sTB FD 33388 6-23-97 A 180274Vl 14/14




BEFORE THE
SURFACE TRANSPORTATION BOARD

FINANCE DOCKET NO. 33388

CSX CORPORATION AND CSX TRANSPORTATION, INC. AND
NCRFOLK SOUTHERN CORPORATION AND
NORFOLK SOUTHERN RAILWAY COMPANY

--CONTROL AND OPERATING LEASES/AGREEMENTS--
CONRAIL INC. AND CONSOLIDATED RAIL CORPORATION

JOINT VERIFIED STATEMENT OF
WILLIAM H. SPARROW 4ND WILLIAM J. ROMIG




BEFORE THE
SURFACE TRANSPORTATION BOARD

FINANCE DOCKET NO. 33388

CSX CORPORATION AND CSX TRANSPORTATION, ™NC. AND
NORFOLK SOUTHERN CORPORATION ANL
NORFOLK SOUTHERN RAILWAY COMPANY

--CONTROL AND OPERATING LEASES/AGREEMENTS--
CONRAIL INC. AND CONSOLIDATED RAIL CORPORATION

JOINT VERIFIED STATEMENT OF WILLIAM H. SPARROW
AND WILLIAM J. ROMIG

My name is William H. Sparrow. I am Vice President-Financial
Planning, CSX Corporation. I have a Bachelor of Arts degree from The John
Hopkins University. I held various Financial Department positions with Chessie

System from 1967 to 1985. From 1985 to 1994, 1 was Vice President-Treasurer,

CSX Corporation, at which time I became a Vice President-Capital Budgeting

and Planning, which title was changed to Financial Planning in February, 1996.

My name is William J. Romig. I am Vice President and Treasurer of
Norfolk Southern Corporation (NS), headquartered in Norfolk, Virginia. I
graduated from Kansas State University with a B.S. in physics in 1966. 1
obtained an M.B.A. from the University of Maryland in 1971 and a D.B.A.-
Operations Research from the University of Maryland in 1975. I was first
employed by Norfolk and Western Railway Company in 1977 as Director-
Operating Systems. I became Assistant Vice President-Management Information

in 1980. When NS was formed in 1982, I became Assistant Vice President-Costs




and Insurance. I became Assistant Vice President-Finance in 1983 and was

appointed Vice President and Treasurer in 1992.

We are each familiar with the terms of the agreements between NS and
CSX pertaining to their proposed acquisition of control of Conrail Inc. and the
use and operation of certain assets of its subsidiary, Consolidated Rail
Corporation (individually, "CRC": collectively with its parent Conrail Inc..

"Conrail").

The purpose of this Joint Verified Statement is to set forth and explain
the general corporate structure of the “continuing Conrail" and related matters,
including the method chosen by CSX and NS to provide for the in-place financial

liabilities of Conrail Inc. and CRC.

CSX and NS currently are each S0% voting members of a limited
liability company, organized under Delaware law, named CRR Holdings LLC.
In CRR Holdings LLC, NS has a 58% equity interest and CSX a 42% equity
interest. CRR Holdings LLC in turn is the owner of the entirety of the Common
Stock of Green Acquisition Corp., which in turn beneficially owns (subject to a
voting trust which will terminate upon the effectiveness of approval of the
Transaction by the STB) all of the Common Stock of Conrail Inc. which has
ceased to be a public company. Conrail Inc. in turn owns all of the stock of
CRC. As is described elsewhere in the Application, CRC, upon the "Closing

Date" referred to in the Transaction Agreement between the parties, will convey

and assign to two subsidiary LLCs, to be called New York Central Lines LLC

and Pennsylvania Lines LLC ("NYC" and "PRR") (collectively, the




"Subsidiaries"), those of the assets of CRC which will be operated, respectively,
by CSXT and NSRC ("Allocated Assets"). NYC will enter into an "Allocated
Assets Operating Agreement” with CSXT and PRR will enter into an "Allocated
Assets Operating Agreement"” with NSRC. Those Operating Agreements will
cover the assets of the present CRC which will be operated by the two carriers,

CSXT and NSRC.

