevitably be lesse "ed during the pendercy

Divestiture must include the yards, storage facilities and other assets necessary for the buyer to
effectively compete. In addition, it may be necessary to divest lines beyond those strictly necessary to
solve comipetitive concerns in order to give the buyer connections to its own system or important
gateways.

*To the extent that thera are additional anticompetitive effects that do not involve these routes, it
may be possible to mitigate these much more limited problems through appropriate trackags rights
arrangements.

Where one of the Applicants currently competes using trackage rioh s (@.g., SP between Pueblo,
CO and Herrington, KS), divestiture would entail transfer of th >se trackage rights to the buyer.

1*There are altematives means of accomglishing this divestiture, including divestiture of the UP
line from Los Angeles to Sait Lake City to connact to the Central Carridor or divestiture of lines in the
Southern Corridor to connect to the Gulf Coast line.

"These divestitures can be accomplished without interfering with Applicants’ ability ‘o offer
shippers in these corridors new single line service and shorter routes simply by allowing Appiicants to take
back trackage rights on the divested lines. The divestiture propocals of several other parties contemplate
just such an arrangement, 6.g., NITL-9 at 58-59. Applicants may argue that divestiture would unfaity
deprive them of exclusive access to the captive shippers on the divested lines. The »oplicants would be
cr~pensated for this loss, however. Just as the price UP is offering for SP reflects the value of SP’s
¢y, e shippers, the +2lue of access to such shippers would be reflected in the price paid for the divestec
as 'ts.




of the divestiture process. For these reasons, denial of the Application is the most certain,
expeditious, and effective way of preserving competition.
I THE APPLICABLE LEGAL STANDARDS

Under the Interstate Commerce Act, the Board may only approve a merger if it is
"c onsistent with the public interest 49 U.S.C. § 11344(c). The statute requires
consideration of five factors, including "whether the proposed transaction would have an
adverse effect on competition among rail carnars in the affected region.” 49 U.S.C. §
11344(L)(1)(E). If the Board finds that the proposed trancaction would adversely aiiect
competition, it may deny the Application or condition approval of *he transaction.

The policies embodied in the antitrust laws give "unders .andable content to the
broad statutory concept of the ‘public interest.” EMU v. Aktiebolaget Svenska Amerika
Linien, 390 U.S. 238, 244 (1968); see also BN/SF at 52 (antitrust laws provide guidance
on public interest considerations). While the Becard does not sit as an antitrust court,
BN/SF at 53, it "must estimate the scope and appraise the effects of the curtaiiment of
competition which will result from the proposed consolidation," and weigh the competitive
effects against any bens'its of the merger. McLean Trucking Zo. v. United States, 321
U.S. €7, 87-88 (1944).

The Department of Justice/Federal Trade Comimission Horizontal Merger
Guidelines state the Department’s enforcement policy conceming mergers subject to the
antitrust laws. The ICC has recognized that the Merger Guideiines are a helpful guide to
the analysis of raii mergers. SE/SP at 737; UP/MKT at 432. The Merger Guidelines
ana'ysis entails a zomprehensive examination of the likely competitive effects of a nierger,
including consideration of efficiencies :reated by the transaction and the financial

condition of the merging parties. A proper antitrust analysis of a rail merger, far from

being a "narrow, theoretical* approach (UP/SP-230 at 37), encompassas most of the




public interest considerations of the Interstate Commerce Act.

In analyzing the competitive effects of a proposed merger, the Board's concem
should be whather the merger would be likely to create or enhance market power or
facilitate its exercise. Market power is the ability to raise price, reduce output or reduce
service. A merger can increase or enhance market power by creating a monopoly or
duopoly. A merger can also facilitate the exercise of market power by increasing the
likelihood of collusion among those competing firms remaining in the market post-merger,
or by otherwise reducing the intensity of competition for the business of particular
customers. "

It is a fundamental tenet of econcemic theory, and hence of antitrust enforcement

policy, that mergers short of merger to monopoly may hava significant anticompetitive

effects. For this reason, both the courts and the antitrust 2nforcement agencies presdme

that a merger resulting in a significant increase in concentration in a highly concentrated
market will enhance market power or facilitate its exercise. United States v. Philadelphia
National Bank, 374 U.S. 321, 363 (1963); Merger Guidelines § 1.51."

The Board’s public interest determination must also be guided by the rail
transportation policy, 49 U.S.C. § 10101a. The rail transportation policy was set out by
Congress in the Staggers Act, and emphasizes "reliance on competitive forces, not
government regulation, to modernize railroad actions and to promote efficiency.""* In

examining the proposed merger including any proposed remedial conditions, the rail

'*The first step in analyzing the competitive effect of a merger is to define the relevant market -- in
this case, the area within which railroads could profitably impose a price increase. Market definition is
explained in greater detail in the Department’s comments (Majure VS at 3-8) and in Appendix A.

3 See, 6.g., United States v. Ivaco, Inc., 704 F. Supp. 1409 (W.D. Mich. 1289)(enjoining a merger
to duopoly in a market with significant barriers to entry).

"“BN/SF at 52.




transportation policy requires the Board to bear in mind this mand.e to favor "greater
reliance on the marketplace" over regulatory solutions to competitive probiems."®
. THE UP/SP MERGER WQULD CREATE ENORMQUS COMPETITIVE HARM

UP and SP are two largely parallel railroads that currently compete in thousands of
markets throughout the West and Midwest. The proposed merger would eliminate tiat
competition, leaving hundreds of shippers facing a monopoly and hundreds more with oniy
two competitors. These shippers -- with billions of dollars of traffic -- will face higher rates
as a result of the merger, which will ulitimately be passed on to consumers in the form of
higher prices.

The markets of concern are rail transportation of commodities betwean particular

points where neither truck nor barge are economically viable alternatives and where other

forms of competition, such as source and product, do not effectively constrain prices. As

even Applicants concede (aithough they may differ on the precise delineations), there are
hundreds of such markets invoived here. For commodities such as wood and pper
products, grain, automotive traffic, plastics, i:un and steel and long haul intermodal, rail is
the only economic alternativa. And no one argues that new entry or other factors will
reduce post-merger concentration in any of these rail markets.

A. The Merger Would _Give UP/SP a Monopoly in Markets

UP and SP are the only competitors in many of the rail markets affected by the
merger, primarily involving traffic moving north/south from the Gulf Coast and through the
Central Corridor. In these markets, they compete vigorously for shippers' traffic on the

basis of price, as well as service -- time, reliability, availability of cars or storage facilities.

'*PL 96-448, § 2 (1980).




UP and SP comgete not only for the shippers they reach directly but also for shippers who
can truck to a rail head and shippers who can build-out t a railroad.'® The amount of
traffic affected is significant by any count. The estimates range from $900 million'” to over
$2 billion.'”® The Applicants admit that the merger will give UP/SP monopoly power in
these markets anu the undisputed power to raise prices and reduce service.

B. The Merger Would Give UP/SP and BNSF a Duopoly

gl :

In other markets affected by the merger, UP and SP are two of three rail

competitors. These markets include every major city in the West -- Los Angeles, Denver,

Houston, Portand and San Francisco among others. UP and SP are both significant

players in these three-to-two markets, notwithstanding Applicants’ claims of SP's

ineffectiveness. SP, as well as UP, carries substantial shares of traffic in many of the
markets. UP’s own analysis reveals that SP handled either the largest or second largest
amount of traffic of the three competitors in 17 of the 36 three-to-two markets they

studied.” Their analysis also showed that SP handled **% of the intermodal traffic

'8See Majure VS at 16-18. A number of parties have described situations in which they can now
(or later would) benefit from competition between UP and an independent SP that fall outside the
Applicants’ narrow view of competition ana are ot addressed in the proposed relief. Some of these
involve potential build-outs from their tacilities or other forms of competition that may affect rates o

service, or bath. See, 6.g., *™* - 5 QCC-2at7; ******** . .
WSC-11at2;CPSB-2and 3 at2, 3-6; AEPC-5 af 3-4; *“*************** WPL - 5 and 6 at 2-3.

'"Applicants’ estimate of the traffic available to BNSF at two-to-one points covered by the trackage
rights agreement. UP/SP 23, Peterson VS at 16°.

'8KCS-33, Vol. |, Gimm VS at 193.

Ypeterson VS at 191-230. Mr. Peterson discussed 26 origin or destination points. Information
was provided for three types of traffic in five "major* markets, and ior carload only in the remaining 21, for
a total of 36 "markets® discussed in his testimony. He then procesded to discount the traffic in various
ways to arrive at “competitive traffic* in those locations, tor which he provided shares.




moving from Los Angeles to the Midwest and Northeast. In the three-to-two markets
identified by Dr. Majure, SP participated in **% of the movemer's. In the largest three to

two markets he identified -- intermodal traffic from Chicago to Los Angei 2s and from Los

Angeles to Chicago -- SP's niarket share was ****% in the first and **% in the second.?'

Consistent with these numbers, shippers consider SP a significant factor in three-to-two
markets, just as they do in the two-to-one markets.*

By any count, the amcunt of traffic affected by the proposed merger in areas where
shippers' railroad options go from three to two is staggering. Applicarts’ own witness
concedes that the volume of traffic may be as high as $2.14 billion.® Dr. Majure
calculated that volume of traffic to be $4.75 billion.?* Other parties have submitted even

higher estirnates.”® Regardless of the estimate the Board finds most persuasive, it is clear

*Paterson VS at 199. Indeed, in Appendix A to his initial Verified Statement, showing regional
traffic flow data, SP is recorded as having **% of the traffic flowing betwen Southern California and
Chicago, while UP had ****%.

?'Majure VS at 28-29. See also, DOJ-9, Attachment 3.

Z%ee, e.g., 'atter of Procter & Gamble Co., of March 22, 1996, which states: "The overall
reduction from 3 to 2 carriers for our Sacramento, CA, Kansas City, KS and St. Louis, MO operations, as
well as our numerous raw material supply points in the Texas Guif region, will escalate cost affecting our
competitiveness.” (Exhibit 1) See also, citations to shipper statements in CCRT-4 at 32-34.

2p/SP-23, Peterson VS at 186; UP/SP-231, Peterson RVS at 23-25.

%Majure VS at 29. The difference between Mr. Petersoii's numbers and Dr. Majure’s arises from
the way each defined the geographic markets in which to assess the competitive effects of this merger.
Dr. Majure's market definition methodology is set out in Appendix A. Mr. Peterson defined the Applicants’
thre«-to-two markets to include only those locations where three railroads were serving each end point of
a traffic flow. End points were chosen on the basis of 6 digit SP'.Cs. Peterson VS at 189. This definition
of affected traffic necessarily produced fewer markets than counting traffic flows from larger end points.

Dy, Grimm estimates that the three-to-two traffic is over $*********. KCS-33, Vol. 1, Grimm VS at
193. When the analysis of other parties has deviated from the Applicants’ as to the likely effects of this
highly significant merger and the assumptions underlying the proffered “fixes," their efforts have been met
with derision and accusations ranging from “number bloating" to “crafty schemes.” See, e.g, UP/SP-230
at 175-176; Peterson RVS at 35 et seq. Mr. Peterson’s loyalty and dedication as a UP employee connot
be doubted. Yet his rebuttal testimony takes an ur ‘artunate tumn in characterizing other witnesses’
methodology in terms that are more than merely colu.ul. See, e.g., his RVS at 35-48, where Mr. Peterson




that there are vast numbers of shippers with options to use three rail carriers today that
will lose an important competitive alternative because of the merger.

Applicants have attempted to cast the issue of the elimination of one of inree
competitors in this proceeding as largely a debate over technical aspects of various rate
studies. The issue is far more basic -- whether the same economic realities of monopoly
and duopoly that are uniformly recognized throughout the rest of the U.S. economy anply
to the rail industry and this merger.

The strong presumption that a significant increase in concentration will lead to a
reduction in price and service competition is a cornerstone of industrial organization
economics and the antitrust laws. Here, the change in concentration is as extreme as it

gets short of monopoly -- merger to duopoly with no relief from intermodal, source, or

product competition and no prospect for new entry. This presumption that concentration

matters is supported by extensive empirical studies of many industries, including the rail
industry.?® This presumption and the empirical studies that support it should be accepted
here, absent the clearest of evidence that changes in concentration are irrelevant.
Applicants' evidence falls far short, and the record instead reconfirms the obvious --
merger to duopoly is anticompetitive.
C. The Likelihood of Unilateral Effects from the Merger
The elimination of one of only three western Class | railroads will significantly affect

the pricing decisions of the remaining two carriers, and is likely to lead to price increases

argues variously inat others' results are "bizarre,” "wacky,” or “incoherent®, and should not be taken
seriously.

*See, @ g., studies cited in Majure VS at 33-34; KCS-33, Vo!. 2, White VS at 120-123; DOW-11,
Kwoka VS at 12-24.




for shippers in many markets.¥’ UP, SP, and BNSF each offer different price/service
combinations in their markets, and each shipper has a different preference for
price/service combinations. This means each shipper will prefer different railroads, with
one as its first choice, another as its second choice, and still another as its third at various
times. Each railroad, when it has the business of a shipper, is constrained in the rates it
can charge by that shipper’s second choice. Each railroad is unlikely to know the precise
combination of price and service at which a particular prospective shipper would be on the
edge of accepting that railroad's offe -ing or choosing one of the other carriers. Since the
railroad wants to kcep the shippers who would switch if prices were raised, and cannot be
precisely sure of their identity at any given time, all shippers are protected from a price
increase by the existence of three separate iailroads. With the merger of two of the
carriers, it becumes in the unilateral interest of the remaining competitors to raise prices.®
Dr. Wiilig disputes the likely unilateral effects of the merger. He does not quarrel

with the basic economic model, but instead argues that it is inapplicable because SP is

always a weak third competitor in the markets where it competes, or will be soon.” In

essence, Applicants make the highly speculative and implausible argument that SP will

inevitably cease to be a compettive factor in any market for any shippers absent tii2

“Merger Guidelines § 2.2; Majure VS at 28-29; White VS at 110, 122.

2 Unilateral effects refer to actions taken by UP/SP not depender.t upon any accommodating
response by BNSF. Willig RVS at 23.

3 Willig VS at 595-598. At his deposition Dr. Willig testified that the only facts he had acquired
about the merger had come from UP or from shippers supporting the merger. See, e.g., Willig Tr. at 24,
60. Mis rebuttal statement indicates he had read draft statements of cther 1 2buttal witnesses, but does not
document any other source of information of the (acts of this transaction. RVS at 8-9. Thus, his
acceptance, without documentation, of the “fact" that SP is most often the third place competitor in a
three-railroad market, and of the “fact" that efforts by UP/SP to exercise market power would generally fail
because BNSF would have the capacity to divert traffic from the merged carrier, undermines the credibility
of his prediction ahout the likelihood of unilateral effects of this merger.




transaction. The record clearly shows otherwise.

As explained above, Applicants’ own evidence shows that SF is currently the first
choice of *********percent of the shippers in many markets, and undoubtedly the second
choice of many more.® Further, Dr. Majure tested empirically Applicants’ assertion that
SP does not compete aggressively. In his study of rail competition for wheat, Dr. Majure
tested whether the fact that SP was the originating carrier significantly affected the rate
level. He found that it was a significant determinant of the rate both statistically anc
economically -- with SP estimated to offer rates that were at Ieast 17.8% less than an
equally efficient competitor for the same move.’ To the same effect, UP's President

testified that "Southem Pacific is an aggressive competitor and | know that in a number of

cases that they have got business from us."*? Internal UP documents also show that SP is

an effective competitor against UP.* Finally, many shippers have expressed concem
about the loss of a third competitor -- and that competitor is SP.*

Other Applicant witnesses -- notably Messrs. Peterson and Gray -- argue that

%Under the Merger Guidelines, if the combined share of merging parties is at least 35 percent
(almost always the ca<e here), there is a presumption that a significant number of customers consider
them their first and secona choice. Merger Guidelines § 2.211. Moreover, in the absence of information
indicating otherwise, it i= appropriate to assume that a firm's share reflects its relative appeal as a second
choice as well as a first choice. Werden, Froeb, and Tardiff, “The Use of the Logit Model in Applied
Industrial Organization," 3 International Journal of the Economics of Business 83, 89 (1996).

3' Majure VS at 36 n.37. This finding contradicts assertions made by Applicants that SP cannot be
an effective competitor where SP is a higher cost railroad than UP. The finding means that at the very
least, SP compensates for any higher costs by cutting its margins to effectively match competitive offers
rather than exiting the market. Likewise, arguing that SP has lower quality service in some markets does
not mean that SP cannot compete by also cutting margin= in those rnarkets.

2Dayidson Tr. at 81. See also Majure VS at 39-40 (discussing shippers that use both UP and SP
for various shipments).

¥ 5ee infra documents cited in Part V.B.

*See, 6.c., CR-23 at 101-02 (Dow), 127 (Fina Oil and Chemical Co.); CCRT < at 295 (Elbing
Grain Co.), 503 (O.K. Transportation, Inc.), 543 (Reagent Chemical & Research, inc.).




railroads know the precise price/service tradeoffs of their customers, and therefore
conclude that the presence of other competitors does not constrain rates, /.e., that UP
never loses business to SP or any other railroad. Even if this were true. the merger would
still have anticompetitive unilateral effects.® The record clearly shows, however, that
railroads lose traffic to one another, and indeed ****** """ rrrrsrsmrmmaaREIn .
resenrenerenensnannnasnes 3 |0 fact the railroad's marketing personnel would not know the
most important eiement of the shipper’s elasticity -- namely, the precise price/quality
alternatives offered to the shipper by another railroad

In this case, after UP and SP merge, the merged carrier will no longer have to worry
that a particular shipper might have been on the cusp between UP and SP offerings.
Likewise, BNSF would have less concem that higher prices would drive shippers to
choose UP/SP. Thus, it would be economically rational for UP to raise prices to its

customers and for BNSF also to raise price in response, thereby affectiny all shippers in a

three-to-two market post-merger.”’

D. Approval of the Merger Will increase the Likelihood and Effectiveness of

As the ICC recognized in SF/SP, “a reduction ir competition from three to two can

result in significant anticompetitive behavior, such as collusion and mu*ial

*|n, te final analysis, unilateral effects occur regardless of the degree of uncertainty about
shippers’ second choices. To the extent experienced rail personnel can predict when a shipper wiil
switch, this knowledge van even exacerbate unilaterai effects posi-merger. If a UP customer is “known" to
be willing te switch to SP if UP raises its price one percent and then to BNSF if SP raises its price 15
percent, then UP/SP will raise its prices up to 15 percent post-merger.

%Gray Tr. at 45-48 (May 17, 1996). Mr. Peterson also concedes that UP does n»t always have
"perfect knowledge* about its shippers. RVS at 138.

¥Majure VS at 41.




forebearance."® The Merger Guidelines explain that to engage in tacit collusion firms
must be able to (1) tacitly reach mutually agreeable terms of coordination; (2) detect
deviations from their understanding as to coordination; and (3) respond to any detected
deviations with sufficient punishment to deter deviation.® The record shows market
conditions conducive to collusion exist in rail markets and that the UP/SP merger will make
such collusion more likely.*

Reducing the number of railroads from three to two certainly makes it easier to
reach understandings on the rules of the game. At the same time, the merger will
increase the similarity between the two western railroads, alsc making it easier for them to
re ach mutually agreeable understandings. These understandings need not be complex --
wat

they can be as simple and intuitive as "you keep your customers and I'll keep min2.

A world with only two western railroads also decreases the difficulties in monitoring

compliance to detect any deviations from the understandings. Where UP/SP or BNSF

loses a customer, they will know who took the traffic (there is only one possibility) aid
kriow how much was taken. They can even count the number of their rival's cars serving
a particular shipper if necessary to determine the exact volume of traffic lost.

tpplicants’ touted differences between railroads’ ccsts, capabilities, capacity, and

®SF/SP at 791 n.72.

“Merger Guidelines § 2.1. See also Majure VS at 41.