CSXT and NSRC will, from the Closing Date forward, be responsible
for all of the operating expenses and new liabilities attributable to the assets
which they are operating. However, it is expected that most of the pre-Closing

liabilities of CRC, its parent, CRR and their subsidiaries will remain in place

CRC will pay its pre-Closing Date liatilities, including its debt
obligations, out of payments received, either directly or through NYC and PRR,
from CSXT and NSRC in connection with the Allocated Assets and the Shared
Assets Areas, which payments are described below. Applicants intend and expect
that such payments will be more than sufficient to permit CRC and its
Subsidiaries to (1) cover their operating, maintenance and other expenses,

(2) discharge and pay all of their obligations as they mature, (3) provide

dividends to Conrail Inc. sufficient to permit it to discharge its debts and

obligations as they mature, and (4) receive a fair return for the operation, use and

enjoyment by CSXT and NSRC of the Allocated Assets and Shared Assets Areas.
However, if for any reason (and none is presently foreseeable) these sources of
funds to CRC. its Subsidiaries and Conrail Inc. prove insufficient to permit them

to pay and discharge their obligations, NS and CSX have agreed in the




Transaction Agreement (Section 4.3) that CRR Holdings LI.C shall provide to

CRC such funds as are necessary to permit CRC, iis Subsidiaries and Conrail Inc.
to do so. Such additional capitai contributions will be made by NS and CSX in
the proportion 58% and 42% respectively. NS and CSX have paid in excess of
$10 billion for Conrail, and there is little likelihood that they would permit this
valuable asset to fall into bankruptcy 2s long as NS and CSX themselves have the

resources to prevent it.

Under the various agreements, CSXT and NSRC will make payments
to NYC and PRR with respect to the Allocated Assets and will make payments to
CRC with respect to the Shared Assets Areas. With regard to the Allocated
Assets, the Allocated Assets Operating Agreements provide that CSXT and
NSRC will be responsible for all the operating expenses, maintenance costs. taxes
other than income taxes, and new liabilities attributable to the assets ez h will be
operating. In addition, the Allocated Assets Operating Agreements provide that
CSXT and NSRC will each pay to NYC and PRR respectivelv an Operating Fee
for the privilege of operating, and retaining all revenues and profits from, the
Allocated Assets. The Operating Fee in each case will be equal to a fair market
rental for such assets, which rental will be determined by an independent
appraiser selected by CSXT and NSRC. CSXT and NSRC will also lease
equipment from NYC and PRR and make fair market lease payments for such
leases. The Transaction Agreement further provides that the total Operating Fees
and equipment lease payments to PRR and NYC shall be allocated initially as of

the Closing Date between NSRC and CSXT in the ratio 58:42.




The Shared Assets Areas Operating Agreements also require  _XT and
NSRC to make payments to CRC to cover CRC's operating and maintenance
expenses and taxes other than income taxes; CSXT's and NSRC's respective
shares of such payments will be determined on a usage basis. In addition, the
Shared Assets Areas Operating Agreements require CSXT and NSRC to make
equal payments to cover CRC's capital expenditures and to pay an interest rental
(the "Interest Rental") based or a fair return on the fair market value of the
Shared Assets Areas, which value will be determined by an independent appraiser
selected by CSXT and NSRC. The Interest Rental will be paid by NSRC and

CSXT in the ratio 58:42.

The Transaction Agreement contains an estimate by CSX and NS that
the total of the fair market rentals for the NYC Allocated Assets and the PRR
Allocated Assets. the Interest Rental for the Shared Assets Areas, and the basic
rent under the Equipment Leases of equipment from CRC to CSXT and NSRC',
will be $750 million per annum. While that estimate is not binding, the parties
believe that it constitutes a reasonable estimate. The actual amounts will be
determined following the valuation process through the appraisal referred to

above which will be conducted prior to the Closing Date. Revaluations will take

place at six-year intervals following the Closing Date. The periodic revaluations

following the Closing Date may result in revision of the ratio of 58:42 that is

applicable commencing on the Closing Date.

Although the determinations of the fair market rentals for the NYC
Allocated Assets and the PRR Allocated Assets and the Interest Rental for the

Shared Assets Areas have not yet been made, NS and CSX expect that those




amounts and the usage fees under the Shared Assets Areas Operating Agreements
will be more than sufficient to permit CRC, its Subsidiaries and Cenrail Inc. to
pay all of their operating and maintenance expenses and taxes, to pay all of their
obligations as they mature and to provide NYC, PRR and CRC a fair return for

the Allocated Assets and the Shared Assets Areas.

The Allocated Assets Operating Agreements and the Shared Assets
Areas Operating Agreements are long-term, but are of limited duration. Each of
the Allocated Assets Operating Agreements has a primary duration of 25 years,
withi two renewal periods of 10 years each. Each of the Shared Assets Areas
Operating Agreements has a primary duration of 25 years, with renewal periods
of a duration calculated with reference to the remaining useful life of the Shared
Assets. At the end of the terms, the parties may renegotiate these arrangements
or may elect, by agreement, to continue the existing arrangements. If CSXT or
NSRC does not renew or otherwise continue the operating arrangements, the
Allocated Assets will return to the pertinent Subsidiary of CRC (as would be the
case in the event of an un.ured default by an operator under the Allocated Assets
Operating Agreements), unless other arrangements for the operation of the

Allocated Assets were made, in each case subject to the provisions of law and

regulations of the STB or other regulatory authority at the time in effect which

may be pertinent to such return or alternative arrangements.