. weaRaRATeetRARIRANEY CameReRORIRNS seerave

Mr. Peterson makes an unconvincing attempt te rebut this evidence,
ssssweveness Dotarson RVS at 136-37. Not only is this

explanation at odds with the plain ianguage of the document, 4
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“'Merger Guidelines § 2.11.




the broad SpPectrum of contacts
railroads have with €ach other through trackage, haulage ang other cooperative

arrangemonts.? Thi

and traffic, which can be used to dete ot deviations,

effective Punishment, and can be

limited to a particular shipper or market. The UP/SpP merger, with the extensive trackage

nghts proposal, would dramatically increase ths Scope of contacts vetween westermn

railroads across markets, and thus greatly increase the Punishmeant options each would
Possess against the other.* For example, if UP/SP ware to lose ma ket share in one
market where BNSF had not followed an uncerstz nding, then UP/SP would have the
ability (and option) to punish BNSF in ano-

waming). Boik the

hinston, "Multimarket Contact and Collusive Behavior," RAND . oumnal of
Econom S$6e also Majure VS at 46-47,

“See, 6.
Airline Industry”, in
NCiinwest Airlinas executive stating that
carrier's market i i




Rather than rebut "real world* evidence that railroads can coordinate effectively,*
Applicants offer testimony about reasons it could be difficult for railroads to accomplish the
elements of tacit coliusion.” But anticompetitive coordination need not be perfect to harm
customers: "Instead, the terms of coordination may be imperfect and incomplete --
inasmuch as they omit some market participants 'not the case in a duopoly], omit some
dimensinons of competition, omit some customers, yield elevated prices short of monopoly
levels, or lapse into episodic price wars -- and still result in significant competitive harm."*
Applicants’ evidence on possible reasons collusion could be less than perfect misses the
mark. The issue is whether the rail markets at issue are sufficiently conducive to
ccordination between duopolists that shippers will be harmed. The record amply
demonstrates that they are, and Applicants’ own witness, Dr. Willig, concedes that if the
elements of tacit collusion exist in the affected rail markets, then the merger would

facilitate collusion between duopolists.*®

E. Empirical Studies Confirm that a Reduction from Three to Two

Carriers Likely Will have a Price Effect

The empirical studies of rail markets confirm that high concentration matters in tha
rail industry, as it does in virtually all industries. These studies provide a strong basis, in

conjunction with the evidence or unilateral effects and collusion, for concluding the merger

As Dr. Majure notes in his {estimony, in some respects the auine industry appears very similar to
railroads. One way it differs, however, is that there is a far greater likelihood in the airine industry that
supracompetitive pricing will induce new ertry and :hus constrain prices. Majure VS at 47 n.50.

“The simple situation reflected in the document discussed in tootnote 40, above, provides a
perfect example of just how easy and uncomplicated the implementation of these elements can be.

Majure VS at 42.
““Willig RVS at 37-40.
“Merger Guidelines § 2.11.

“See Willig VS at 607 n.4.




will result in higher prices for shippers.

Applicants have criticized all of the published economic studies of concentration in
the rail industry. While any econometric study, no matter how rigorous, is subject to some
critique,™ the ni'mber and consistency of these studies makes it impossibie ior Applicants
to undermine their significance. These studies, done at different times, by different
economists, with different methodologies reached the same result -- high concentration in
the rail industry leads to higher rates (hardly a novel result) -- and no published studies
reach a contrary result.

In addiuon, Dr. Majure performed an independent study of the effect of
concentration on rail rates, using the general meihodology of a previous study by

Professor MacDonald with certain refinements. Dr. Majure's study confirmed the

conclusion that soncentration is a significant determinant of railroad rates.”'

Applicants’ empirical evidence, to the contiary, consists entirely of studies
commissioned by Applicants for use in this proceeding, and is unpersuasive. They first
attempt to demonstrate that rail rates are lower in two-railroad markets than in three-
railroad markets,* relying in large part on rate analysis done by Mr. Peterson. He made

no attempt to contro! for any factors that could affect rates, making his conclusions highly

¥Many of Applicants' specific criticicms have in fact been soundly dismissed. See KCS-33, Vol .2,
MacDonald VS at 158-63; Giimm VS at 203-05. Indeed some have tumed out to be faciually wrong. For
example, contrary to Dr. Willig's testimony, the MacDcnald studies had controlled for the monopoly effect.
MacDonald VS at 182-63. In addition, although he critcized some of the rate studies for using waybill
data that contained contract revenues that were "maskac”, Dr. Willig was unaware that all railroads do not
mask rates, Willig Tr. at 398, and that in any case the dita used in the studies in question covered a time
prior to the time the ICC began tc aiiow masking. MacDonald VS at 1€0.

' The specific siudy Dr. Majure confirmed is MacDonald, “Railroad Deregu.xt'on, innovation, and
Competition: Eftezs of ine Staggers Act on Grain Transportation,” Journe., oi Law and Ecoromics 32:2
(Apnril 1989).

52 |nformation purporting to show this appears in Peterson’s VS at 1 /8-184 and again in his RVS
at 88-90.




unreliable. For example, Mr. Peterson’s testimony purported to show a decline in rail rates
in certain San Antonio traffic beiveen 1986 (pre-UP/MKT merger) and 1994 (nost-
merger).* He later conceded, however, that the post-merger rates for these moves
remained flat.>* Given that the general level of rail rates declined over this period (while
these rates at best were flat), Mr. Peterson’s evidence belies Apgplicants’ contention that
rail rates are lower with two, as opposed to three, competitors.

Applicants also rely on the testimony of B. Douglas Bernheim. Starting with the
‘understanding” that "the affirmative case for thi- merger is based in significant part on the
fact that SP has become the weakest and least effective of the three railroads serving the
West," Dr. Bernheim conducted a study of autonctive traffic. s That study is deeply
flawed and should be given no weight by the Board:

. The issue is whether SP affects the overail market prices shippers actually
pay, which can only be determined by knowing how much traffic each
railroad is carrying and at what prices. Dr. Bemheim only looked at UP
prices and examined no market share data. Thus, if he found a corridor
whare UP charged a relatively high rate, he concluded that SP's presence
did riot matter. What he does not know is whether SP carried most of the
traffic at a much lower rate, ard thus clearly affected the rates shippers
actualiy pay.

Dr. Barnheim failed to control {r variations in service quality, including
variations from corridor to corridor in the circuity of UP relative to its
competitors. This is particularly noteworthy given that Mr. Peterson testified
that quality is more important than price to automotive shippers. %

In comparirig UP'’s rates under differer:t competitive scenarios, Dr. Bernheim

“Peterson VS at 181.
“Peterson RVS at 87-82.
%Berrhein RVS at 10.

*“Peterson Tr. at 57-59 (Feb. 5, 1996). In his RVS at 11, Dr. Bernheim criticizes the testimony of
Mr. Ploth for not accounting for Quality differences.




made no effort to control for the identity of the competitors, =******* ****
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There is thus nothing in the record to support Applican*s’ ;- .nert  « that the most
fundamental economic principles are inapplicable ‘ this merger. The pronosed
transaction would result in serious competitive harms in those rnarkeis where the merger
would create a duopoly, and the public interest requires that shipgers in those markets be

protected.

IV. APPLICANTS' PROPOSED CONDITIONS DO NOT ADEQUATELY REMEDY
SULT FROM THE MERGER

The Board has recognized that competitive harm results from a merger when the

merging parties gain sufficient market power profitably to raise rates or reduce service.>®

In this proceeding, the evidence indicates that an unconditioned approval of the merger
application would create unprecedented increases in market power and corresponding
reductions in competition in hundreds of maric2ts throughout the West, affecting an
estimated $€.25 billion worth cf rail traffic per vaar.

Given the scope and magnitude of the harm, Applicants, not surprisingly, "ave
proposed a remedy -- an agreement with BNSF granting it acce 3s to certain shippers in

two-to-one markets ‘hrough over 3,800 miles of trackage rights. Applicants’ “fix" is wholly

STanvenesessnnnnee

Railroad Consolidation Procedures, 363 I.C.C. 784 (1981); BN/SF at 54-56.




inadequate to resolve the competitive probiems of this merge:.*

It does not remedy, nor was it even intended to remedy, any of the three-to-two
problems. Because BNSF is aimost always the third competitor in such markets, any
acreement with BNSF cannot, by definition, cure thase compstitive harms. Hundreds of
r 1rxets throughout the West would be affected by the reduction in the number of
competitors from three to iwo. Shippers of approximately $4.75 billion worth of rail traffic

per year (primarily intermodal, automotive, food, wood, iron and steel, and plasiics

products) would bz put al risk due to this reduction in competition.*

As for the shippers in two-to-one markets, the BEINEF Agreement wil! do little to
presaive existing competition. It excludes many shippers that would - uffer a competitive
loss from the merger. More importantly. trackage righits are inappropriate. an inherently
inferior to divestiture where the overlaps are extensive and the number of markets
involved is vast.

A. The BNSF Agreement Does Not Provide Relief
Eor All Affected Two-to-Ono Shippe's

The BNSF Agreement cn its face is inadequate to eliminate or uneliorate the
harmful effects of the proposed merger.®’ Unlike the divestiture remedy for solving
competitive problems, which automatically provides relief to every shipper with access o

the divested line, this agreement falls far short of covering even all of the two-to-one

-

*The Board must impose appropriate conditions to ameliorate these competitive harms or deny
the merger if significant problerns cannot be overcome by appropriate conditions. Conditors must
eliminate or ameliorate the harmful competitive effects of the merger, must be operationally feasible, and
must produce public benefits (i.e., reduction of possible harm) outweighing any merger benefits lost.
BAN/SF at 55-56. VWhere the adverse effects of a merger outweigh the expected benefits and the adverse
effects carnot be effectively mitigated, the application must be denied. SF/SP at 807.

®Majure VS at 29-32.

$'The following discussion assumes that the BNSF Agreement is amended as contemplated by
Applicants’ settlement agreement with the Chemical Manufacturer's Association. UP/SP-219.




shippers. There is no remedy for shippers who are physically served by only one carrier,
but are able to truck to the other; shippers who are not served by either railroad who can
truck to both UP and SP; and shippers who could potentially reach another carrier through
a build-out. The record in this proceeding contains numerous examples of railroad
competition for such traffic.* As former BNSF Chairman Gerald Grinstein recognized,
companies able to access different railheads by truck "do have the benefit of some

competitive pressures’ ard are sometimes “very successful’ in playing railroads off

against each other.®

In a very few cases, the BNSF Agreement provides access to shippers who today
have what Applicants deem to be a feasible build-out option. This narrow definition of
build-outs warranting protection illustrates why the BNSF Agreement fails to provide
competition to many shippers. Absent the merger, any UP or SP shipper able to get its
traffic to the lines of the other carrier can take advantage of that competitive alternative,
and a credible threat of doing so will constrain prices, ithout any need to prove the
feasibility of the option to an arbitrator or regulatory body. Under the BNSF Agreement,
this competitive constraint would be lost.®* Furthermore, relief cunnot be limited to those
shippers with competitive options today: "Because consolidation is irrevocable, it is
necessary...to define traffic or corridors that would lose competitive options not only at

present but for the forseeable future."®

2N\(TL-8, Crowley VS at 12-14, Exhs. TDC-3, TDC-4; UCC-6; DOW-23; CCRT-4.
8Grinstein Tr. at 154-55.

“Even under the CMA Agreement, shippers would have on'y one year to request aribitration of a
build-out claim, after which that competitive option would be iost forever. CMA Agreement ] 13.

S8 SF/SP at 813.




B. The Applicants' Proposal is Inadequate to Preserve Competition

Even for Those Shippers That are Covered

% Trackage Rights Agreements are Inherently

Applicants’ proposed solution to the massive competitive probiems arising from the
proposed transaction falls far short of preserving the pre-merger competitive balance,
even for that fraction of the adversely affected traffic to which the trackage rights would
apply. Trackage rights have inherent limitations that no amount of revision or fine-tuning
can cure, and those limitations are fatal in cases such as this where the harm is so
widespread. At a minimum, Applicants should be required to preserve current
competition by selling major portions of the merged railroad’s parallel track instead of

relying on trackage rights.

A trackage rights tenant can never be put in the same position as an independent ;

railroad. Landlord railroads inevitably have the incentive and opportunity to favor their
own trains and to discriminate against competing tenants who operate trains over their
track. In addition, there are inherent difficulties involved in providing the tenant with
access to necessary facilities and in setting a compensation rate that wili allow the tenant
to compete.

Nonetheless, the Department has in the past found such a remedy acceptable
where a merger raised relatively few or discrete competitive concerns, or where the
competitive problems were confined tc isolated areas, and divestiture was not a

practicable remedy.® As a general proposition, properly structured trackage rights are

% See, e.g., UP/MKT at 422 ("DOJ argues that the merger would resuit in significant competitive
problems in a few, discrete markets, but that these competitive problems can be resolved through the
imposition of certain trackage rights requests.”). The Applicants incorrectly state inat the Department
supported privately negotiated trackage rights to cure the competitive problems raised by the proposed
NS acquisition of Conrail. UP/SP-230 at 105. The Department’s position was that a divestiture plan could




most likely to be appropriate remedies in largely end-to-end mergers. In those situations,
competitive solutions are required at the relativeiy few points where the merging railroads’
lines oveilap; the total amount of commerce at risk is relatively small; and trackage rights
may be the most reasonable means cf providing a new railroad with access to affected
shippers without losing the efficiencies of end-to-end mergers.

The UP/SP merger represents the polar opposite of a merger in which it would be
appropriate to re'y upon trackage rights to restore lost competition. The Applicants
propose the largest horizontal rail merger in history, and reflecting the scope of their
extensive paralie; and overlapping route structures, propose to protect competition by
granting BNSF access to over 3,800 miles cf their track -- far exceeding any trackage

rights remedy ever proposed or approved in a rail merger. Thus, ali of the problems

inherent in fixing competitive harms with trackage rights are magnified to unacceptablé

proportions in this case.”

In cases where there is no divestiture option, trackage rights may be the best
competitive cure available. Although the Board will not know the full extent of interest here
until it actually orders divestiture, four railroads have already come forward offering billions
of dollars for SP track that runs parallel to UP track along the Central and Gulf Coast
Corridors. None of the potential buyers appears to present a serious competitive concem,
and, upon purchasing those lines, the new cwners would operate under economic
circumstances comparable to their UP/SP competitors on the parallel tracks (after sinking
capital into the purchase of those lines, the new owners would estabiish prices based on

their variable costs). Given these circumstances, the Board simply should not subject

include trackage rights, not that trackage rights were sufficient. The divestiture plan the Department
reviewed included both line sales and trackage rights.

¢ See also NITL-9, Crowley VS at 23-30.




affected shippers to the inherent risks of a less than adequate remedy for the probiems
created by the merger. If the Board attempts to remedy the competitive harms through
conditions, at a minimum it should require UP/SP to divest the overlap routes to railroads
other than BNSF.

- A The Proposed BNSF Agreement lllustrates the
Inherent Problems with Trackage Rights Remedies

To assess whether trackage rights restore competition, the Board examines
whether the agreement gives the tenant railroad (in this case, BNSF) a realistic

opportunity to operate over the rail lines under economic conditions comparable to the

landlord’s (UP/SP’s) economic conditions.*® The proposed trackage rights agreement

with BNSF would not adequately rastore the pre-merger competitive balance because it
suffers from defects that are inherent in such agreements: it would place BNSF at an
operational and economic disadvantage. Furthermore, giving trackage rights to BNSF, the
only other remaining western Class | railroad, would exacerbate the competitive harms in
the duopoly markets created by the merger.

Operational Problems. Unlike the divestiture solution to competitive problems,
trackage rights arrangements give landlords control over their tenants’ operations, and
landlord railroads always have an incentive to “tilt the playing field" against tenants that
are serving shippers located on the landlord’s tracks. Every pound of freight that the
tenant carries is one less pound for the landlord. Landlords also have an opportunity to
discriminate against the tenant. Even with the most elaborate dispatching protocol and
arbitration procedure, the landlord knows that, in most cases, a tenant will not institute

arbitration until it encounters serious, systematic and longstanding discrimination --

*

@S UP/MP/WP at 590. See also A & M ; PPU, Tahachapis; SSW Compensation.




especially if the only penalty is to cease discriminating against the tenant in the future. &

UP/SP would have significant incentives to discriminate against BNSF when it operates as
a tenant over UP/SP track.”® Nothing in the CMA agreement will alter the incentives of
UP/SP to disadvantage BNSF, nor is there any agreement that could.

Applicants argue, however, that the CMA agreement eliminates any oppertunity for
UP/SP to discriminate against BNSF.”' Although this agreement is a marginal
improvement, it would still leave BNSF with significant competitive disabilities, including:
BNSF's "severe service disability" in Houston as Mr. Grinstein acknowledged;”” BNSF's
lack o access tn switching and classification yards;”® BNSF's lack of access to storage-in-
transit facilities'™ the relegation of BNSF to track of doubtful value in several areas;”” and
BNSF's lack of a sufficient traffic base to operate as efficiently as Applicants.™

Operational problems of this nature are unavoidable in any trackage rights package
covering almost 4,000 miles of track, and it is inevitable that additional problems would
emerge after BNSF attempted to serve shippers over these lines. As Professor Levin

testified in a pre\ious case’ "There is a substantial body of opinion...that the

®GSee KCS-33, Vol.2, Swanson VS at 255 ("In my entire career as an operating officer cf 2 inajor
carrier, | have never met another operating officer or marketing officer who did not prefer ownership and
control of trackage rather than an operating agreement.”).

Majure VS at 23-25; see also Christensen VS at 19.

""UP/SP-230 at 16-17.

2Grinstein Tr. at 161; see alsu BN/SF-1, Owen VS at 25; CR-21 at 56, 62-66.

"CR-37 at 10, 11.

Id. at 11-12; SPI-16 at 7.

CR-37 at 7-10.

"CR-37 passinm, SPI-16 passim.




disadvantages of trackage rights muitiply as the'r distance is increased.”” Ultimately,
operational problems would rsmain, not because of any shortcomings in the drafting
abilities of rail executives or their lawyers, but because Applicants insist on using
arrangements that are better suited to provide surgical remedies for discrete problems
than to cure the widespread competitive problems created by a largely horizontal merger.

Moreover, shipper perception rr ay be as crucial as the fine print of the BNSF

trackage rights agreement, BNSF operating plans or draft dispatching protocols.” It is

clear that an unprecedented number of shippers perceive that BNSF would not be able to
use these trackage rights to compete effectively for their business.”

Forme NSF Chairman Gurald Gnnstein recently stz ‘ed his perception of service
over trackage rights. He called it service with some "disability."® When asked to put .
himself in the position of a shipper contemplating service by a railroad o . . trackage
rights, Mr. Grinstein said that he would "need assurance from that carrier that you're going
to be able to get a level of service that allows you, as a business owner, to be competitive
in your relevant marketplace."®' He then indicated that a provision requiring the landlord to

pay a penalty tc the tenant if it failad to achigve stipula‘ed service standards would be a

7Exhibit 2.

"*See Majure VS at 23 ("even the perception by shippers that a trackage rights tenant provides (or
might provide) inferior service will generally suffice ' affect adversely the competitiveress of the
market.").

"*3PI-11 at 28-45; NITL-9, Crowley VS at 27-30; IP-10, Prescott VS, McHugh VS at 21-38; CCRT-
4 at 40-53; DOW-21 2t 22-25; Com Refiners Ass'n Comments and Request for Conditions, Claussen VS
at6-7, vV ed Statement of PPG Industries, Petrucelli VS at 3-4.

%*Can Drew Lewis Drive the Coicien Nail?,* Forbes at 64 (Dec. 18, 1995)(he -vinafter Forbes),
WSC-11, Exh. 6. See also Grinstein T . at 69 (“ownership is prefered to trackage rights, ane ;; you own
it...you can provide a better ievel of service”).

' Grins.sin Tr. at 151.




positive factor in providing those assurances. Or, he thought the tenant railroad could
provide appropriate assurances by paying a penalty to the shipper if it failed to meet
stipulated service standards.®

Neither of these assurances (inadequate though they would be to save Applicants’
flawed plan) is available to shipoers that BNSF proposes to serve viz2 UP/SP trackage
rights. The trackage agreement does nc’ contzin a penaity clause. And, the record
includes no assurances to shippers that BNSF will pay a penalty if it fails to meet
reasonable service standards -- even though BN provided such assurances to shippers
served over other trackage rights.*® In short, BNSF’s service via these trackage rights

would fit the Grinstein definition of service with a disability.

Applicants have argued that criticisms of trackage rights service should be rejected

because many carriers currently ccmpete using routes that are at least in part over
irackage rights.** Most of the trackage rights segments Applicants cite, however, are far
shorter than thcse involved here (one notable exceptinn being SP’s Pueblo-Herrington
route, on which SP has complained of service problems).*® More to the point, competition
is not e minated when one carrier uses ‘rackage rights; but competition is harmed and
rates will likely -e higher and service quality will likely be less than if two independent
competitors were providing service. Both landlord and tenant, by cooperating instead of
cornpeting, may be very profitable in such markets.

Compensation Problems. With the divestiture solution to competitive problems,

84, at 128, 152-53.
8Grinstein Tr. at 153.

“Rebensdorf Tr. at 170-72 (Jan. 22, 1996), 302-03 (Jan. 23, 1996), 743 (Feb. 12, 1996);
Anschutz Tr. at 239-41, 256-57.

#See KCS-33, Vol. 1, at 58-59.




compensation is nct an issue. The merged railroad would sgli the lines in question for
whatevei amount it cou'd negotiate. With the trackage rights arrangements, however,
trackage rights compensation becomes an important factor in determining whether the
tenant woulc nave a realistic opportunity to operate over the track under economic
circumstances cc.nparable to those of the UP/SP.* In this case, the compensation that
BNSF would pay to UP/SP would be too high to permit BNSF to restore the pre-merger
competitive balance.

The BNSF trackage rights agreement requires BNSF to pay UP/SF fees ranging
from 3.0 to 3.48 mills per ton-mile. Converted io a cents per car-mile basis, those fees
would range from approximately 26.4¢ to 30.6¢ per ca.-mile.” On a weighted average
basis, those rates would cover between 171% and 199% of UP/SP’s system average -
variable costs.® To put these fees into context, they ara approximately 32% to 52%
higher than the 20¢ per car-mile fee for the Superior-Atilene trackage rights that UP
acquired in the BN/SF merger® (and, more than six 1nonths after UP obtained those

trackage rights, it appears that it has not yet moved its first train over that stretch of BNSF

track).”

The landlord, like any rational railroad, sets a price floor for its freight rates at its

% UP/MP/WP at 590.

The car mile rate equivalents are shown as 24¢ to 25¢ in Mr. Rebensdorf's Verified Statement
(Table 2, p. 308). But, as noted by Mr. Kauders at page 165-67 of his deposition transcript, Mr.
Rebensdorf's conversion erroneously omitted locomative weight. When that factor is included in the
conversion, the 24¢ and 25¢ figures are increased by a little over 10% -- to 26.4¢ and 27.5¢, respectively.
The 3.48 mills per ton mile figure converts to 30.6¢ per car mile.

%¥Rebensdorf VS at 304-06. as corrected.

®These fees are also higher than the fees under a number of other UP and SP trackage rights
agreements. See NITL-9, Crowley VS at 74-75.

“Majure VS at 27; BN/SF-55, Vol. II, Kalt VS at 9-10.




variable cost of providing the service.’’ For the landlord (UP/SP), the "below-the-wheel"
component of that total variable cost is its variable costs for maintaining its track; for the
tenant (BNSF), its corresponding variable cost is its trackage rights fee. The trackage
rights fees that BNSF would pay under this agreement are 71% to 99% higher than
UP/SP’s variable trackage costs -- and BNSF's price floor would have to be raised
accordingly. As a result, the competitive balance could be altered in several ways: BNSF
might not be able to compete for some traffic moving at relatively low rates; BNSF wouid
be less likely to divert scarce resources to shippers served dy trackage rights; and both
carriers might raise post-merger prices to levels at or above BNSF's higher price floor *
Applicants argue that they deserve to recovar some (or peraps all) of the fixed
costs that they sunk into building the trackage rights rail lines -- including the cost of
acquiring rights of way, building the roadbed ar«d constructing the track. If the Board

concurs with this vie v, it can still preserve the current competitor’s cost structure by

requiring the tenant to pay a fixed fee in addition to a variable trackage rights fee.® Under

that system, the tenant would, like the competitor it is intended to 'eplicate, have incurred
sunk costs related to the construction of the track in question that it would attempt to
recover by carrying traffic at rates that ccered its variable costs and contributed to its
fixed costs.

Applicants and BNSF propose more lenient tests for preserving competition through
trackage rights. They argue that it should be sufficient if BNSF's total variable costs,

including the trackage fees that it would pay UP/SP, are less than SP’s total variable costs

Mice Tr. at 222-26 (Feb. 14, 1996).

% -yidence in the record indicates that BNSF's bids to shippers that it wouid serve through these
trackage rights have been significantly higher than the rates currently charged by SP. Majure VS at 22.

% See Majure VS at 19-22 for a discussion of how such a sysiem could work.




-- or under an even easier test, if BNSF's total variable costs are less than SP’s current

rates.®

Appiicants’ and BNSF's focus on SP x total variable costs or rates is misplaced.

They cite no ICC authority for comparing the total variable costs of the landiord and tenant
to determine whether the tracitage rights compensation is too high. In fact, there is no
such support for their novel theory, because the ICC consistently (and properly) focused
its attention on trackage rights compensation in determining whether the tenant would
have a realistic opportunity to compete.*

In effect, Applicants and BNSF argue that the Board may impose a tax -- in the
form of higher trackage rights fees than necessary to reimburse the landlord for its
trackage costs -- on any replacement railroad whose current operating costs are lower
than SP's current operating costs. This approach does not put BNSF in the same position
as SP is today because it places a permanent limit on the efficiency gains the tenant’s
customers can realize under true competition.

The entire thrust of the ICC’s post-Staggers Act decisions, however, has been to
encourage competition as a process that forces caiiieis to lower operating costs and pass
the savings on to consumers. While SP could have lowared its current operating costs,
the agreement would !ock in BNSF’s relative below-the-whee! cost disadvantage.® The

ICC has been careful to a2 id imposing rate minimums or caps (which would be the

“Kalt RVS at 41-44, 48; Rebensdori Tr. at 451-80 (Jan. 23, 1996); 790-92 (Mar. 20, 1996). Even
if either of these theories were valid, it appears that Applicants and BNSF have used flawed
methodologies to estimate BNSF's costs. NITL-9, Crowley VS at 40-79.

%A tenant with the same total variable costs as the SP would not necessarily compete like the SP.
There is evidence in this case that SP’s rates are substantially less than other railroads with equal costs.
Majure VS at 36 n.37.

*The adjustment factor in the compensation provision at best would keep the UP/SP advantage
from growing in the future.




indirect effect of equalizing landlord and tenant variable costs) or other forms of regulatory
controls (uriless needed to protect shippers from insufficient competition), and the Board
should reject these regulatory tests here.”” Instead, it should require that 21y trackage
rights compensation cover the appropriate trackage costs, but no more than this amount;
and let competition between the landlord and tenant determine which is better at reducing
costs and prices, improving service or otherwise doing whatever it takes to induce
shippers to buy their services.

Duopolist Tenant. The BNSF Agreement presents the unique situation of a
merging carrier giving massive trackage rights to a railroad that would be its only
remaining competitor in most of the markets it serves. The agreement (together with the
trackage rights granted in the BNSF merger) thus would place the duopolists in a
landlord/tenant relationship over vast parts of their systems and sic nificantly increase the
number of markets where they come into contact. This will inevitably increase the amount
of information that the merged UPSP and BNSF gain about each otiher. In addition, it will
give each railroad increased opportunity to retaliate if the other takes traffic or lowers rates
elsewhere. As explained in Part lll above, this market structure is conducive to tacit

collusion and is likely to result in increased rates.

C. The Board Should Not Rely on Oversight Provisions to
£ hat the BNSF A is Effecti

Applicants’ settlement with CMA raises the suggestion that the Board should accept
the BNSF Agreement as an adequate remedy, subject to annual oversight proceedings for

five years.® The Board should reject any proposal for regulatory supervision of the

Applicants’ rule is particularly inappropriate since SP is more likely than most railroads to
significantly lower its operating costs in the future.

*“CMA Settiement Agreement Y] 14; see also UP/SP-230 at 21.




trackage rights agreement.

First, the Board is required to make a finding that an application, as approved, is in
the public interest, and is "not authorized to approve a consolidation based on the
prospect of its being made consistent with the public interest at some time in the future."®

Second, the oversight proposal flies in the face of the Board's mandate to rely on
competitive market solutions to the maximum extent possible. By denying the application
or conditioning approva! on divestiture, the Board can preserve an independent competitor
in the affected markets without any need of further regulatory intervention. Oversight, in
contrast, will inevitablv draw the Board into detailed review of claims about rates and
service -- the very business from which Congress directed the Board to withdraw by
enacting the Staggers Act. In addition, the effective structural solutions that are available
to the Board today will disappear forever (as assets become entangled) if the Board
accepts the BNSF Agreement and allows the propesed merger to proceed.

V. SP’S FINANCIAL CONDITION

A SP Is Nei *Eailing Firm" N "Weal |G itor"

The Applicants have introduced the issue of SP's financial condition into this
proceeding, although they are not raising the failing firm defense or even a "weakened
comopetitor" defense. Their reasons for not making either claim are clear: they couid not
satisfy the standards established by the ICC in past decisions for either defense. SP is
not a failing firm, not only because it has nct conducted a shop for less anticompetitive

alternatives to UP, but because its own witnesses have testified {(hat, absent the merger,

SP will continue to operate.'® A weakened competitor claim woula be equally flawed.'

¥ SF/SP at 817, citing Baltimore & Ohio R.R. Co. v. United States, 386 U.S. 372 (1967).

'®See, 6.g., UP/SP-231, Davis RVE at 16. SP claimed it was a failing firm in SF/SP before the
ICC in the 1980s. The ICC rejected that claim, finding that SP did not face a “clear probability of business




Instead the Applicants have put forth the curious argument that improvement of
SP's financial condition (and its service) is a public berefit of the UP/SP merger. Since
most mergers presumably have the purpose of financially strengthening the companies,
this standard would mean that virtually every merger would be in the pubiic interest.
Applicants are, in effect, asking the Board to expand the failing firm defense far beyond
the boundaries established by case law and ICC precedent. Under the Applicants’ worst

case scenario, SP ' vould reorn=nize and downsize,'” a prospect that the ICC has

recognized invalidates a failing firm claim.'® Moreover, the Applicants’ testimony on SP's

failure" and further that SP had not "asserted that there was a good-faith effort made by [SP] to find a less
anticompetitive merger partner or purchaser, nor was any evidence presented that [SP] would have no
prospect of successful reorganization should it become insolvent.” SF/SP at 827-831. SP’s continued
operation 10 years after that decision was rendered has proven the correctness of the ICC's conclusion.

'°'"The ICC in SF/SP viewed a weakened competitor claim with skepticism. It stated that the
cases cited by SP stand for the "proposition that financial weakness may make a merger of less
competitive concern when the market is already compatitive and moving away from concentration.”

SF/SP at 832-833. That situation did not apply to SP's merger then, nor does it now. In any event, given
the concentrated nature of the markets affected by this merger, a weakened competitor claim is irrelevant
unless the Applicants can show that SP’s market share should be discounted to near zero. See, e.g., FTC
v. University Health , 938 F.2d 1206, 1221 (11th Cir. 1991) ("[W]e will credit [a weak company] defense
only in rare cases, when the defendant makes a substantial showing that the acquired firm’'s weakness,
which cannot be resolved by any competitive means, would cause that firm’s market share to reduce to a
level that would undermine the government’s prima facie case."); Kaiser Aluminum & Chemical Corp. v.
FTC. 852 F.2d 1324, 1338 (7th Cir. 1981) ("Financ:al weakness, while perhaps relevant in some cases, is
probably the weakest ground of all for justifying a merger.”) Applicants have not even attempted to make
such a showing. They have made a quasi-weakened competitor claim by arguing that SP will not be an
effective competitor against BNSF. That claim is discussed in greater detail below.

'? See e.g., Davis RVS at 16.

'®The ICC pointed out in SF/SP that an element of a failing firm .iaim was that the business would
fail and could not be successfully reorganized. S77/SP at 831. In another railroad case, the ICC stated
that the (ailing firm doctrine means that "without the consolidation the failing firm's assets will exit the
market...." Rio Grande at 978. In a 1988 case finding that Trailways was a failing firm, the ICC pointed
out that Trailways *had attempted to continue an operation by abandoning routes and by selling or
mortgaging unencumbered property to support its remaining operations.” Trai'ways at 604. These efforts,
as well as efforts to obtain additional financing, had all failed. As a result the Department concluded that
Trailways satisfied the failing firm defense, and the ICC found that Trailways woulid have liquidated absent
the merger. Trailways at 602-06. SP has made no claims like those the ICC found determinative on the
failing company issue in Rio Grande or Trailways. On the contrary, SP has specifically ¢ 1id its business
would continue.




need to dowrsize is speculative, since SP states that it has not studied the issue and has

prepared no plans for its future absent a merger with UP.'*

B.  SPlsaViahle and Significant C )

The evidence shows that SP is a viable company and a significant competitor.'” In
the last three years SP has invested almost $2 billion in its operations, generating the
funds for these investments from cash flow from operations, stock sales, debt, and real
estate.'® SP spent almost $1 billion in 1995 alorie on capital improvements, purchasing
locomotives and freight cars, ******=***** sseersurssssuassnsanss 107 SP has shown some
improvement as a result of these investments, but, as DOJ witness Eileen Zimmer

testified, “[flor a heavily capitalized mature industry and company, significant

't4vinia have not created a detailed restructuring plan...." Davis RVS at 18: SP "has not done
specific planning or set in place specific tactics for...downsizing...." UP/S3P-253i, Gray RVS at268. ™**

TeRAPCRNIREREN

s e e e et A L R A A At Al e TeRRARTRNRAOY

EesARrEIREINRY

AN ARSI RSN R AR AR CR AR A ST ERCR IR E R T C TR P aR RO TTRNEY LAA LA 1 RIEFRARRARRTNACRSRSTOIES
PP s s s r e e L L e L e LR R AR A A A A A A A A bbb bbb bbb bbb bbb

e s s s e T e e L R S R e R A s

Mr. Gray's testimony includes some su:prising statements wiich suggest that SP does not
currently try to maximize profits. He stated that the "downsized” SP "would increase carload prices to
levels just below those of reievant highway, intermodal, rail transioad, and water cempetitors, consistent
with product and source competition, for business exclusively served by SP.* He aisu testified that in
pricing for carload business to gateways, “[c]ost saving and revenue maximization would be the objective.”
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105gprg financial condition has been troubled since it was placed in trust in 1983. As the ICC
recognized in SF/SP , “we have no illusions that [SP] is a rnarginal railroad, and has been for some years."
SF/SP at 833. Now, ten years later, SP continues to have financial problems, which the merger would
likely eliminate, just as a merger with Santa Fe would have in 1986. However, the ICC recognized that the
improvement of SP was not a sufficier:* justification for the anticompetitive merger with Santa Fe since SP
was not a failing firm, and that excuse is not a justification for the UP/SP merger.

'%SP 1995 10K, at 8, 256 (Exhibit 3).

107ewewne




improvements are achieved over a long penod of time."'® In three of the last five years,

SP has generated positive cash fiow.'® SP operations improved dramatically in 1994 (net
inchme had also been positive in 1992), and net income would have been positive in
1995, absent merger-related expenses of $8 million and a special restructuring charge of
$64.6 million.' Even though SP has been distracted by the merger, SP is the only
western railroad that increased revenues and carloads in the first quarter of 1996.""" SP's
operating ratio has improved since 1991."”

While no cne would deny that SP has service problems, the Applicants suggest that
its effectiveness as a competitor should be completely discounted. This implausible
assertion is directly contradicted by (1) statements submitted to the Board by shippers in
this proceeding, (2) the Applicants' documents, and (3) SP's market share. Many shippers
regard SP as a significant competitor whose presence in the market has restrained the
prices of other railroads -- notably UP -- and whose independence should be protected by
the Board. For example,

- "SP has...been a vigorous and effective competitor for traffic moving to
California destinations...." Comments of Formosa Plastics Corporation,
USA, FPC-1 at 2-3.

" Sauthern Pacific Railroad is the most competitive raiiroad in the movement
of Wast Coast Freight. Letter of Hunter Transportatior: Co. included with

198DQJ-8, Zimmer VS at 14; see also Anschutz Tr. at 131. Michael Ongerth, SP’s vice president
of strategic planning, testified that SP's service is getting better. King and Ongerth Tr. at 673. See also.
Zimmer VS at 9 n.19; Traffic World, February 19, 1996, pp. 20-22 (Exhibit 4).

USP 1995 10K at 256 (Exaibit 3).

""9Zimmer VS at 4.

1BNSF’s revenues were flat (aithough its profits increased due to cost cutting), and UP's
revenues and profits decline<. See 10 Qs for the first quarter of 1996 for SP (pp. 9-10), BNSF (pp. 3), and
UP (p. 13)(Exhibits 5-7).

"27Zimmer VS at 7-8.




CCRT-4 at 9-10.

"Our experience has shown the Southern Pacific presence [in the
Sacramento, Cal., Kansas City, Ks., St. Louis, Mo., Texas Gulf areas] has
helped maintain a competitive price structure.” Letter of Proctor & Gamble to
the Board. (Exhibit 1)

SP's service in the southwest has generally been superiorto UP’s. " ... SP
is the price leader [for outbound printing paper and pulpboard shipments
traveling long distances] and, by its very existence as a vigorous competitor,
has acted to constrain UP's pricing." VS of McHugh, International Paper-10
ay 10, 39. Mr. McHugh went on to state that International Paper had shifted
business for shipments from its Pine Bluff mill to UP and away trom SP in
1994 because SP’s reliability in 1993 had been poorer. When SP improvec
its transit reliability in 1994, while UP’s declined, International Paper awarded
SP the bulk of the mill's shipmenis in 1995. |d. at 17.

Arother example of SP’'s competitiveness is its taconite ore/coal
arrangement involving Geneva Steel. The ability to use cars that would
otherwise return empty to the taconite ore mines to carry coal enabled SP to
undercut UP on its price quote for a taconite shipper and coal receivers.
With the merger, SP will no longer be around to shake up the marketplace

with bold moves like this one.'”

The Applicants’ documents reflect SP’'s competitive efforts as well:
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TISSRIRESIEL seeee tevsesseneve e 114 If tho SP merges with UP, the benefits from such eftorts
~ouid be lost forever. >
C. yMMmmmMmmmmamﬂmmm
The merger with Up would eliminate \he competitive pressure that Sp has brought

to bear to the benefit of chiopers. The vigorous opuositior to the merger by many

shippers in this preceeding is a tastament to the value they place tpon SP, now and in the

future, and to their belief that absent the meraer SP would continue to be an effe ctive, pro-
competitive force. ther evidence in the record Supporis iheir view. Eileer Zimrner
ar'alyzed projectior.s 'or SP '."'t"t'.t"'t;"t"".""'to""t't".t't""".'t."" L2223 T
O"'..""'.".t't"i""'."t't.t'.t'.t.'.tt"t.".".tt""'.""'t't""".'ﬁ.'.! 0"""".'.'
TR saseetstessermerentereser 198 Based on this analysis, Ms. Zimmer concluded that 8o
can likely gerierate sufficient cash flovs .. suppor currently budgeted annual capital
$".""'." t..t't'.'t.t-l..'.'....".Q. v.!'..t.fl"".'t' “7 Rai'road

expenditures of

operzuons would be augmented by real estate sajies fgrreereaess year, with additional

Hdnaneereens.

hAA A AR L AP

AL L L L e AR RCATCRNNN ren ey, TVARtreresR N e ey cew newes """""I""'."'v".'

bbbl L L L L e, THERTARER YNNIttt e N v s AR AL L L LT LT,

""3P's merger agreement wit* iU prohibits SP from rraking operational changes, inciuding
incurring additivnal debt above specified levels. SP 1995 10K at 258 (Exhibit 3); Merger Agreement,
UP/SP-28 at 58-62. Asa result, SP cannot make changss whiie the Application is pending that could
improve the railmai’s operations. * T e Bl i
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ki N bt fereeee See Zimmer VS at 14-15. As noted above, this merger-imposed
mbo argues for disapprovali of t:.e Application.

lﬂups lnves,mnt bank"s l’elled on TRt es twer e I'.Q'Ot""'.‘.".'.. 'n adViSlng UPOS
shareholders and board of directors about the fairness 's offer for SP. Month Tr. at 1/14-105.

4 i e "***** made by Salomon Brothers Fouith Quarter Railroad
Review and Outlook, February, 1996 at 12 (Exhioit 11 at 63).
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SP claims that it needs to invest an additional $1 billion over the next four years,
cverassrrsernsassasnesvannasanasnnss 120 \Whila there is no doubt that SP, like any
corporation, would like to have another $1 billion to invest, there is no evidence that SP
needs .o invest this much to cortinue as an effective competitor. Indeed, if SP received a
$1 billion windfall 1. is not clear SP would invest it rather than increase distribution to its
shareholders. But if SP choosex: to invest, SP can finance some additional debt through
cash flow, equipment financing, and real estate sales.'®' SP could also sell low density
iines. Finally, SP could seek another merger partner or sell part of its system io one of the
eager suitors who are participating in this proceeding.'? That acquiring company could
then use the SP assets to continue offering si;~1ig competition against UP ar.d BNSF.

SF i as claimed that it does noi have access to the ~apital markets because of its

junk bond rating and breach of a serior note covenant. Howaver, SF has teen able to
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'SP has suggested (nat if the riarger is not approved, it might stop using procseds from real
astate sales to help support the railroad operat ons « * service the railroad debt. Davis RVS at 14; UP/SP-
231, Yarberry RVS at 12-13. DRGW was quit2 wiliir g to have the ICC count SP’s real estate in evaluating
its prenosal to acquire SP in 1988, anc the ICC did so over the objecticris cf some parties. DRGW/SP at

543, 938-943).
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eerensnseaerernassivensesansaesans \While additional investment wil' likely be needed, there is no evidence
that the amount needed is anywhere rear the $1 billion SP cle.ms to need. Mr. Gray testified that no one
has disputed that SP needs to make capital investments. Gray VS at 23. What has been challenge ! is
SP’s claim that i needs to invest $1 billion.

'21Zimmer VS at 11-13.

2Zimimer VS at 17.




fund substantial capital expenditures in the past (e.g. almost $1 billion in 1995) and ***

'"'"..'."...."""'."""""'""."".'l"."""."'.".'.."".""""'."'..""."
AR NRANP AN AR AL RNA RN A AR RO, ‘23 22322233223 22232222322 22222222 R 222 2 R A AR R AR AR il
P 2322232222 20 a2 22 2 22 2 A A2 S A A A 0 R h b Al b ol RN AR R A AN NN R RN R RN TR RN AR T AT T IR T AR

T 2223332322222 22222222ttt ddd 12‘

The Applicants (and the California Attorney General) introduced rebuttal testimony

in support of SP’s claim that absent the merger SP cannot continue to operate without

reorganizing or downsizing. Given the ICC's standaras for the failing firm defense and

weakened competitor claim, the relevance of this testimony is questionable. Even as
support for the proposition that SP cannot continue to operate as it does now, the
te stimony is flawed. For example,

o Mr. Scheffman uses a variety of questionable assumptions to predict SP’s
financial future, based on the company’s 1995 10K which contains no
projections. He acsumes that SP wili have to invest $1.3 billion (increasing
even SF's estimate by one-third) and ignores the positive impact on SP's
operating income that each improvement will have.

Mr. Yarberry extrapolates projections based on SP's 1996 Business Plan,
which was prepared after the merger application was filed at the ICC. He
continues to assume that SP will have to invest $1 billion, although he
presents no additional evidence of the estimate’s validity. Nor does he take
into consideration the positive impact that each improvement would nave on
SP's opsiations.

Mr. Levitin, on behalf of the California Attorney Genaral, states that there is a
21% chance that S will default on its bonds. He bases that statement on
SP's 1990 bond rating of "B," ignoring SP's improved bond rating of the last
few years to "BB." According to Mr. Levitin’s source, companies like SP with
a "BB" rating have a default rate of only 9%. Further, Mr. Levitin ignores
analysts repor's included in his workpapers, such as Salomon Brothers
dated February 1996, ‘vhich attributes the lower-than-expected eamings to
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“(d]eteriorating em >loyee morale due to the pending merger negotiations
with Union Pacific...."'*

Even if the testimony of SP’s witnesses were convincing, all it shows is that, at
worst, SP may havs to consider downsizing. Since SP has not studied the issue nor
prepared plans for such an eventuality, it is pure speculation for thre Applicants to argue
that such downsizing will adversely affect competition. Even if SP does downsize and
withdraws from some competitive markets, it will be free to re-enter those market. when it

is rinancially stronger and that ability to re-enter will preser/e the potential for future

competition. Approval of the merger will eliminate that potential permanently.'®

The Applicants have portrayed BNSF as a goliath against whom SP will likely falter.
Their argument is not supported by the record. Ii BNSF were as formidable as the
Applicants contend, KCS, MRL, IC, and Conrail would not be lined up at the Becard’s door
as ready suitors seeking parts of the SP system. Competition against BNSF with the SP
rail system does not appear to be a forbidding future to them. This market test of the
salability ot SP lines is the greatest indicator that SP can compete against BNSF.

Moreover. SP has been a little too quick to declare itself in trouble by a future of
competing against BNSF. The Application in this case was filed a mere two months after

the ICC approved the BNSF merger, and work on the Application had pre sumably been

1258 ajomon Brothe s Fourth-Quarter Railroad Review and 1996 Outlook, Feb. 1996 at 58 (Exhibit
11).

%0One curious aspect of SP's downsizing strategy is that it simultaneously states that it may rave
to stop using the Central Corridor, while it is adamant that i. will not sell the Central Corridor. Davis RVS
at 15-16; Gray RVS at 22.33; """ ** SP is willing to consider leasing parts of
the Central Corridor but insists that it would harm shareholder value to sell a ling because the re:nainirg
system would not be profitable. Yarberry RVS at 46. But how coula the sale of the Central Corridor harm
SP's profitability if it does not plan to use it? Pernaps SF is so loaih to sell the Central Corridor because it
knows that its “downsizing” would be temporary and it would re-enter any markets it exited.




going on for some time before it was filed. And yet, SP was already convinced that its
future was grim. This claim is self-serving on SP’s part and should be viewed with
suspicion by the Board, especially in light of the apparent attractiveness of the SP system
to other, less anticompetitive prospective buyers.'?

The Applicants’ use of SP's financial condition in this case is simp'y a red herring.
The !CC did not permit an anticompetitive merger with Santa Fe when SP incorrectly
claimed to be failing, and the Board should not permit this anticompetilive merger when

the Applicants’ testimony on its face proves that SP is a viable company. SP is a viable

and significant competitor now, and the record shows that, absent the merger with UP, SP

will continue to be a viable and significant competitor.

VI. THE EFFICIENCIES RESULTING FROM THIS MERGER WQULD NOT
QUTWEIGH THE MASSIVE COMPETITIVE HARMS

Applicants have not sustained thair burden of proving that there are "substantial

and demonstrable benefits to the transaction"'® that cutweigh the far-reaching competitive
harms described above.'® In BN/SF, the ICC defined public benefits as efficiericy gains

that permit a railroad to provide the same level of sarvice with fewer resources, or a

'7|nterastingly, BNSF revenues have remained flat since BN and SF merged last September.
Profitability has improved because of cost cutting, but not from revenue growth. The Applicants have
bokly stated that the BNSF merger may even place UP’s continued viability in jeopardy. Anschutz VS at
183; Davis RVS at 5. The Applizants are essentially saying that the efficiencies created by the BNSF
merger have doomed every other railroad in it ~srvice area.

1249 C.F.R. § 1180.1(a).

'2The Administrative Procedurzs Act places ihe burden of proot or the proponent of an order. 5
U.8.C. § 55€(d): see alsc FTC v. University Health, Inc., 938 F.2d 1206, 1222-23 (11th Cir. 1991),ourden
ct proving efficiencies is on merging parties).




greater level of rail services with the same resources.'® But, not all efficiency gains are
public benefits. ICC pracedent, the Board's regulations and economic principle all

recognize that:

B public bereiits are only those benefits “that will result ‘rom the transaction;""'

public benefits do not include purely private benefits to the merged carriers;'*

~ublic benefits do not include benefits that "could be realized by means other than
the proposed consolidation that would result in less potential harm to the public."'®

Applicants’ efficiency claims do not withstand scrutiny under these standards.

A. Apnlicants Improperly Claim Cost Savings From Inaustry

Productivity Gains as Merger-Reiated Benefits
The Board's pubiic interest determination includes consideration of the public
benefits "that will result from the transaction."'* The railroad industry has achieved
impressive productivity growth in the pos*-Staggers Act era. Using conservative

projections of industry trends -- continuation of the industry’s 5.9% annual productivity

growth over the 1989-1994 time frame for the next five years'® -- Applicants would

achieve cost savings of approximately $564 milion in the normal post-merger year merely

'RBN/SF at 51. See also CSX Contro! at 551-52; UP/MP/WP at 487-89; UP/MKT at 428-29,
DRGW/SP at 875, SF/SP at 725.

3'BN/SF at 51.

2/4  In CSX Control, the Commissicn presumed that ev<ry proposed ccnsolidation would provide
private benefits for the involved parties. But, it carefully distinguished three types of private bensfits: (a)
private benefits that are also public benefits (such as cost reductions and service improvements), (b)
private benefits that are neutral from a public point of view (such as most traffic diversions); and (c) private

gains that are public losses (such as increased profits resulting from a reduction in competition). 363 iCC
at 551-52.

13349 CFR $ 1180.1(c).
4 BN/SF at 51.
'8DC.-8, Christensen VS at 8, 9; Christensen Tr. at 85-89, 159-62.




by keeping pace with projected productivity gains for the industry.'* This accounts for

75% of the $751 million cost savings projected by Applicants.

Applicants argue that the Board should disregard the 1989-1994 rail industry
productivity trends, because that period includes productivity gains by railroads from
mergers approved before 1989, but still implemented during the 1989-1994 time frame.
But, an impressive body of empirical research _nd economic literature demonstrates that
the vast majority of . Il recent cost-savings in the railroad industry resulted from
competition, not mergers.'> In fact, Applicants’ own witness, Mr. Salzman, admitted that
post-Staggers Act compstition has been a major factor in forcing railroads to improve their
efficiency.'® Moreover, even if the 1969-1994 rail industry data includes productivity gains
achieved by inerging railroads, Applicants cannot deny that deregulation has also

produced significant cost savings. Even assuming mergers account for half of the indus*

'3%Applicants’ pro forma income statement for the UP/SPR normal year projects $9.56 billicn in
revenue (Pro Forma !ncome Statements Exh.*” ; Appendix C; Vol. 1, Merger Apnlication, p. 143). By
matching the 5.9% productivity yrowth projected for the railroad industry, UP/SP’s costs would decrease
by $563,915,097 without the merger.

'3'Dr. Christensen -- one of the first economists to study the issue -- presented a paper to the
Eccnometric Society in 1983, reporting on the lack of any support in the data for railroad claims of merger-
relatad efficiencies. "Estimaiing the Cost Savings from Rail Mergers.” Professor Vellturo and his
colleagues si*~ean:ztly published an article in an economics journal, reporting on the results of their
research indicating that thera were no significant differences in productivity growth between merged
railroaas and railroads that had not been involved in mergers. Christopner A. Velituro, Emst R. Berndt,
Ann F. Friedlaender, Judy S.W. Chiang and Mark H. Showalter, "Derequlation, Mergers, and Cost Savings
in Class 1 U.S. Railroads, 1974-1986, Journal of Economics & Management Strategy, Volume 1, No. 2,
Summer 1992, pp. 339-69. In 1993, an article by rotessor Bemdt and his colleagues concluded that
post-Staggers Act deregulation and the competitive forces that it unieashed accounted for 90% of cost
reductions in the rail industry -- and me-gers for about 9%. Berndt, E.R., Ann F. Friedlaender, Judy S.W.
Chiang, Christopher A. Vellturo, "Cost Ehe ts of Mergers and Deregulation in the U.S. Rail Industry,”
Journal of Productivity Analysis, Vol. 4, 1993, pp. 127-44. The Banks Report to the Ontario Ministry of
Transportation concluded that: “larger [U.S. raill ~zrgers generally failed to realize their prumised
efficiencies. . . . Rationalization of physical plant and staff reductions did not meet forecasts ard siowed in
comparison with other railways.” R.L. Banks & Associates, Inc/KPMG Management Consulting, Railway
Merger Initiatives: The U.S. Experience. A Report to the Ontario Ministry of Transportation, March 1995, at
82.

'®Draper/Salzman Tr. at 183-87.




productivity trend, Applicants’ merger benefit claims must still b= reduced substantially.
B.  Applicants Improperly Count Benefits that Are Purely Private
Applicants attempt to include a significant number of purely private benefits in their

calculation of merger benefits.

. Applicants seek to include $73 million in projected net revenue gains from
traffic diversions in their calculation of merger-relaiad public benefits."* But
Applicants have failed to demonst-ate how much (if any) of the estimated
diversions result from projected UP/SP service improvements or cost
reductions: and it is unlikely that they would achieve significant merger-
related cost reductions since they project an operating ratio in the first
normal year after the merger (1999) that is somewhat higher than the
projected railroad industry operating ratio.'®

Applicants aiso claim their projected receipt of $*********" in net trackage
rights fees from BNSF as a merger-related public benefit. This merely
represents a transfer from BNSF to UP/SP resulting from th~ grant of
trackage rights to BNSF to preserve the competitive status quo. N\,

A poriion of Applicants’ labor efficiency claims may also include purely
private. rather than public, gains. Some of the reductions in labor will resuit
from inferior service, instead of more efficient use of labor. ror example, if
UP and SP each had a sales executive handling a particular shipper's
account before the merger, the consolidated railroad might eliminate one of
those positions. But, since & nortion of any sales executive's duties include
making sure that any problems with the customer's shipments are brought to
the attention of operating personnel, one sales executive will have less time
to gevote to those activities than two. Moreover, if BNS® competes for new
traffic over trackage rights obtained from UP/SP, it will have to hire more

1%The test for extracting any public benefits from diversions is set out in UP/CNW. "Neutral
revenue transfers from other railroads...are not public benefits; only the s ervice improvements and cost
savings associa %d with traffic diversions can be counted as public benefis.” UP/CNW at 61.

19Christensen VS at 28. In addition, Applicants fail to take into account diversion that UP and SP
could accomplish through voluntary means of ¢ yoperation short of the merger. /d. at 29.

141As with many of Applicants’ public benefit claims, this claim suffers from multiple defects. if
UP/SP's receipt of trackage rights compensation from BNSF were a true public benefit, this would be a
benefit that it could gain through a voluritary commercial agreement with BNSF in which it soid trackage
rights to that railroad.




workers.'? To the extent that this offsetting firing and hiring occurs, UP/SP
would realize a private gain by eliminating positions; but there would be no
net reduction in the labor required to deliver rail services -- and no public
gain.'®

C. Applicants Improperly Claim Benefits that Could Be

Applicants argue that by combining UP and SP rail iines, the consolidated railroad
could achieve significant operating efficiencies. While that may be true, Applicants have
the burden of demonstrating that they could not achieve these oeneéfits through less
anticompetitive means, such as voluntary forms of cooperation.'

Applicants chose to avoid that burden, instead of surmounting it. UP did not even
consider exploring the possibility of increasing operating efficiency by entering into a
trackage righits agreement with SP or other forms of voluntary cooperation short of a
merger.'*s Instead, UP asserts that such discussions would have been a "non-starter,”
and now “argues by assertion" that it could not obtain any portion of the estimated $**
===+++* annual savings in operating efficiencies by less anticompetitive means cf
cooperation with SP.'*® The record shows, however, that trackage rights agreements anc

other voluntary cooperative airangements are common in the railroad industry;'? that

“42|0e Tr. at 518-19. See also Peterson Tr. at 620-22 (Feb. 7, 1996); Draper/Salzman Tr. at 64-67;
Rebensdorf Tr. at 272-74 (Feb. 22, 1996); Christensen Tr. at 107-09.

'"“Christensen VS at 12, 13.

'“5 U.S.C. § 556(d).

“spebensdorf Tr. at 56-60, 119-21, 141-42 (Jan. 22, 1996), 731-35 (Feb. 12, 1996).

1sRabensdorf Tr. at 58-60, 119-21(Jan. 22, 1996), 731-35 (Feb. 12, 1996); Christensen VS at 20.

'“"When they discuss BNSF’s ability to operate efficiently over track subject to the UP/SP-BNSF
trackage rights agreement, Applicants wholeheartedly agree with this point. See, e.g., UP SP-232, Vol. 3,
King RVS at 9-10 (SF became the leading Chicago-Northem California carrier using trackage rights

obtained from SP and the leading North Texas-California carrier using trackage rights obtained from UP),
17-25 (operation of directional trains possible through trackage rights); Rebensdorf VS at 170-72.




eminent railroad ¢ .cutives such as Mr. Grinstein believe that the future of the industry
lies in more voluntary cooperation:'* and that as competitive prassures increase, railroads
will be forced to increase operating efficiencies through riew and creative means of
voluntary cooperation,'*®

Applicants maintain persistently that while the BNSF trackage rights are a complete
solution to all competitive probiems, none of the merger’s benefits could possibly be
achieved through such arrangements.'* In so doing, they turn economic principle (and
common sense) on its head. In contrast, DOJ witnesses Christensen and Majure rely on
widely accepted economic principle -- commercial incentives to ccoperate are much
greater when both parties can gain substantial financial benefits through cooperation
(such as a UP/SP trackage rights agreement that would permit mach to operate over
shorter and more efficient routes) than they are when one party would gain virtually all of
the benefits and the other would bear virtually of the costs (such as the trackage
agreement that purportedly aliows BNSF , UP’s most frequent competitor, to divert §***
"t in traffic from UP/SP by operating over its track). Applicants’ arguments to the
contrary are undercut by their own witnesses who point to numerous examples of

successful trackage rights agreements, '’ by Gerald Grinstein who says that "the future of

the industry" is in “mcre coordination of information systems, dispatching and traffic", "2

Applicants’ own witnesses thus show that not ail of the claimed efficiencies require merger.
"“Forbes at 64, WSC-11, Exh. 6.
"“Christensen Tr. at 58-60.
"*UP/SP-230 at 61-63: King/Ongerth VS at 9-16; Ongerth RVS at 2-17; Peterson RVS at 8-10.

'*'Rebensdorf Tr. at 170-72 (Jan. 22, 1996), 302-03 (Jan. 23, 1996), 743 (Feb. 12, 1 996);
Anschutz Tr. at 239-41, 256-57.

'"2Forbes at 64.




and by 15 years of experience with the Staggers Act’s substitution of competition and
voluntary coope ation for regulation.

With this record, the Board has no basis for distinguishing hetween any operating
efficiencies that could be obtained only by merging and the efficiencies that could be
obtained by less anticompeuiive means. Under thess circumstances, Applicants have
failed to demonstrate that all, or any specific portion, of the projected $73 million in
operating efficiencies is merger-related.” Since the burden of proving all of the public
benefits of the merger is on Applicants, the Board cannot assume that any public benefits
would result from operating efficiencies that could not be obtained by voluntary means of

cooperation short of a merger.'>

Given the significant competitive harms that would arise from the proposed me:gev,

the Board must hold the Applicants to their obligation to prove the claimed public benefits.”

For the reasons discussed above, Applicants have not carried this burden. On the

contrary, it appears that the efficiencies from this merger would fall far short of offsatting

the competitive harms.

53509 also KCS-33, Vol. 1, O'Cornor/Darling VS at 343 (concluding that Applicants substantialiy
overstate merger-related benefits). ¥

'Having failed to sustain their burden of proving that imerging is the only way to achieve any
operating efficiencies, Applicants also fail to sustain their burden ct proving that shippers will gain any of
the $91 million in logistics savings that they attribute to more efficient raiiroad operations. Applicants’
refusal to consider voluntary group purchasing arrangements, new, difiarent or better outsourcing
arrangements, cooperative rail car leasing programs and other voluntary means of cooperation likewise
leaves them in a position where they cannot demonstrate that any of the projscted $14 million in
communications and computer costs and $13 million in car utilization would rer~ain after non-merger
alternatives are exhausted.







the Department uiges the Board to deny th- Application. If the Board decides to approve

the merger < vject to conditions, it shouid do nothing less

routes described ;- ’atl.
the affected marke. - .

rather than regulatory solutions.




For the foregoing reasons, the Department urges the Board to deny the Application.
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APPENDIX A

MARKET DEFINITION
Framework for Merger Analysis Generally

In determining the competitive effects of a merger, the first step of the analysis is to
define the markets within which the merging parties compete. Under the Merger
Guidelines, a market is defined as a set of products or services within a geographic area
for which a hypothetical mon Jolist could profitahly impose a "small but significant and
nontransitory" price increase. Merger Guidelines at §1.0. If the evidence shows that a
hypothetical monopolist of that product or service could impose a small but significant and
nontransitory price increase, that product or service is defined as the market. if, on the
other hand, the evidence shows that a sufficient number of consumers would substitute
other products or services, which would make a price increase unprofitable, those
products or services are also included in the market. This process continues until a group
of products or services is identified for which such a price increass would be profitable.
Merger Guidelines at § 1.1.

The parties in a rail merger provide a service -- the transportation of a commodity
from an origin to a Jdestination. Transportation of a commodity by all rail carriers, currently
transporting the commodity from the origin to the destination, is initially considered a
market. If the evidence shows that a hypothetical monopolist (of currently-provided rail
transportation of the commodity) could not profitably impose a small but significant and
nontransitory price increase -- because shippers would switch to other rai carriers not
currently transporing the commodity from the origin to the destination -- transportation by
such other rail carriers is added to the market. Similarly, if the evidence shows that
shippers would switch to other modes of transportation, such as trucks or barge,
transportation by such other modes is added to the market. And, if the evidence shows

that shippers woul ship the same sommodity to other destinations, and receivers would




receive the same commodity from other origins or a substitute commaodity from the same
or other origins, the market definition is so expanded.
- vloay in this G
Dr. Majure used 1994 Waybil! data to identify movements of commodities in origin-
destination corridors where the number of rail competitors would be reduced from two to
one or from three to two as a result of the merger. The se markets are listed in detail in
DOJ-9. In counting the number of railroads competing to carry a commodity in a particular

0-D pair, Dr. Majure included all railroads that carried any commodity in that O-D pair,

based on the presumption that such a railroad could carry any other commodity in the

corricor even if it were not currently doing so.

To define commodities, Dr. Majure used the 5-digit STCC classification.” He
defined origins and destinations a: the BEA, which encompasses a group of counties, for
those commodities for which trucking substantial distances to or fron. a rail carrier would
be economical. For those commodities for which trucking such distances would not be
economical, Dr. Majure used the SPLC4, which includes a county or part of a county, as
the origin and destination.? Dr. Majure also analyzed whether other fc..ns of competition,
such as intermodal competition or the auility to ship commodities from other origins or to
other destinations, would constrain the merged carrier from raising rates or reducing
service.

Dr. Majure’s analysis is based on a thorough examination of the evidence available
on the competitive effects of the proposed merger, including verified statements and
deposition testimony of witnesses in the proceeding, Applicants’ intemal documents,

waybill data, extensive interviews with shippers, and his own empirical analysis. His

'DOJ-8, Majure VS at 4.

‘Id. at 5.




methodology in analyzing the likely effects of the proposed merger is consistent with the
Department’s approaci: to other rail mergers and to mergers generally.® This methodoiogy

has also been generally accepted by the ICC.

’See, e.g., Verified Statement of Peter A. Woodward, Finance Docket No. 32549; Verified
Statements of Russell W. Pittman, Finance Docket Nos. 30800 and 30400; Verified Statemert of Charles
J. Untiet, Finance Docket No. 32036.
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Anschutz Tr. at 131

31

Q. Mr. Moyers resigned as president and

coc of Soutnerm pacific in February 1995; is cthac

cofrect

A. I don't recall thac date, but it was --
something about that date doesn't sound correct
te me.

Q. Wwas it the first quarter?

A. It could have been, I don't recall.

Now, I think we saw that, during the
¢irst guarter of 1995, Southern Pacific had
positive net income despite severe weather and
floods in California; is that correct?

A. In 2995?

Q. Yes.

I believe that was the case, yes.

Q. And, atrer Mr. Moyers deparcure in the
secondi and third quarters, Southern Pacific
suffered losses ia net income?

A. That's true. You know, it might be
helpful that I make an observation of several
things. This railroad is very difficult to make
an assessment guarter by quarter. Wwhat's
impr--aat here are trends in this pusiness. This
is long-term busf . ness.

So, wb le some of your observations are

ALDERSO%IRF?ORTDK;CONGM)H’INC.

(2021289-22680Q (800) *OR DEPO
Cies 1arm &@T NW  ath FI OOR F WASHINGTCN, Q.C.. 20005




Anschutz Tr. at 239-241

A. I was not aware of that.

Q. Are you aware that they are coancerned
that BN/SF h.s no obligation to ir .est anything
in the liner over which it would have trackage
rights uander that agreement?

A. I don’t find that tc be peculiar.
mean isa’‘t that what most trackage rights
involve?

Q: It may well be. But len me try the
quesition on you this way, would you expect that
BN/SF would have more of an incentive to operate
over yaour central corrideor if it had some
iovestment in it as compared to not having some
investment in it?

A. I would think their incentive to
operacte is is there a strong coal market that
they can ship coal in. I mean I don’t see that
it would work any different than any other set of
trackage rights. And many people operate very

profitably as you well know over trackage rights.

Q. Well, let me Bsk you to suppose that

UP/SP had negotiated the following arringement

with BN/SF, that BN/SF had to pay a iump sum fee
4T or about the beginning of each year in order
Lo operate over the Rio Grande lines. Would you

ALDERSON REPORTING COMPANY, INC.

{202)289-2280 (800) FOR DEPO
1111 14eh ST, NW., 4th FLOOR / WASHINGTON, D0.C., 20005




240
expect under such an arrangement, if that had
peen the terms, that BN/SF would have more of an
ipcentive to operate there if that amount would
then be applied against aay trackage fees that

would be charged?

MR. CUNNINGHAM: Objection as to form.

BY MR. McBRIDE:

Q. You may answer.

A. There are many different kinds of
trackage fees I suppose. I‘m certainly no expert
in them, Mr. McBride, although I must say I‘ve
aaver heard of one 7uite like chat. You':ra
saying would they be more interested in them if
they owaned them OT if they made an investment in
them.

I suppose that relates to could they --
would it be more profitable for BN if they
invested capital in them. I don’'t krow the
answer to that. I caa give you ors2 example I do
know, if it would help.

Q. Feel free.

A. From Kansas City to Chicago, very

important segment of our railzoad as you know, I

had the chance three or four years ago. SP had

rhe chance three or four years ago, tO buy'thac

ALDERSON REPORTING COMPANY, INC.

(202)289-2280 (800) FOR DEPO
1111 14tn ST, N.W., & FLOUR / WASHINGTON, 0.C.. 20008
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1ine, therefore, making the cap.tal investment in

the line, from ancother railroad. We chcse not
ro. We c<haose instead to go on trackage rights on
the BN. Ang we've built that business up today
co 12 or 1§ rrains a day in each direction.

< B Let me ask --

A. So it’'s very proficable. And we don’'t
own the railrocad, somebody else does.

o Had you purchased that line from Kansas
City to Chicago, would you have felt a greater
urgency about using it as cpposed to the trackage
rights that you obtained froin BN?

A. No, because we use it anyway.

Q. 14 BN‘s obligation were tO make an
up-front payment tO ye/SP and then have that
credited against its use aof crackage rights over
the Rio Grande lines, would you expect that ie
would feel some greater urgency about using those
trackage rights?

A. Again I think it’'s going to depend on
rhe coal marke-s aand can they haul the coal to
market. I don‘t know if ic’s going to
incentivize them to use it aay more than
otherwise.

Q. Are you aware of BN/SF having

ALDERSONF&?ORTDK}CONGMNY.HNL

1202)289-2280C (800) FOR DEPO
f111 14 ST.. N.W.. 4th FLOOR | WASHINGTAN, 0.C., 20008




Anschutz Tr. at 256-257

258
observer, I would say it would have been Dbefcter
to have woan than to have lost.

Q. I take it from your prior testimony
which .I'm not going to go back through that you
had a similar concern about the BN/SF merger?

A. We filed in that case. Is that what
you mean?

Q. Yes. You were concerned aknut the
impact of that merger on your railroads toco, were
you not?

A. We filed in that case as well.

Q- All other things being equal, do you

prefer to uwn a line or have trackage rights cver

A. I think it depends. Trackage rights
come in many different forms and ino many
different ways. Sco I think you nead to look at
the fact, number one. Number twec, I think I have
previously testified I'm noc an expert in these
matters so please don’t let me sound like one.

And last of all, directed to your question, is ic

baetter to own than to have trackage rights, aad g

would say I think that depends.
Southern Pacific probably has one-third
to half of its business operatiang over trackage
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rights from various railrocads. And those
rrackage rights work pretty well. And we have

puilt up our pusiness oa that basis. I1£ I coula

just finish.

And there have been several instances
that I can recall where we had the right to own
and we chose to have trackage rights instead. 4
gave an example, Chicagao to Kansas City. Another
example actually has been from Pueblo ta
Herington. UP has aliways bheen willing to sell me
the line, but I never chose to buy it because I
would rather have trackage rights.

Q. You iadicated an understanding of
differences 1in trackage rights partway into
answer, did you not?

A. pid I what, sir?

Q. You indicated that you understood
there were differences in types of traccage
rights.

A. I just noted that there are a variety
of things to assess in trying to value rrackage
rights.

Q. Do you understand that the trackage
rights BN/SF gects over tha Rio Grande lines are
just rights tc serve cert~in pouin: aloa@ the
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Christensen Tr. at £3-60

schmalensee?
A. I‘m not sure what you mean Dy familiar
with.
Do you know who he is?
I 80.
Is he a reputable economist?
I would say so, Yes.
Q. Are you familiar with his testimony in
rhe BN/SF case?
A. I at least was familiar with 1it.
I can’'t say I'm too familiar with it now. I
have a recollection that he cited this paper
pretty much the same way that I’'ve cited it
here.
o That's your recollection?
A. That's my recollection, Yes.
. {5 On page 7 of your statement, paragraph
particular.

A. paragraph numbered 3°?

Yes.

Q
A. Yes.
Q

Just. review that to yourself.

In considering whether efficiencies
could be achieved through ncnmerger alternacives
as stated in that paragraph, is it sufficient in
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your view that there 1is an abstzract or
rheoretical possibility of such a nonmerger

alcernative?

A. Wwell, certainly having a gheoretical

possibility is an important aspect. But also

involved here is the fact that the industry is
observing -- 1s implementing lots of nonmerger
alternatives through which they’re getting
efficiency gains of the kind claimed in this
merger application. And it‘s my prcfessional
opinion that there is a burden on the applicants
to make some showing that gains tha: they’'re
projecting from the merger could not, in fact, Dbe
achieved by nonmerger alternatives.

Q. In connection with your statement in
paragraph No. 3 on page 7. does it make any
difference thac the nonmerger alternative 1is
wholly unprecedented?

A. I don't know what you mean by Jdces it
make any difference?

> i I thought you were pausing. Are ycu
finished with your answer?

A. Yes. I'm finished with my question.

Q. Wwell, as I understand your testimony,
you're saying that the various efficiencies and
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60

wenefits that are ideatified in the application

should not Dbe considered because 1t'S possible
-hat they could have peen achievead by nonmerger
alternatives; is thac a fair statement?

A. Not only possible, but th;re's some
l1ikelihood that they would be achievable without
~his merger taking place.

Q. How much likelihood would be necessary
in your view?

AL Well, anything that has any likelihood
at all should be considered. I would imagine
rhere are some alternatives that have higher
likelihoods or, if you like, lower cOSCtS of
implementing than others. But that doesn’t mean
we should ignores ones just because they haven’'C
been done today.

Afcer all, this industry is figuring
sut new ways to do things all the time and is
acnieving productivity gains at an unprecedented
rate. And by definition many of these
productivicy gains involve things that have
bean done before. Otherwise, they wouldn't
productivity gains.

Q. Sa, if there is a theoretical
possibilitcy that a particular benefit can be

ALDERSON REPORTING COMPANY, INC.
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Christensen Tr. at 85-89
85
of the proposition that productivity jrowth in
rhe indusctry has averaged 5.9 percent annually
over the five-year period 1389 to 19342
A. Yes. :

Q- If you could just show hod you used
rable A or table B in your analysis.

A. Well, we see the last line on this
page, 1t says the proposed five-year productivity
trend calculated using a geometric average is
1.059 or 5.9 percent per year. This as published
by the Surface Transportation Board is the
productivircy rrend for the Class I railroad
industry of the United Stactes.

And this was an important part of my
analysis. It's referenced explicicly here under
the labor savings section. gut this, in fact,
played a role in my professional judgment
throughout my verified statement in terms of
specifying a baseline of 5.9 percent per year as
a likely productivity rrend or, if you like,
efficiency improvement rhat is ongoing in the
railroad industry and in my professional judgment
should have been taken into account by applicants
and explicitly shown how applicants believe that
merger -- if there is a merger, that, i fact. it
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would be able TO produce productivity
jmprovements over and above this industry trend.

Q You are familiar with the calculations
reflected on table A and B?

A. Yes.

Q. The 5.9 percent 1is derived from the
aumber preceding 1it, the 1.059; is that correcr?

A. Yes.

Q. Can you explain how the 1.059 number is
d:.rived from the other numbers on the table?

A. Yes. The last column that says
productivity change -- sorry, °n table 8, the
column furthest tc the right says productivicy
change, column 1 plus column 2 -- sorry, column 1
divided by column 2. These are what are called
productivity relatives.

If you subtracted one from each of
those five numbers, it would give you the
productivity change or I guess -- specifically
subtract one and nultiply by 100, 1t would give
you the annual percentage change in railroad
productivity.

What the Surface Transportation Board

does in order to average the information from

these five years is to mulctiply ~hese five
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87
figures together and then take the fifth root.
sad, 1if you do that, you get the number 1.099.

Q. looking at columa 3 for 1990, does that

explanation suggest that the productivity change

for that yea. was 5.7 percznt?
A. Yes.

Q. And what would the change in 19

It would be minus 2.8 pe-cenc.
3 And in 19922
A. It weuld be positive 19.0 percent.
Q. How far back has the ICC been
calculacting thase productivity changes?
A. I believe the first year was 1982.
That wouldn’'t be the first y¢ear they had a
trend. But, in terms of computing trends, the
ICC began doing this computation in 1989. And in
1989 they had figures for 1982 through 1987 I
believe. And chey'have been updating this series
2ver since 1989.
Thelr procedures have varied somewhat
Over tCime in terms of how many years they inciude
in the average. But each spring the ICC from
1389 to 1995 have published a productivity trend
using this approach or using essentially this
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approach, with some minor changes in the approach

over the years. Now, in 1996 the Surface
rTransportation Board has taken up chis task of
publishing rhe trend in productivity growth for
the Class I railroad indusctry. .

Q. They haven’t published their final
numbers yet, have they?

. I don’'t know what you mean.

Q. Wwell, the document we’'re looking at is
a request for comments on a proposed number.

A. Mine says decided February 21, 1996.

Q. Do you know whether any further order
was issued pcstponing the effective date?

A. Not toc my knowledge.

Q- I1f you looked at 1992, 93, and ‘94, as
I understand the explanation you just gave, that
would indicate the annual productivity change was
slowing down considerably. Would that be a fair
reading of it?

A. Well, it’s slowing down to the trend
rate. I mean there are going to he year-to-year
variations. You could choose anf Lwo years.

Q. I underscand. I just wanted to mak.

sure I understand.

A. Well, the numbers -- I mean Yyou didn’'t
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finish. The yocu asked me what the percentage was
fcr 1990, ‘91, and +92. If you completed the
series, the nuaber for 1993 is 9.7 percent and
for '94 is 5.8 percent. And, although 1994 is a
whisker below 5.9, this column certainly does not
suggest to me a decline in the trend.

Interestingly enough, the beginning and
the end of the series is very close to the 5.9.
If you did a regression analysis on this, I
suspect ynu would find an increase in the trend.
But that’'s just the danger of -- well, there was
extensive discussion at the ICC about how many
years should we use to divine a trend.

And the railroads were adamant that in
no case shculd it be less than five years. In
fact, tha railroads were in favor of doing more
years. And for a period it was up as high as
looking at eight years. But I think most people
would agree that you don’t want to look at less
than five years to decide a rrend or to determine

what a trend might be.

But, given the fact that business

conditions change »nd economic conditions change,
there are going to be 'ups and downs in this
series. And the ICC said we need "o have a
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Christer.sen Tr. at 107-10S

107
the application understates the labor savings
because even more jobs will be shed than were

projucted?

A. No, I'm not aware of that.

Q. In your view is that likely to Dbe

case, if you have a view?

A. I haven't done an analysis of how

jobs are likely to be shed, so I don’'t have

opinion on that.

Q. On page 12 cof your statement, you refer

to the possibility that excess labor shed by UP
and SP will be employed by BN/SF in connection
with the trackage rights agreement between UP/SP
and BN/SF.

A. Yes.

Q. Have you ever studied the =mployment
effe.t of trackage rights agreements?

A. No, I have not.

Q. Do you know whether a railroad’'s
operations pursuant to trackage rights requires

as many employees as operation over its own

lines?
A. I don't know.

Q. Do you have any information about

whether BN/SF plans to hire additional employees
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in connection with its operations oVver the
crackage rights involved in this proceeding?
A. I den’t know, but I would Dbe astounded

if they could, in fact, realize - .

acdditional revenues from hauling freight over 2

rracks and not employ a very large amount
additional labor in order to realize that
revenne.

Suppose we were to take only two-thirds
che amount of labor rhat is used on aver#ge for
craffic. That would be sufficient in itself to
wipe out the 89 millien that is left after I
subtract out the 164 million from the industry
crend and the 8 million from the labor premium,
the wage premium.

v I take it ycu did not on pbehalf of the
Justice Department TtO try to get any information
about BN/SF's plans in this regarad?

A. I did not.

Q. ' And, so far as you know, BN/SF may well
plan to handle the added business with far .:wer
additional employees chan the number of employees
to be shed by UP and sP?

A. It may well be fewer. But the merger
application doesn’'t recognize any additional
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laber. And surely that’'s got to be wrong.

Q. Page 14 of your statement, about the

middle of the page, there’s a sentence beginning,

while nonmerger alternatives. Do you see that?

A. Yes.

- A You go on to say may not always be
perfect substitutes for the services of - merged
carrier. What are some of the reasons why that

is the case?

TSI SR A TP YA T L

A. Well, this just allows for the
possibility that there are cases where a merged
railroad could effect somewhat more in the way
of -- cr could provide similar services Jor lower
cost or possibly enhance services. But I have
not done an analysis of such cases.

Q. Are you saying you haven’t done any
analysis of the extent to which nonmerger
alternatives may be substitutes for merger and
vice versa as to a particular potential benefit;
is that a fair statement?

A. Sure.

8. Further in that sentence, you refer to
a substantial fraction. Did you quantify that
fraction in any way?

A. No, I have not.
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Christensen Tr. at 159-162

189
likely that one could segregate the end-to-end
aspects of a particular merger from the
horizontal aspects of a particular merger for
purposes of the work that Velturo and Berndt have
done?

A. That would be extremely difficult to
do. As we’'ve said many tim:s today, it’s not
necessarily impossible. But I have not seen a
research paper or project that has a method for
doing that.

o £ I'm going to return to another point
raised by Mr. Norton. In fact, this was the one
where I believe you had asked whe.her he wanted
your views and he said not right now. And I'm a
little bit more curious than he was I think. The
question related --

MR. NORTON: Just remzmber wiat
happened to the cat.
BY MR. McGEORGE:

Q; This relates to whether you had any

views on whether the benefits including cost

reductions due to deregulation will continue in
the future. Do you, in fact, have any views on
thac?
A. Yes. At the time of deregulation of
ALDERSON REPORTING COMPANY, INC.
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the Staggers Act—-there was a lot of skepticism
that there reilly were substantial productivity
gains oOr efficiency improvements thar U.S.

railroads could achieve. But the rqcord has

shown that there has been a steady acceleration

of productivity growth; prior to the Staggers
Act, the trend in productivity growth for the
industry was on the order of 1 percent.

In the years immediately following
deregulation, it was approxima:ely 2 percent.
Aand, by the late eighties, the trend was showing
in the range of 4 percent. And, in the last few
years, the trend has accelerated to nearly 6
percent. And the most recent publication as &
indicated from the Surface Transportation Board
indicates a trend of productivity to the railroad
industry of 5.9 percent.

That is the highest productivity growth
trend for this industry that I have ever seen
measured by anybody over any period of time.

And, giyen that momentum and this acceleration,
in my professional opinion, we’'re going to see

with this momentum improvements of productivity
for quite some years to come.

Q. You have specifically discussed a 5.9
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percent industry productivicy gain trend with
respect to the labor component of the benefits
claimed by applicants. Do you have any basis for
making a prediction on other items cgther than
labor that would f£it into the categ;ries of
merger benefits claimed on the applicants?

A. Yes I should make clear that the 5.9
percent number put forth by the Surface
Transportation Board does not apply simply to
labor, it applies to all of the resources used in
the railroad industry.

And, in fact, I hope I did uot mislead
anyone by discussing that productivity trend
specifically in the labor section, because labor
is a large cost category and it is relevant. And
1 showed some other information that indicated
that, in fact, there have been substantial labor
impreovements, efficiency improvements in the
railroad industry.

8ut what the railroad -- SOrry, what

rhe Surface Transportation figure shows is that

averaged, over all types of resources that the

railroads use, they have this trend in

productivity or an efficiency of improvements.

And, therefore, that same logic that I used in
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the section on labor benefits applies equally
well to the other claimed benefits.

- When we talk about cost savings by
virtue of labor becoming more produgtive, would
you expect rhat there is a possibility to see
similar improvements in senior management
productivity witchout a merger?

A. Yas, certainly, as I just indicated in
response to a previous question, cthat 5.9
percent, cthere’s no reason not tc consider that
across the poard with all resource categories
employed DY rhe railroad industry.

I We talked about ~ransaction COSCtS,
specifically I think Mr. Norton asked you whether
there were rransaction costs amtributed toO
negotiating voluntacy cooperative agreements
short of merger by two or more railroads. Are
there transaction costs involved in either
negotiating or obtaining regulatory approval of
or implémenting mergers?

A. Yes, there are.

Q. Do you have 3ny opinion as to whether

rhose are trivial or some factor beyond gerivial?
A. I would say they are definitely peyond
erivial, there are substantial rransaction costs
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Davidson Tr. at 81

81

A. Well, I don‘'t think there’'s a general
answer on that. The contracts that I'm familiar
wich, where we bid against them, we win some and
ljose some. As I'm sure you're aware, we had a
anumber of ch'mical companies come tQO Uus and ask
us to access their plants so that they could get
more effective transportacion from their peint of
view versus the Southern Pacific.

Q- So would it be your testimoay that you
do not belisve that the Southern Phific i -
let me restate chat.

Do you believe that SP is an aggressive
price competitor?

A. I think the Southern Pacific is an
aggressive competitor and I know that in a number
of cases that they have got business from us
because they priced their service cheaper than we
aiqd.

Q. Do you think there have ever been any

inscances in which the Southern Pacific has

priced at less than fuily allocated costs in
9rder to capture a piece of pusiness?

A. I think we have woandered about that at
Cimes, yes.

Q. Could you elaborate on what you have
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Draper/Salzman Tr. at
64-67

64
available for other use due o the use of the
ghorter, faster, more efficient routes.

And then on page 237 -- I'm sorry.
yes, that also includes the unifts ;eleased due to
rhe cemmon point team studies and the helper
locomotives. And then on page 237 there’s an
indication of the additional locomotives that
woulu be reguired due to the additionai cratfic.

MR. EDELMAN: Thank you. From your

experience would you s3y it’s reasonable to

assume that the traffic to be obtained Dby
3N/Santa Fe would require it to use more
locomotives as a result of the traffic that it
wil. obtain through the agreement with UP/SP?

MR. SALZMAN: It will have to have some
locomctcives to handle the ctraffic. Whether they
choose to nperate on 3 trackage right ox cver
their own railroad, whether that will requ.re
additional locomotives on their part, I'm not
sure, we couldn‘t identify what BN/Santa Fe would
intend to do.

MR. EDELMAN: To the extent that a
carricr requires increased number of locomotives
to handle additional traffic, does that also
require additional maintena.ce of equipment
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employees tO maintain those locomotives?

MR. SALZMAN: In general you would tend
to think that it would depend upon how they chose
ro meet their locomotive needs in terms of
leases, new units, aybe they would get new units
chat would replace older uU1its that required
additional maintenance. So maybe the total
maintenance needs might wash out and not be that
much greater. That would be up to BN/Santa Fe in
rerms of how they chnse to meet that need and
what that need was.

MR. EDELMAN: Trhank you. Mr. Draper,
witit, respect to the savings on communicaticns and
computers, how were those benefits to be
realized?

MR. DRAPER: Well, the general answer
is tnrough the merger. What assumptions the
information technologies people made to determine
their number I don’t know.

MR. EDELMAN: Okay. I don't know who
to direct this guestion to SO I‘1ll just throw it
out. On page 368 there is a reference to savings
to be obtained from line abandonments. How does

that yield benefits to the applicants?
MR. DRAPER: Well, one answer would
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pe -- it would be similar to Dale's discussion
awhile ago about yard facilities that are made
surplus in the availability of sale and use of
rhose proceeds. A similar theory would held with
lines that were to be abandoned. If you're
selling what is primarily an unproductive asset,
you can take the cash from that sale and reinvest
it in something that would be more productive. 3
mean that would obviously be one benefit.

MR. EDELMAN: And how 'is that
penefit -- sorry, scratch that.
There is a reference to more efficient

routings on the top of pege 368. Who kenefits

from more efficient routings?

MR. SALZMAN: I think rthat both the
railroads and the custcmers benefit from the more
efficient routings. It requires less resources
to operate over the more efficient zoulte, whether
it’s shorter, less grades and curves, rectuced
motive power requirements. To the extent that

that regsults in shorter, faster transit times,

the customer benefits through improved service.

MR. HEMMER: Rich, if you are at a
breaking point, we might take a break now.
Before we do, would you like to sign in
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for the record.

MR. LUBEL: Ms. Williams, Alan Lubel
from Troutman Sanders for Kansas City Southern
Railway.

MR. HEMMER: Why don’t we resume in
apout ten minutes.

(Recess)

MR. EDELMAN: With respect to the
calculation of labor savings, I guess I°.11 ask
you, Mr. Draper, what is the calculation composed
of, what types of savings are included in that?

MR. DRAPER: My understanding is that
the lab )r savings reflects -- well, it was
datermined by determining net changes in head
count by ICC job code, taking those changes in
head counts times the average compensation tos
that particular position, and then applying the
average fringe benefits ratio for that position
against the compensation, summing all the various
totals by job code together to get the total
answer.

MR. EDELMAN: So is it correct to say

that no element of change in collective

bargaining agreements was factored into the labor

savings?
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Draper/Saizman Tr.
at 183-187
183
curned over the summary of benefits exhibits to
ML . Rhoades to put together the pro formas that

start on page 94.

MR. McGEORGE: So, if we had a bright

financial analyst in our emplocy, we should be
able to trace through the numbers in your summary
of tenefits table and see how those numbers
appear in these pro forma statements?

MR. DRAPER: Yes, the information
contained in the summary of benefits is reflected
in the pro formas.

MR. McGEORGE: And have you seen any
work papers that might have been prepared by

Mr. Rhoades?

MR. DRAPER: No. The only documents I
saw that Mr. Rhoades prepared are the ones that
are included here starting at page 94.

MR. McGEORGE: Let’'s go off the

(L.scussion off the record.)

MR. McGEORGE: I'm going to take you
back before this merger application. HKas Union
Pacific achieved any ccst savings say since 1580
that would not be attributed to mergers? I guess
maybe this is more you, Mr. Salzman.
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MR. SALZMAN: OCh, vyes.

MR. McGEORGE: 1f we eliminate savings

chat are related to mergers, what are cthe factors

chat led to these savings, if you can give me
of the major factors?

MR. SALZMAN: The nonmerger related
gavings?

McGEORGE: Yes.

SALZMAN: Technology.

McGEORGE: Can you give
example.

MR. SALZMAN: Higher horsepowe-
locomotives, improvements in maintenance of way
equipment, ~omputer systems, things like that.

MR. McGEORGE: Any other factors?

MR. SALZMAN: Changes in labor
agreements.

MR. MEGEORGE: Anything else?

MR. SALZMAN: I'm sure there are other
things. Those are the things that come toO mind
right now.

MR. McGEORGE: I use 1980 as kind of a
convenient date for thinking in terms of when the
deregulation era began. Has that been a factor

do you think in terms of railroads achieving cost
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savings?

MR. SALZMAN: I'm not sure that
deregulaction itself resulted in cost savings. b i
probably was an instigating factor in requiring
the railrocads to generate additional cost
savings.

MR. McGEORGE: Okay. And how do you
see the deregulation as an instigating factor and
rhen kind of what followed this that did have an
impact on railroad savings?

MR. SALZMAN: Would ynu --

MR. McGEORGE: I'm trying to follow up
on your answer. You said that deregulation might
have been an instigating factor. Maybe ycu can
just follow that up, what other factors were
instigated by deregulation?

MR. SALZMAN: Well, it’'s the fact
that -- I'm not sure I'm answering your question

properly. Because rates declined, you know, we

needed to reduce costs. Some of these are merger

related costs, some are due to the other factors

we mentioned. Like we would see, you know, the
benefits that we're showing here in the summary
of benefits plan as being a key factor in terms
of an additional source of benefits and savings
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that we can urilize to help make ocurselves
competitive.

MR. McGEORGE: Did competitive

pressures becor~ an instigating factor for

savings?

MR. SALZMAN: Well, competition WwWas
always there. Eut I think the rate base
competition, some of the things like what we saw
;n the access to Powder River Basin and what
happened to rates there, what we saw with rates
even after our Katy merger and what‘s happened to

: : markec's .
rates Ln various peo¥IIens.

The average revenues have been coming
down and the railroads have peen forced to bring
their costs down in line. And mergers are one
source of those benefits to help us stay
competitive.

2 - of course, we're also dealing, of
course, not ...y with competition within the
industry, but we have to deal with the
competition intramodally, whereas, K You know,
there are more
rirere--+s-more trucklines that are more efficient,
they have new eguipment, more fuel efficient

equipment. There’'s probably less of the

truckload market or not a whole lot of the
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rruckload market that'’s not unionized, wages have
come down. So it’'s a competitive battle out
there.

MR. McCGEQORGE: Do I understand it
correctly that you didn’'t have the same pressure
on rates during kind of the golden age of ICC
regulation that you’ve had since the deregulation
era began roughly in 19807?

MR. SALZMAN: Well, I'm not a marketing
person. But I think you have an additional
factor there. You have to remember that the
competition between railroads and the other modes
had been there beforehaud, you know, wikh truck:
So that was a factor. But I think the
competition, both intermodally and intramodally,
has gotten stronger and where we see some of the
benefits from the nerger here helping us be
competitive.

MR. McCEORGE: Because that competition

has forced railroads to cut cnsts and become more

efficient, right?
. MR. SALZMAN: Right.

“w

MR. McCGEORGE: I‘ll ask you, from the
UP perspective, have you generally had access to
capital markets in order to finance improvements
ALDERSON REPORTING COMPANY, INC.

(2021289-2260 (870) FOR DEPO
1111 14th ST.. N.W., ath FLOOR / WASHINGTON, D.C., 20005




Gray Tr. at 148-149

(February 26, 1996)
Redacted




Gray Tr. at 154

(February 26, 1996)
Redacted




Gray Tr. at 32-33

(May 17, 1996)
Redacted




Gray Tr. at 45-46

(May 17, 1996)
Redacted




Gray Tr. at 60-61

(May 17, 1996)
Redacted




Gray Tr. at 64-67

(May 17, 1996)
Redacted




Gray Tr. at 67-71

(May 17, 1996)
Redacted




GERALD GRINSTEIN - 2/16/53 HIGHLY CONFIDENTIAL 69

A. Well, the history would tell us that. Wwhen
the railroads were subject to regulatiom in the ’'60s
and '70s, they were performing poorly, and when they

deregulated
got reregulated from ‘80 or, their performance began
to improve and by ‘90 it was significantly better.

Q. And what do you mean by better?

A. There were less bankruptciest2:: there had
been in the ‘708. They were more profitable than they
had been, and they were capable of reinvesting in
plant and providing a higher level of surface to their
customers.

4 Turning to page 64, and the reason for the

gap in the pages I believe is hecause it was

advertiseumnents, but I think the language picks right

up. Your view is that trackage rights do not

necessarily insure unfettered competition; is that
correct?

A. That's what I said.

Q. Do you still hold that view today?

A. Yes. But I mean, the point that I was
making there was part of the answer. 1Is :::Sownership
is preferred to trackage rights, and if you own it I
think you’'re -- you can provide a batter level of

service than you can if it’s trackage rights, so

there’s some disability. A: the same time, if you've

Grinstein Tr. at €9
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Portage
portage to Dubugue track --

A. Right.

Q. -- track; is that right?

A. Yeah.

Q. You ended up buying that track because it
got too cumbersome dealing with the CCP over it; is
that correct?

A. That'’s correct.

Q. Would you view -- aund as I remember this
morning, you agreed with the characterization of
different types of trackage rights, trackage rights
that might be designed to ameliorate a competitive

concern that might be attached to, example, a merger

application, or trac :age righﬁs that might just be

between kusiness partners even. How would you
characterize the CCP trackage right agreement?

Well, it was not very well drafted, because

ra experiencing lousy service, and we didn’'t seem
any recourse to ;Zégzee them to improve it.

So in teuns -

I hope vou didn’t draft ict.

No, sir, I didn’t. In terms of recourse,
one of the important things involved in a trackage

rights agreeme=t would be service penalties --

A. Yes.

Grinstein Tr. at 129
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could be in a positioa to serve your plant after the
merger. I think I finished with my hypothetical, and
now I'm asking you as a shipper, which would you
prefer?

A. Well, I would go to the carrier that'’s
acquired the trackage right:s and say to that carrier,
what assurance can you give me that you’ll make your
service commitments. And if you can’'t get either a
financial guarantee or some certainty about the
service, then you might well prefer the other, but,
you know, we’'re :::ﬁgag-rates out of it.

Q. And I am taking rates out of it, because you
wouldn’t know, I assume, which rates either of the twc
railroads would charge in the future. But I do nat
want to limit you. If you’re thinking of a way that
you can put rates into the picture, I’'d like to
your views.

A. If you were a smart shipper, you'd gu to the

carrier thac served you directly and say what rate are

you going to charge me, aad then you’'d go to the other

one and find out that rate. But you would need

assurance from that carrier that you're going to be
able to get a level of service that allows you, as a
business owner, to be competitive in your relevant

marketplace.

Grinstein Tr. at 151
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Q. I'd like to focus in on those assurances.
For example, would a penalty clause give you some
assurance? And by "penalty clause" what I mean is
some sort of penalty clause that says that if the
tenant railroad is not able to achieve stipulated
service standards over the trackage rights, that the
landlord would have to pay a penalty. Would that be
something that would give you some assurance?

A. T thiak that would be a factor in assurance,
right.

0. Any other factors that come to mind?

A. Is the penalty going to one from the
underlying carrier, the host carrier?

Q. Yes. A penalty that would be paid by the
landlord to the tenant if stipulated service standards
are not achieved.

A. Maybe another way of reassuring a shipper
would be by saying to the shipper, and if we fail to

meet that service requirement, I’ll pay you --

s
*_
3
4

bl
g X
T
3
¢
®

Q. Okay.

A. -- a penalty, and we do that or BN has done
that.

Q. Do you know if BN has done that when the
service is prcvided over trackage rights that it has

obtained from some other railroad?

Grinstein Tr. at 152-153
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A. Well, BN has done it on services that may
involve areas where it has trackage rights as opposed
to its own owned track, yes. Is that what you’'re
asking?

Q. Yes.

A. Yes. We have done that, where you have a
railroad like Montana Rail Link, and we’re se: sing
something from the Midwest in grain going over Montana
Rail Link into the Pacific Northwest. We have given
service guarantees, and if we fail on those
guarantees, then we will pay a penalty.

Q. And do you have some sort of underlying
right against the Montana railway in that situation?

A. If they fail te perform?

Q. In other words, if you have to pay the

penalty because of their failure somehow to give

you --

A. Well, two things about it. Yes, there are

some penalties if they fail to perform, but the other
one is that in most cases with many carriers, you have
a relatively civilized relationship because you each
need each other, and so you don’'t try to go out of
your way to exploit or take advantage of a situation.
That doesn’t apply to all companies, but it does apply

to many of them.
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I thought there might be some exceptions to
that.

A. Ye.s, there are a few.

Q. Again, I'm gcing to have to give you a
context for this next question. And Lhe question
deals with shippers who are physically served by only
one railrocad and who are not able to gain access to a
second railroad through a reciprocal switching
agreement cr some other arrangement. Do shippers in
these situations sometimes convince railroads to lower
their rates or to lower announced rail rate increases
by ctrucking their cargo to nearby stations on
competing railroads?

A. Yes.

Q. Can they be effective with that strategy?

A, Yes.

Q. I‘m going to give you a little bit dif. :rent
context on ancthor shipper situation. In this case,
we’'re talking adout shippers who are not physically

located on any rail line but are within a relatively

short distance of two different competing rail lines.

Can they exert « ompetitive pressure on rail rates by
deciding whether to ship to one line or to the other

lines?

A. If they’'re a big enough customer, they can,

Grinstein Tr. at 154-155
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yeah.

Q. In other words, if oo --

A. And there are ome factors we are sort of
pushing out, you know, that we'’re not considering. I
mean, the cost of handling and a lot of other
subsidiary tbings that might become involved in that.
But where you have a company that has the ability to

use a truck r= access different railheads that will --

they will get -- they do have the benefit of some

competitive pressures.

Q. And some of these shippers are pretty smart,
aren’t they? They play one railroad off against the
other.

A. I have yet to meet a very dumb shipper

Q. And they've been successful in the strategy
of threatening to take their business elsewhere if
chey’re not happy --

A. Well, I mean, every once in a while you call
1 bluff, you know, it’s Lik= a poker game.

Q. And sometimes thev’re successful in that?

A. Sometimes they’re very successful.

MR. McGEORGE: That’s all I have.
Thank you very much.

MR. HEMMER: Could we take a short
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A. No.
Q. and was that matter resolved relatively
quickly with CNW?

A. No.

Q. Were you able to reacn a resclution . ith

CNW?

A. No. It was still hanging fire until the UP
bought the CNW.

Q. Once the UP bought the CNW, was the matter
resolved to both parties’ satisfaction?

A. Well, I think that it was. I don't know
that the UP was totally satisfied with it, but it
became a dormant issue.

Q. Is Burlington Northerm -- has Burlington
Northern been an effective competitor for traffic to
and from Houston and Galveston?

£ We’ve had severe service disability in the
Houston market, and so I would say we'‘re not -- I
vould not claim that we were as good a competitor as
we should be.

Q. Are those service disabilities in the
Houston area?

A. Yes.

Q. Has BN’s abilicy to compete for traffic to

and from Houston been adversely affected by trackage

Grinsi2in Tr. at 161




Ice Tr. at 222-226

Justice'

Let me start off with something on

1, draw your attention to that.

page

A. In my testimony?

- Yes. This actually is one of your
gormer titl ' where you were head of the decision
support and systems a:.alyst department and it
jndicates that you developed Santa Fe’s internal
systems for measuring contribution (revenue less
cost) . I'm going to ask you, first of all, in
terms of those definitions, what do you mean
by -+ I think I kaow what revenue means but what
does cost mean?

A. It does depend. We believe very
strongly that you would have to determine the
cost:s that vary or are affected oy a given
situation or decision. So we try to calculate
contribution. We calculatce costs by determining
the costs that we think change because a shipment
noves.

Q. And is that the same thing as
incremental or marginal costs? V

A. We don’'t really use those terms in this

Q. Are you familiar with those terms?
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o I've heard people use them buc I'm not
confident that people always consistently use
chem with the same definitions.

0. Let me see if I understaad. Do you
mean the COSES that are attributed¢, for example,
to ccrrying one additional carload of traffic?

A. No, I 4o not.

Q. What do you mean by cost, then?

A. Again, the costs that would occur
associated with the movement. So if there is a
portion of the rail cthat'’s used up because o. the
ca: moves, then the cost of expending that
resource would be one of the costs.

5 And so when you say contribution, that
could be a shorthand for revenue miaus the costs

as you define them?

R 1"!1.40"","1“

A. Yes.
Q. Is tha: the same thing as the concept
of contribut.on to overhead or contribution

toward fixed cost?

A. We have a portion of our costs that we

knew are fixed and, yes, when we make these
calculations, we detrermine the contributions
before the fixed costs and then we show the fixed
costs below the line and then the total

ALDERSON REPORTING COMPANY, INC.

(202)289-2250 (800) FOR DEPO
1111 14th ST, N.W,, 4t» FLOOR / WASHINGTON, D.C., 20008




contribw:ion affixed costs.

. Why is it important to measure

con;ribucion?

A. It's important to know for your lines
of business that each piece of business is
concributing rowards fixed cOsts and that it is
appropriace in our portfolio. We also measure it
so we can see shipments and zompare the various
kinds of shipments sO that we can make
improvements. And the system that we’'re

we first put it out
referencing here when we--fiFst-put--out clearly
was a catalyst of the places that our operations
were not as e.ficient as they could or should be
and w2 put initiacives in place to change those
things.
Q. At one point during your testimony, YOu

indicated that BN/Santa Fe would be competitive

for traffic over the trackage rights where YOou

could make money.

A. Yes.

Q. When you used the term make money, is

that the same OTr roughly the same as making a
contribution towards fixed cost?

A. Yes.

Q. and does t"is operate rhe costs that
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you've described? Does this operate as 3 price

£100%? In other words, 1is that the lowest

possible grice you might ever charge?

MR. WEICHER: Excuse me, Mr. McGeorge,
put I'® not sure I heard a predicate. Does this,
ghat was the this?

MR. MCGEORGE: This concept of making a
;on:ribution.
MR. WEICHER: Okay.
BY MR. MCGEORGE:
Q. Does that decermine your price floor?
A. Yes, in large part. Wichin the
parameters of, again, thinking about the costs
that vary by the decision you make. 1 mean, it’'s
possible, when you asked about marginal costs, it
might be possible if someone would ask us to move
one car one time and we knew we were going to run
no more trains OT anything else, We might put
something on there that might -- but even in that
definition, I would suggest it was covering the
costs it ijncurred obecause of ic.
Q. Does this mean you would never
knowingly price a service at less than that

amount, being the amount that covers the costs as

you’'ve defined them?
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A. I gave you a definition or si.uation

chat you might see a negative number. There are

some others that we might do this. I can’'t say

we nevar would. Again, you have to think about

now it fits into the rest of the network. Empty
return might be another situation.

0. Let me turn it on the other side. Are
there occasions in which the railrocad, a national
railroad, which I assume includes BN/Santa Fe --

MR. WEICHER: Thank you.
BY MR. MCGEORGE:

o 1 -- would price its service at an amount
that just barely covered these costs and mades a
contribution towards fixed cost, if that’: the
most you could get and still move the traffic?

A. Yes.

Q. I‘m going to move to the BN/Santa Fe
traffic right negotiations with UE. actually,
with SP. And I'm taking you back to the
Burlington Northern/Santa Fe merger case now.

A. Okay.

Q. I'm going to follow up a question which
you’ve answered before. Why did the SP
settlement agreement specifically mention UP and
no other railroad that could have acquired SP?

ALDENSON REPORTING COMPANY, INC.

(202)289-2260 (800) FOR DEPO
1111 14th ST.. N.V/., 4th FLOOR / WASHINGTON, D.C., 20008




Ice Tr. at 518-519

518

Q. I marked it in the margin there in
black pen.

A Okay. I'm sorry, what was your
question?

9. My question is do you think UP/SP’'s
assumption of a 50/50 split between up and SP for
the traffic to which BN/SF will gain access is a
reasonable assumption?

rR. WEICHER: If you accept his
assimption that that is what UP/SP is saying,
pecause I think you said you didn’t read the
statement.

THE WITNESS: No, T didn’'*" read the
statement. I'm not comfortable with suggesting a
given percentage. As I said earlier, you know, I
looked at the amount of revenue and carloads that
were available for the various lines and was
comfortable that we could gain a significant

enough amount of traffic that we could

effectively compete and the agreement would be of

penefit to us, but bayond that I don’'t have a
specific percentage.
BY MR. EDELMAN:
Q. Thank you. Would you anticipate
increased employment for BN/Santa Fe as a result

ALDERSON REPORTING COMPANY, INC.

1202)289-2260 (300) FOR DEPO
1111 14th ST., N.W., 4th FLOOIt / WASHINGTON, D.C., 20005




519
of the September 25 agreement if it goes 1into
effect?

A. That depends to some degree upon the
decisions that are made about reciprocal
switching or how switching services are provided,
rerminal services, whether we utilize our rights
ro have UP/SP provide crews. But, if we gain a
significant amount of additional business, that
could very well add to the work lcad and then we
might need tc add people, yes.

Q. I direct your attention to paragraph 92
E of the settlement agreement please, page 16.

A. Okay.

Q- Can you read that paragraph to
yourself, please.

A. I1've read 1it.

& Okay. Now. is ic fair to characterize

this as an agreement between BN/Santa Fe and

vp/sSp for a preferential hiring arrangement of £

an eligibles list for a three-year period?
A. I believe so, Yyes.
Q. How did you arrive at a three-year
period?
MR. WEICHER: I‘m going to direct you
not to answer insofar as it reflects any
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Kauders Tr. at 165-167

165
actually be up to 28 cents a mile if we wanted to
take into account this Keddie-Stockton/Richmond
line I believe. Take a look at footnote 2 on
page 305 and just see if you agree with me.

A. That‘s what the footnote indicates.

Q. Okay. Now, let me take you back to
what I understand that you said earlier when we
were looking at your matrix in Kauders 2 which is
cthat all of these numbers should be increased by
about 10 percent to take into account the weight
in the locomotive which is reflected in the mills
per ton mile figures but not in the cents per car
mile figures; is that correct?

A. if I had a car that weighed 30 tons on
an empty basis, that would translate to -- and
let’'s say it was a bulk move, instead of
receiving 3 cents a car mile, we would receive
roughly 9.9 cents a car mile in order to take
into account the weight of the locomotives. I

pelieve you would be correct based on that

reasoning.

Q- So, if we took the numbers in column 3
in the line for the UP/SP-BN/Santa Fe settlement
agreement, instead of 24 to 25 cents a mile, we
should have approximately 26.4 cents to 1.3
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It would appear that way, Yyes.

g Okay. And would we make the same
adjustment to one other item here, I was going to
suggest that you lock somewunere around 304 and
305. I believe that we had to make an adjustment
also for one other settlement - ~eement that’s
reflected in table 2. This is starting on page
305, the last sentence of 305 going to 306, where
it says also converted to a car mile rate is the
mill per gross ton mile charge from the 1995
agreement between BN/Santca Fe and SP.

A. I have not seen that agreement and so I
don’t know whether or not the same lancuage
appears in that agreement as does in the
UP/SP-BN/Santa Fe@ agreement which is appended to
Mr. “ebensdorf’s statement that woula include --
that would call for the inclusion of the
locomotive in the computation of the gross ton

miles.

Q. Actually I‘'m sure you’'re right, we

would have to go back and look at that agreement?
A. I think we would have to go back to
that agreement in order to be sure.
MR. MCGEORGE: Your counsel has a
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photographic memory it seems like.

MR. HEMMER: He hasn’'t seen it

THE WITNESS: My vague recollection is
that there is a confidentiality clause in tha.
agreement which would precliude me from reviewing
e

BY MR. McGEORGE:

Q. Let’'s just move on to something else.
Are you aware of a distinction between two
categories of trackage rights agreements in thre
context of merger cases? And I’ll give ycu the
two categories, at least make 2 representation
that these are two categories which are oiten
recognized.

The first would be what I would call
remedial trackage rights agreements. That refers
to a situation where trackage rights are given to
another railrcad in order to cure or ameliorate

competitive problems. The second category would

be what I would call the business trade trackace

rights agreements.
In the view of the applicants and I
Commission or Board,
assume also the cemmissiom-cr=buard; these are
trackage rights agreements that are not necessary

in order to cure competitive problems but for
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King/Ongerth Tr. at 673

rhe most difficult parct of the explanation.
service didn’t really improve. Again, it
stabilized a* a level. But it didn’'t really
improve.

And I think the problem is that S.P.
what I would call systemic problems that are
perhaps a lot deeper than perhaps just the
deferred purchase of locomotiv’ And we had a
1ot of other deferred needs that we simply haven’t
been able to address.

Q. Wwasn’t Mr. Moyers named railroader of the
year during this period?

A. (Mr. Ongerth) Yes, he

Q. What year was that?

A. (Mr. Ongerth) I think he was named
railroader of the year for 1994.

9. And what’'s happened to service say in che
.ast year? Has it still scabilized, or is it
getting worse OT getting becter?

A. (Mr. Ongerth) I think it’'s getting
better?

Qs You think it’s getting better?

A. (Mr. Jugerth) I think it’s getting

better. A lot of service is F rception, customer

perception.
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104
what was the due diligence you did. I said, you
know, we had daily discussicns with management of
Union Facilac.

MR. VIOLA: Among other things.
BY MR. MOLM:

o 3 Did you keep any notes from those
communicaciorn”?

A Not that I have.

Q. Did you use such notes in preparing
your fairness opinion leti=r?

Al Absolutely. In the conduct of the
preparation of the financial analysis which 1is
tha documentation that First Boston worka2d on, we
would reflect in the financial analysis tne
discussions that we had with Union Pacific
management on an ongoing basis. And so the
financia. analysis would be updated as part of
those daily conversations to reflect

modifications and variations based on those

discussions.

So, to the extent thst our financial
assessment of the stand-alone value of Southern
Pacific and the valuation of the what we call
synergies changed as a result of those
conversations, that would have been reflected in
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our cnnsistent update of our financial analysis.
Q. Please correct me if I'm wrong, but I
understood that Union Pacific prepared these
synergies data and informaction?

A. Yes. And First Boston recreated Union
Pacific's preparation of the synergies analysis
so that we could prepare our own presentacion of
the valuation of the synergies. Union Pacifirn
did not undertake tn provide a value of the
synergies. They gave us the basic -- they
prepared the basic input to -- that we then

utilized to assess what the valmnte of those

synergies was.

They didn’t tell us what the value was
and then w: told them that it's fa.r. They told
us what they believed the synergies would be and
then we did tne analysis that we ioarmally do to
ascribe a valuation to those compilation of

synergies.

Q.. Give us an example of just one item

that they might have given to you as an example
of synergies and then the steps taken to assign a
value to that?

A. Well, G&A reduction is an example of
one of the line items that we call synergies.
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Peterson Tr. at 27
(February 5, 1996)

27
compared BN/Santa Fe to Union Pacific/Southern
intermodal
pacific for medal traffic for these particular
corridors?

A. Weil, when you say compared, we did not
attempt here to do a detailed physical
compariscn. We produced an overall ana.ysis of
che corridor which provides some important
physical ty_.es of information such as mileage and
so forth and then let a lot of that Dbe said in
the operating plan and the statements of Mr. King
and Mr. Ongerth and others and John Gray and
others and talked probably more about market
shares of business and types of business and the
way some of thcse have existed and are changing
over time.

Q. well, you did say you looked at
schedules; is that not correct?

A. We looked at them to some degree. We

didn’'t have to look, I think we are pretty

familiar with all intermodal schedules in these

corridors.

Q. And that’s for all railroads?

A. Yeah, for the competing railroads,
correct.

Q. pid you review Mr. Sperc'’s testimony in
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Peterson Tr. at 57-59

(February 5, 1996)
57

accessible to us and tney obviously handle that

susiness. And you can go to Appendix A, if you

and lock at this to answer your question.
that UP and

like,
Q. You'’'re not saying, are you,

sp are not effective competitors?

A. Nell, I am ~~
MR. ROACH: Object to the form of the

gquestion.
THE WITNESS: What I’'m saying is that

Santa Fe -- I'm saying that we are acknowledging

in our analysis here, and there'’'s a lot of

analysis, that there are three competitors in

that market. We call it a three-to-two market.

Now, does that mean that there are three

effective competitors for all segments of it? I

would say our analysis concluded that that’s not

the case.

Take the automotive business. . SP has

been totally knocked out of that business because

of its service and other problems. Ycu take the

segments I mentioned like the LTL truck lines and

others, neither we nor SP can compete at that

level. You know, on other traffic, yes, we

handle some carload business, so does SP, so does

Santa Fe we handle intermodal traffic.

ALDERSON REPORTING COMPANY, INC.
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But Santa Fe is by far the dominant
carrier. We and SP are below themnm. And again
this is data that's pefore their merger, before
the BN/Santa Fe merger. Pnd so we can see no
reason why Santa Fe is not going to improve on
its market position.
Q. Who knocked Southern pacific out of the
aitomobile business?
A. UP and SP -- Or excuse me, I‘'m SOrry,
yp and Santa Fe.
Q. Where is the NUMMI plant?
A. The NUMMI plant is in Northern
Califormnia.
< So there are other automotive
ficilities down in the Los Angeles area?
A. Actually Los Angeles at one time had
three auto assembly plants. Today it has none.
Ford had one, GM had two, they’'re all closed.

And it‘’s things like that that have hurt SP and

have resulted in its worsening and worsening

financial situation. SP used to sé've two of
rhose facilities directly.

Q. How did UP knock SP out of the
particular automobile facility markets?

A. Wwell, actuall, SP mostly handled the
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gGeneral Motors business to Los Angeles, UP
nandled the Chrysler business, and Santa Fe had
rhe Ford business. Santa Fe also served Ferd’s
assembly plant near Los Angeles.

We were successful in getting the Ford
pusiness a few~ years ago after building a new
facility f(r them and a lot of other things.

Then Santa Fe oucbid SP for the General Motors

business that SP had. How did they get it?
Built a brancd-new intermodal facility at San
3ernardino, new equipment, better service, tied
in a satellite facility in San Diego which Santa
Fa serves and SP doJesn’t, had the ability to

serve Phoenix en route for GM business, and won

the contract.

I don’t know the details of the
~ontract, but I believe it was a question of
price, service, and perception on GM's part that
they wanted to partner up with, you know, the
best r«ilroad that was gcing to give them the
pest service and be there long term for them.

MR. ROACH: Can we take a ten minute
break when it’s convenient for you.

MR. MOLM: That's fine, we can do it

ALDERSON REPORTING COMPANY, INC.
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Peterson Tr. at 149
(February 5, 1996)

149
So I think, knowing BN'S -~ knowing

BN's existing network, knowing rheir facilities,
knowing their service plan, knowing the reach of
their network, I personally believe they‘ll be
competitive from that area to literally every
market, competitive with us, a lictle better in
some, maybhe we’'ll be a lictcle better in others.
That's unlike gsp which is from there quite
limited in its route structure.

Q. well, if as a result of their cost of
providing service there and more specitically 1§
as a result of the compensation issues for
operating over the rrackage rights that the BN/SF
costs are substantially higher than the cost of
yp/sp, would you expect them LO pe still in a
position tO provide a competitive service?

A. well, if their costs were significantly
higher -- which I know they will not ke. But, if

they were, there may be some impact. But the

impact would pe so small because girst of all the

primary elements of a railroad’s COSEtS have
nothing to do with, you know, rrackage rights
payments OF anything like that, it’s ctheir craw,
their wages, their fuel for locomotives and the
locomotive investment.
ALDER&MQREPORTDK}COMTANY,E“L
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Peterson Tr. at 467
(February 7, 1996)

- ! I believe that'’s correct.

Q. And the reason you used lower diversion
percentages than you did for extended hauls
generally was because of uncertainty as to
whether shipper facilities at either end were
actually open tO Up/Santa Fe and because the
complete nonparticipation by both UP and SP in
the existing routing might reflect factors
causing the shipper to favor the incumbent
carrier?

A. That'’s correct.

2 30 pid you take those same factors into
consideration in arriving at the 40 percent
projection with respect to the intermodal traffic
that you expected BN/Santa Fe to capture between
Memphis and Houstcn?

A. Well, with regard to the two factors
here, the shipper facilities would not be a
consideration bescause we would be talking about

intermodal traffic between Houston and Memphis.

And BN/Santa Fe has very larye modern intermodal

facilities at both Memphis and Houston and, in
fact, better facilities at Memphis than we
currently have.

Now, yes, the fact “hat
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Peterson Tr. at 620-622
(February 7, 1996)

620
optimistic the big mileage savings that we’'re
going to get out of this merger are going to
bring a lot of public kenefits.

Q. And do you understand that, although
you might view a reduction in a number of
employment positicns as a benefit of the merger,
ccher people might look at it cdifferently?

A. I can’'t say how other people may look
at things. They’'re entitled to their
perspective. But my view is that it's
appropriate to translate operating cost savings
into public benefits. And those operating cost
savings include reductions of employment wnich
leads to increased productivity which is one of
the things, you xnow, that drives our country'’s
standard of living.

Q Then you said something earlier, a day
or two ago, about one of the critical things in
putting a merger like this together, assuming it
were -0 be approved, is hiring crews anu you
wouldn‘’t want to do that before the merger. Do
you recall that?

A. Yes.

Q. Do you think the same would be true for

BN/SF in Colorado and Utah and elsewhere where

ALDERSON REPORTING COMPANY, INC.
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tney may have rrackage rights, that they wouldn’'t
want to hire crews tD nandle any traffic they
might 2xpect to be getciag until after the merger
might be approved?

A. Let me answeTr Yyour question, I think
that is a good gquestion. With recsard to the
rzws from LDeaver out to \he Gl2.weed Springs,
Crand Junction area, rhose will ke stacioned out
of Denver and they’1ll just draw those from their
existing crews.

They will need tu put on new crew
districts between rhere and califevnia. T would
expect that BN/Santa F= would dc all theiz
planning, get all their SUpervisors lined up and
so forth ad then, following approval of the
merger, go out and start hiring crews.

I think the experiencs of both BN/Santa
Fe and SP in implementing their setctlement in tae

BN/Santa Fe merger is that it took chem

approximately ruree months tO rhen hire the:

crews, train them, qualify them, and have them
ready to go SO that they had put in an inter.m
haulage agreement which then was superseded by
the trackage rights when the crews were all ready
to go.
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As you know it usually takes the merger
railroads much longer than that to start making
their changes because the imp.:menting agreement
must be reached with the unions and, if they
can’'t be negotiated, then there’s a process that
must take place. Arid we’ve seen that take up to
a year to accomplish.

. Now, you made a comment earlier about
the trackage rights fee paid by BN to UP under
the agreement as often being a small fraction I
think of the overall costs of the movement. Do
you remember that testiminy?

A. Yes.

Q. That would nct necessarily be true, for
example, if a utility in Colorado were using coal
off the Ric Grande from Colorado, would it?

A. Well, I don’'t believe 3N anticipates
serving any mines in Colorado.

Q. Okay. How about Utah?

A. You're shipping Utah coal to Colorado
utilities? I cthink they pretty much do as you
say, draw rheir coal from Colorado.

Q. All right. Ycah coal to a Uta’

ucility, then is the trackage rights fee going to

be a fairly large portion of the cost to BN?

ALDERSON REPORTING COMPANY, INC.
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Peterson Tr. at 990
(February 10, 1996)

any one of BN/SF, UP, or SP have sufficient
capacity to serve all the intermodal traffic
going between Chicago and Los Angeles in your
opinion?

A. Noc today, by no means. Additional
capacity has been added continually over the past
several years. And Santa Fe is adding capacity,
they just opened a new facility at San
Bernardino, they just opened a new facility at a
place called Willow Springs west of Chicago.

That has given them the ability to
handle more business currently than they have
because those are both big inuremental increases
in capacity. I expect Santa Fe will be
successful and eventually fill them up and then
look at expanding those facilities or building
new ones. But they would need additional
capacity to handle 100 percent of the current
market and the future market as well.

Q. Today do any two of the competitors for
that traffic have sufficient capacity to serve
all the intermodal traffic on that corridor?

A Well, it’s sort of I guess a question
of whcother you'’re looking at a comp'etely static

analysis or onz whaeresrailroads can .apt their
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peterson Tr. at 1058-1059
(February 10, 1996)

1058
nad gotten from these statements that you dida'e
have before?

A. No. I don’‘t want to get too long here,

1’1l try to make this concise. As I say I hadn’'t
fscused as much as I should have on how well
BN/Santa Fe will be able to utilize its existing
strategically located terminals to support the
trackage rights and how they won’'t require really
any new terminals or have to establish large
numbers of new crew terminals, crew locations.

Aud I’'ll just give two oOr three
examples. They have a major yard at Beaumont,
chey have a major yard -- multiple yards in the
Houston area, and they have a very important yard
at Temple, Texas, in addition to several other
yvards, huge facilities in the Dallas-Fort Worth
area.

But especially Beaumont will make

possible their serving this whole two-to-one area

at Orange, Texas, Mont Belvieu, Texas, that area

really jﬁst by adding an additional local train
or two at their existing terminal. Similarly
they haQe trackage rights already on us from
Houston down to Bay City and they have a local
train down there that already runs. So it will
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be very easy for them to just extend to Corpus
Chrisci.

And then they will use Temple which is
already a major terminal for them to g _horeh ¢
Waco and serve it, to reach south Ao [ tc _.he
Georgetown railroad to serve the crusaed s*nne
business, ard to come on down to Sap Antonio. So
San Antonio will probably be about the only place
where they would require a new location say for
crews to get on and off.

So the combination of the increased
train frequency that they predicred and
especially this ability to just use these
trackage rights as kind of incremental feeder
lines into their existing terminals and network
is what really impressed me.

Q. Okay. You had men:-icned that, in

regards to the settlement with BN, that you

thought that another railrcad might give adequate

competition; but that you analyzed it aind got
feedback from your customers and decided that BN
was really the best choice. Do you remember that
testimony?
A. Yeah, along those lines, yes.
What I'm focusing on is the fact that
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Rebensdort Tr. at 56-60
(January 22, 1996)

56
rhat CthE only way we could do that was through
merger.

Q:: And how did you come to that
conclusion, did you examine the alternatives and
evaluate them?

A. There are very limited options in the
west to accomplish those obj:ctives. One of them
was either the Santa Fe or one of them was the
Ssouthern Pacific.

Q. And, without acquiring either the whole
of the So thern Pacific or the Santa Fe, did you
consider other possible ways to achieve the
objectives? Did you systematical’y evaluate
those?

A. As I said there were very limiced

options to accomplish those objectives.

Q. I understand that was your conclusion.

And, in reaching that conclusion, what analyses
of alternatives other than merger did you look at
or did you make such analyses?

A. We looked at acquisition of Santa Fe or
Southern Pacific.

Q. Did you look at acquisition of
reasonably extensive trackage rights from
Southern Pacific or Santa Fe to effect a

ALDERSON REPORTING COMPANY, INC.
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shortening of routes and a streamlining of

routes, for example?

W We looked at acgquisition of either
santa Fe or Southern Pacific.

s o I understand that that is what you
looked at. But my question is is that all you
looked at or did you systematically evaluate or
analyze other ways to achieve your strategic
objectives?

MR. ROACH: I think at this point
you’'re lapsing into arguing with the witness who
has answered your guestion twice. I'm let him
answer one more time.

MR. HUT: My problem is the witness has
been cooperative until now and now he is not
being responsive.

MR. ROACH: I don’'t agree.

MR. HUT: I'd like to get an answer and
he hasn‘t told me he doesn’t understand the
question.

THE WITNESS: I'm going to repeat
again, we looked at acquisition of either Santa
Fe or Southern Pacific in order to achieve the
objectives that I previously defined for you.

BY MR. HUT:

ALDERSON REPORTING COMPANY, INC.
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west?
A. We came to the conclusion that the only

way we could accomplish that was through
acquisition of one of those two railroads.

Q. And, in order to reach that conclusion,
aid you consider alternatives, did you evaluate
and/or model other alternatives?

A. It was the assessment of our people
rhat to go to either Santa Fe or Southern Pacific
and ask for essentially trackage rights through
the heart of their system was a nonstarter.

Q. So you didn‘t do any study of that
alternative?

A. We looked at acquisition.

Q. And you didn’t look at anything else?

A. We looked at acquisition of the two
railroads.

Q. Did you look at anything else?

MR. ROACH: Asked and answered. And I

am going to instruct him not to answer. He just

told you that they concluded that it would not Dbe
productive to go to these railroads and propose
trackage rights. It’'s obvious in that answer
that he considered that. You've asked him this
at least five times now. Excuse me, I have a
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BY MR, BUT:

Q. So do I. What Mr. Roach stated, was

¢hat your inswer, is that you did consider it and

evaluate it, correct, do you agree with that?

A. We considered whether or not it would
even be likely that the trackage rights that I've
described through the heart of both Santa Fe or
Southern Pacific’s system would even be
reasonable. As I indicated to you, we concluded
that was a nonstarter; that, if we were going to
achieve these objectives, we had to acquire one
or both of those railroads.

Q. Was an objective of yours, i» order to

premier
make sure that ycu were the ImEESiasEsc-rail carrier
in the west, an effort to identify and alleviate
any capacity constraints on -he service you could
provide your shippers?

A. I'm sorry, could you repeat the
question.

premier

Q. In achieving the role as premiere rail
carrier in the west which you identified as one
of the objectives in connection with the SP

acquisition, was a part of that an effort €O

eliminate any -- or siganificant capacity
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Rebensdorf Tr. at 58-60
(January 22, 1996)

58

2 B Did you ever consider, 0o connection
with shortening routes OT extending networks,
whether that could be accomplished through
rrackage rights or some other device without
acquiring the entirety of Southern Pacific or
santa Fe?

A. We felt that the only wav we could
accomplish this was to acquire either Santa Fe or
3out' »rn Pacif.c.

Q. Sir, that is not my question. I know
rhat thac’s what you cencluded. But what d: you
do in order to reach those conclusicas, did you
make the evaluation that I just described with
respect to the adequacy of tracikage rights?

A. Could you describe for me what vou'rxe

saying ~hat we looked ar? I’'m nct sure I

understand your question. .'m telling you that,

in order to achieve those objectives, that we
looked at either acquisition of Santa Fe OF
Southern Pacific.

Q; and did you consider any other ways to
achieve the objectives short of the acquisition
of santa Fe or fouthern pacific such as che
acquisition of trackage rights, for example, to
£i11 in the gaps in ysur route structure in the
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west?

A. We came to the conclusion that the only
way we could accomplish that was through
acguisition of one of those two railroads.

. And, in order to reach that conclusion,
did you consider alternatives . did you evaluate
and/or model other alternatives?

A. It was the assessment of our people
that to go to esither Santa Fe or Southern Pacific
and ask for essentially trackage rights through
the heart of their system was a nonstarter.

Q. So you didn‘’t do any study of that
alternative?

A. We looked at acquisition.

Q. And you didn‘t look at anything else?

A. We looked at acgquisition of the two
railroads.

Q- Did you look at anything else?

MR. ROACH: Asked and answered. And I

am going to instruct him not to answer. He just

told you that they concluded that it would not be
Productive to go to these railroads and propose
trackage rights. 1It’s obvious in that answer
that he considered that. You’ve asked him this
at least five times now. Excuse me, I have a
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BY MR. HUT:

0. ¢o do I. What Mr. Roach stated, was

that your answer, is that you did consider it and

evaluate 1it, correct, do you agree with that?

A. We considered whether or not it would
aven be likely that the trackage rights that I ve
described through the heart of pborh Santa Fe or
southern Parific’s system woild eve. be
reasonable. As I indicated to you, we concluded
that was a nonstarter; that, if we were going to
achieve these objectives, we had to acquire one
or both of those railroads.

Q. Was an objzctive of yours, in order to

premier
make sure that you were the EEIEs3eEE-rail carrier
in the west, an effort to identify and alleviate
any capacity constraints on the service "~ou could
provide your shippers?

A. I'm sorry, could you repeat the

guestion.
premier

Q. In achieving the role as premiere rail
carrier in the west which you identified as one
of the objectives in connection with the SP
acquisition, was a part of that an 2f£fort to
eliminate any -- or significant capacity
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Rebensdort Tr. at 119-121
(January 22, 1996)

A. I never heard that.

Q. Have any customers told you about such

opposicion since September 1395, the day you

nego:iated this agreement?

A. Customers saying what? What is it?

. Expressing in words or substance
opposition to the merger, even with the BN/SF
vrackage rights deal, on the grounds that it
would weaken competition.

A. Again you would have to talk to the
people that are dealing directly with the
custome: .

Q. You have not heard that directly or
indirectly?

A. I have not heard that, no.

N Divactly or indirectly?

A. I haven’t heard it either directly or
indirectly.

Q. Did you ever undertake as part of your
strategic planning analysis at any time an
evaluation that compares trackage rights to sale
or divestiture as a remedy for anticompetitive
effects asserted at two-to-one points?

A. Could you repeat the question.

Q. Sure. At any time, as part of your
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,;rategic planning exercises ur otherwise, have
you compared trackage rights on the one hand to
gale OF divestiture of lines on the other as a
cemedy for :.aims of anticompetitive effects
gewo-CO-0ne points?

A. We immediately focused on trackage
rights as the competitive alternative and to my
knowledge did not consider sale. In fact, we
made it very clear right up front that we were
not going to sell the Cotton Belt, we were not
geing to sell the DRGW.

Q. The guestion was intende to be a
lictle broader, Mr. Rebensdort. Let me try this
and see how it goes, outside of the spec=ific
two-to-one points that were at issue in the SP
acquisition, in connection w'.th any acqguisition
or as a general proposicion, have you made a

comparison Or seen any comparison between

trackage -ights on the one hand and sale or

divestiture on the other as a compecitive effects

femedy?

. Are you saying outside of the UP/SP
Merger?

o 1 Inside or outside.

A. Anywhere?
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You bet.
Not that I can recall.
MR. HUT: This is a good time for a

br 2ak.
(whereupon, at 1:05 p.m., the

deoosition in the above-entitled matter was

cecessed, to reconvene at 2:05 p.m., this same

day-)
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Rebensdorf Tr. at 141-142
(January 22, 1996)

BY ME. BUT:
- 1 Did you consider whether, in the event

of a sale of the lines to Conrail as Conrail

proposed or to KCS as KCS proposed, that some of

the lost benefits could be obtained through
rrackage rights granted to UP/SP after the

merger?

MR. ROACH: I'm sorry, can I hear it

THE REPORTER: "Question: Did you
consider whether, in the event of a sale of the
lines to Conrail as Conrail proposed or to KCS as
KCS proposed, that some of the lost benefits
could be obtained through trackage rights granted
to UP/SP after the merger?"

MR. ROACH: I‘'m going to instruct him
not to answer that.

BY MB. HUT:

Q. Did you discuss the KCS
proposals with anybody within UP?

A. Yes, the KCS and Conrail proposals were
discussed internally.

8. With whom? You can treat them
Separately for purposes of the answer.

A Well I'm not sure I can sit here and
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game every person that was involved in these

discussions within UP. Certainly, with regard to

the conrail proposal, this was discussed with

xk Davidson, there was discussion with our

pic
marketing folks, there was discussion with our

corporate people on that particular proposal.
Q. Excus. me, let me interrupt. what do
you mean by corporate people?

A. Oour corporate finance, corporate legal,
and obviously Drew Lewis.

Q. How many people all told would you say,
can ycu estimate it in any way?

A I couldn’c even venture a guess.

Q. How about KCS?

A. KCS, there was discussion within the
railroad, particularly again involving Dick
Davidson, our marketing people, Jim Dolan, our
vice president law was :nvolved in that since e
sat in on I believe all three of the meetings we
had with KCS, ard there was also some discussion
wi-h seme of our operating peopl ' on the KCS
Proposal.

Q. Neither alternative I take it was ever

presented to the Union Pacific Corparation boarad?

A. No.
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Rebensdorf Tr. at 170-172

(January 22, 1996)
170

youf verified statement on service standards, the

;rackage rights grants made from UP to BN/SF, who
uill control dispatch on those line segments?

A. If it is a line where B8N/Santa Fe has
rrackage rights under Union Pacific, Uaion

pacific will be doing che dispatching on the

line.

Q- You do have, dc you not, a set of prior
rrackage rights agreements with BN/SF?

A. We have trackage rights with both the
former Burlington Northern and with Santa Fe.

9 Have you had any disputes of which you
are aware, and by you I mean Union Pacific, with

either Burlington Northern or Santa Fz2 with

raspect to those trackage rights grants?

A. There are no major disputes that I can
even -hink of. And, in fact, if you look at
Union Pacific’s system, major access to major
locations is over trackage rights on both of
those railroads. We access th2 biggest £reight
market in the west via trackage rights over Santa
Fe with Riverside and Daggett, Californmia;
that's how we get into Los Angeles.

We operate into Seattle and Tacoma with
Surlington Northern, we have trackage rights
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petwaen Seattle and Portland over the Burlington
Northern. We operate into the Powder River Basin
on @ joint track that is maintained and
dispacched py Burlington Northern, essentially
you might call it trackage rights toc the extent
ic’s maintained and dispatched by BN, major
ronnage moving over that line. Our main line
pectween St. Louis and Texas involves ctrackage
rights over the Scuthern Pacific, between ;2;%;
Missouri, and Dexter Junction, Missouri.

Trackagze rights are an accepted
practice in the U.S. railroad network. Without
it there wouldn’t be any network. And for Union
pacific, wituout it we would not have access to
major points. The fact that we are a very strong
competitor to BN/Santa Fe in all those markets
attests I think to the fact that trackage rights
are a tried and proven alternmative to direct
access on your own railroad.

s And it was an alternative indeed
available to you in lieu of the acquisition
achieve scm=2 of the beneficé such as route
cecnsolidation, shorter routes, and the like
you believe you have obtained?

A. I'm sorry?
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- 3 Trackage routes were an alternative

available to you in lieu of an acguisition or a

gerger to achieve some of the very benefits that
you pave earlier identified in terms of route

consolidacion, streamlining, and the like?
A. Trackage rights where?
Q. Trackage rights over the SP.

MR. ROACH: Asked and answered.

You can answer it again.

If you want to take all day asking him
the same guestion two and three times, he can
answer it again. You asked him about six times
whether he considered it and he told you it was
not even worth considering because it wasn’t
feasible.

MR. LUBEL: He just launched into a
speech about how woqderful tra-kage rights are.
He opened it up.

THE WITNESS: Hold it. Let me just
repeat it again. You're putting us into a
position of saying go to Santa Fe, go to Southern
Pacific and ask for trackage rights over the
heart of their system. Again that was ES

nonstarter. As I said this morning at least

three times, that was the reason that we looked
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Rebznsdorf Tr. at 272 74
(January 22, 1996,

~ines, you're talking of a railroad > ¥ g
single track, €eéntralized traffic control, with
sidiags “hat are relatively close. So we would
not anticipate that, while B¥/Santa Fe crains arn
running against the {low, that they would incur
delay ajain because of the Provision for equal
dispatch and utilizing the faciiity that we have
out there.

Q. Just so I understand, wha- you're
saying is that trains moving in eit! . ons
direction or thz cther are goning to be Put on a
¢ ding while the train going the opposite
direction is allowed to pPass; is that correct?

", O That's tvypically what haprpens.

€ Ckay. Do you antic‘pate that tl.is
grant of trackage rights ard the line sales unde -
the agreement with BN/Santa 7Fe is going to
increase traffic for EN/Santa Fe?

A. Oh, I think that the applicacion
Clzarly shows that, $450 million ¢ additional
revenue,

Q.. Sorry, for BN/Sant: Fe?

A. That’'s right, thut'’'s what I'm saying,
$4°0 million cf additional revenue. 2,4 right
after this settlement was signed, BN/Janta Fe
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made an announcement that they saw this as a
potential for a billion dollars additional market
poteantial. They made a public announcement to
that effect.

Q. If UP had an arrangement that would
give it that revenue in that kind of range,
ctraffic in that kind of range, would you
anticipate thare would be an increase in
employment for UP?

A. lLet me make sSure I understand your
gquestion. If UP’s revenues were to go up by a
villion dollars, would there be an increase in
employment?

= A Yes.

A If you're talking of increased volume
which is probably the ouly way you're ever going
to achieve that type of revenue increase, I‘don't
know ..ow the employmenc couldn‘t help but gc up.

Q. So was it reasonable in ycur experience

as a strategic planner to assume that employment

should go up on BN/Santa Fe as a result of this

agreement?

A. I would be hard-pressed to see whyv it
would not. But again that's all relative to the
base that you’rs looking at. I mean, to sandle

ALDERS(V  REPORTING COMPANY, INC.

'202).%9-2260 (800) FOR DEPO
111° 14th ST, N W., 4.~ FLOOR / WASHINGTON, D.C., 27005




274
rhis additional business, I would anticipate
BN/Santa Fe is going €O have to add additional
pecple.

Q. Thank you. Now, I direct your
attention to paragraph Se. And this provides for
am I correct a preferential hiring off an
aligible list; is that correct?

A. That 1is correct.

g And that this preferential biring would
be for a three-year period, correct?

A. That is correct.

Q. How did you arrive at three years?

6 Through negotiation.

Q- who has planned to determir. 2 the
criteria for eligibility?

A. I‘'m not sure of your question.

- Do you know the criteria for who gets
on the eligible list?

A. The criteria would be any employee that

would be adversely affected, particularly in this

one provision was -- if I can answer this without

getting into trouble.

MR. ROACH: Well, don’'t disclose the
details of the back and forth in the <ettlement
ralks, that’s my standing ijnstruction. You can
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Rebensdorf Tr. at 302-303
(January 23, 1996)

PREOCRER NG S
MR. EDELMAN: I guess we should say a

fFow prel.minary remarks, we're continuing the

deposition of John Rebensdorf. Do we need to

swear Mr. Rebensdorf again or I can just remind
him that he’s still under oath?
MR. ROACH: You can reminu 2im as far
as we’'re concerned.
MR. LUBEL: That will be everybody's
understanding then.
EXAMINATION BY COUNSEL FOR RAILWAY
ILABOR EXECUTIVES’ ASSOCIATION AND
UNITED TRANSPORTATION UNION -- Resumed
BY MR. EDELMAN:
Q. Mr. Rebensdorf, you understand you're
still under oath?
A. Yes.
= B8 All right. Continuing with my
questioning from last evening, I wanted to ask
you a few guestions regarding your views on the
efficacj”ot trackage rights which is something
you discussed early in your testimoay. As I
understand it, it’s your view that generally

trackage rights are as effective as running oan

your own tracks?
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A. It isn‘t generally. Trackage rights
are as effective as running on your own tracks.

Q. So in your mind two railroaads running
on the same track is as effective as two
railroads running over their own track through
the same area?

A. If there's adeguate capacity, all
things being equal, that is correct.

& And the length of the distance being
rraveled is to your mind not an impediment to the
efficacy of the trackage rights operar.on?

A. Not at all.

' Are you familiar with the sSP’'s trackage
rights requests in the CNW/UP case?

A. Not in any detail.

24 Now, I have a couple ot questions about

the Burlington Northern/Santa Fe transaction and

ycur involvement in that. Did you have any

involvement in evaluating the consequences of
that transaction for UP?

A; I'm not sure I understand your
question.

Q. pid you have any iavolvement in
evaiuating the consequences of the Burlington
Northern/Santa Fe merger for UP?
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Rebensdoif Tr. at 451-460
(January 23, 1996)

designed to represent the trackage rights
component only?
Yes.

Okay. And we're asking for dollars per

Well, you’'ve --
Or dollars per j.oss ton?

0 Excuse me. You’'ve got these in gross
tons; is that correct? That's the way the charge
works?

A. That'’'s correct.

Q. So for grecss ton would one multiply
1,382 times .00317

A. That’s correcet.

Q- All right. So would you accept subject
to check that that’'s $4.29 cernts per ton, per

gross ton I should say?

MR. ROACH: We’ll accept it subject to

THE WITNESS: Yes.
BY MR. McBRIDE:
Q. Now, tura back, if you would, o page

306. If this were movement at the 3.1 mill rate,

you show the revenue variable cost ratic for

UBP/SP of the same ch=cge to bs 148 percent. Am I

ALDERSON REPORTING COMPANY, INC.

{202)289-2260 (’0J) FOR DEPQ
1111 tawh ST., N.W., éth FLOCOR / WASHINGTCN, D.C.. 20008




correct on that?

A. That is correcet.

Q. All right, sir. Wourld you accept
subject to check, therefore, that the variable
costs for Union Pacitic om this movement, the
trackage rights charge we just agreed subject to
check being $4.29 cents would be about $3?

Accept subject to check.
And I said about.
Fair enough.

) So that there's one dollar and 20 some
cents d.fference between the variable cost to
UP/SP and the trackage rights charge to BN/SF.

Do you accept that?

A. In the example you’'ve cited, yes.

Q. So that the revenue variable cost ratio
to BN/SF for this movement is goimng to 2 lowe>
than it will be for the UP/SP because L. charges
to BN/SF will be higher in variable ~oOsSts than to
the UP/SP?

A. Restate the question.

Q. Will the revenue variabl2» cost ratio to

UP/SP for this movement under the example we've

been using be higher than to the BN/SF because

the variable costs of UP/SP are lower thaan those
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associated with the trackage rights for BN/SF?

A. If you go to page 307 in r.- testimony,
and 1 don't want to get into a lengihy discussion
here cf costing, Eut you’'re focusing on the
variable costs. And, at a given point in time on
a variable cost basis, what I have shown here is
that we are in the range of 140 percent of
variable costs.

But, as I state om 307, that these
trackage rights are l-ag-term. This is a 99 -year
agreement. And we have got to be somewhere
betwea2n our variable cost ar.d our fully allocated
cost over a long period of time. As I look at
these trackage rights, I've got to look at this
as a 99-year agreement, not as a snapshot, what
is BN's variable costs going to be vis-a-vis my
costs o a given day.

Q. But you can’'t tescify for BN/SF as t0o
whether it looks at it the same way, can you?

A.  Vell, I thigok you would have to ask
BN/Santa Fe that question. But, as I've stated

before, BN/Santa Fe feels very confident that at

these rate levels they will Dbe competitive ia all

of the corridors that we’'re talkiang about.
Q. Competitive again against UP/SP or
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against other regions of the country?

A. Competitive in serving the two-to-oOne
customers anc competitive in the corridors for
pusiness moving ia those corridors.

8. Now, is it a fact that UP/SP -- or upP
at least has stated that it's going to defer
nonessential maintenance in the central corridor
for five years?

a. I don’'t know where you ever picked that
up, I know nothing about that.

Q. Is it a fact that UP has ha2d some
substantial capacity coastraints in the last year
or two?

A. There are points on our railrocad where
we have had capacity constraints.

Q. And what points might those be?

A. We are having capacity constraints

South
particularly from south Morrill, Nebraska, to
North Plat.e, Nebraska; from North Platte,
Nebraska, to Gibbon, Nebraska; Gibbon, Nebraska,
to some extent to Kansas City; in the corridor
between Fremont, Nebraska, aand %::c Denison,

Iowa; in the corridor between Litcle Rock,

Arkansas, and Marshall, Texas; in some of the

Texas corridors going west from Marshall toward
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Houscon; in the San Antonio-Laredc corrider. We
have had some capacity problems in the Kansas
City area, particularly between Ransas City and
Topeka. Would you like me to go omn?

Q. Please.

A. We'’'ve had some capacity problems in the
Chicago area. We have had some capacity problems
on the portica of the east -west main line that do
not have reverse running centralized craffic
control. And we have had some capacity problems
in the Blue Mountains between Nampa, Idaho, and
Hinkle, Cregon.

Q- And is it a fact that cervice problems
on the UP got worse following the merger with the

and North Western?
Chicago Norchwestexrn?

A. It is a fact that we have had some
service problems receatly. It is not a £act that
that can be attributed strictly to the
acquisicion of the Ckhicago Northwester:n.

Q: Bear with me, I'm pearing the end.

Has UP/SP stated what reciprocal switch

charges would Dbe along the central corridor after

the merger?

A. Ta reciprocal switch charges for
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Q. For shippwzs generally, are there going
ro be different char’'es for each shipper or
location?

. Under what agreement? Are we calking
about the BN/Santa Fe settlement?

Q. Yes.

A. The charges is the switch charges
within this agreement?

Q. Yes, sir.

A. They have oot been determined. But I
would also like to poimt oucr to you that we have
publicly anncunced that the Southera Pacific’s
reciprocal switczh charges would be lowered once
the merger 1is approved.

Q. Have you-deCermined how much lower?

A. No.

A Wwill that vary from locatiom T
location?

A. That has aot been detarmined yecC.

Q. Wwhen do you think that might Dbe
determined?

A. I would suspect that we would make 3

determination on that as we get closer to the

date of merger coansummation.
Q. So you would expect thean that the
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