The Transaction Agreement (Section 8.9) provides that under certain
circumstances CSX or NSC, or both, may effect a reorganization by exchanging
its owziership interest in CRR Holdings LLC and its subsidiaries for a conveyance

of its Allocated Assets or the stock of the Subsidiary that owns such Allocated




Assets. No authority from the STB for this is being sought in the present

Application. It is not anticipated that any such reorganization would be effected

until such time, if any, as the same might be done without material adverse

federal income tax consequences to the parties concerned.

Statements made in this Joint Verified Statement concerning the
piovisions of the Transaction Agreement and of the Ancillary Agreements
identified therein are summaries, intended to provide a useful condensed version
of the provisions of those agreements and forms of agreement to the reader and
do not purport to be complete. They are qualified by reference to the texts of the
Transaction Agreement and the forms of Ancillary Agreement which are found in

Volume 8 of this Application.




VERIFICATION

[, William H. Sparrow, declare under penalty of perjury that the

foregoing is true and correct. Further, I certify that [ am qualified and

authorized te file this verified statement. Executed on the lcr“‘day of

June, 1997.

//// //// et /_// ké’ /////’//)1 %

William H. Sparrow




VERIF'CATION

I, William H. Sparrow, declare under penalty of perjury that the

foregoing is true and correct. Furtuer, I certify that I am qualified and

authorized to file this verified statement. Executed on the | ‘Th‘day of

June, 1997.

///’ 7,;,,_((// x_///,//,//, )

William H. Sparrow




VERIFICATION

I, William J. Romig, verify under penalty of perjury that I am Vice President and Treasurer
of Norfolk Southern Corporation, that I have read the foregoing document and know its contents,

and that the same is true and correct to the best of my knowledge and belief.

Executed on June } , 1997

o TS N

wlc g

William J. Romig )




VERIFICATION

I, William J. Romig, verify under penalty of perjury that I am Vice President and Treasurer
of Norfolk Southern Corporation, that I have read the foregoing document and know its contents,

and that the same is true and correct to the best of my knowledge and belief.

Executed on June ,’ ) , 1997.

sallco g

William J. Romig ]




ABC
ACJR
ACWR
ADBF
AF
AGLF
ALAB
ALQS
ALS
ALY
AMHR
AN
APD
AR
ARA
ARC
ASRY
ATW
AVR
AWW
BAYL
BB
BCLR
BDRY
BEEM
BITY
BLE
BLOL
BMH
BNSF
BPRR
BRC
"RW
BS
BSOR
BVRY
CA
CALA
CBL
CBRM
CC
CCKY
CCRA
CEIW
CERA
CF
CFWR
CHR
CHRR
CHTS
CIND

RAILROAD COMPANIES INTERCHANGING WITH CR, CSXT, OR NS

Ann Arbor (Mich. Interstate)
Akron & Barbertcn Cluster
Ashtabula, Carson & Jefferson
Aberdeen, Carolina & Western
Adrian & Blissfield

Alehama & Florida

Atlantic & Gulf

Alabama

Aliquippa & Southern

Alton & Southern

Allegheny & Eastern
Landisville

Apalachicola Northern
Albany Port District
Aberdeen & Rockfish
Arcade & Attica

Alexander

Ashland

Atlantic and Western
Allegheny Valley

Algers, Winslow & Western
Bay Lines

Buckingham Branch

Bay Colony

Belvedere & Delaware
Beech Mountain

Bristol Industrial Terminal
Bessemer & Lake Erie
Bloomer Line

Beaufort and Morehead City
Burlington Northern Santa Fe
Buffalo & Pittsburgh

Belt Railway of Chicago
Black River & Western
Birmingham Scouthern
Buffalo Southern
Brandyv.ine Valley
Chesapeake & Albemarle
Carolina Southern
Conemaugh & Black Lick

Chillicothe-Brunswick Rail Maint.

Chicago, Central & Pacific
Chattooga & Chickamauga
Camp Chase Industrial
Central Indiana & Western
Central of Indianapolis
Cape Fear

Caney Fork & Western
Chestnut Ridge
Chesapeake

Chester Valley

Central of Indiana

June, 1297

CIRR
CiSD
CLNA
CMGN
CMPA
CN
CP
CPDR
CR
CRL
CRLE
CSKR
CsL
CSO
CSS
CSXT
CTN
CTR
CTRN
CUOH
CUVA
CWCY
CWRY
DC
DER
OL
DLWR
DRHY
DT
DV
EARY
ECBR
EEC
EFRR
EIRC
EJE
EJR
ELKR
EPRY
ESHR
ETRY
FCEN
FEC
FGLK
Fl
FNOR
FRR
FWCR
GAFL
GBRY
GC
GMRY

Chattahoochee Industrial
Colonel’s Island
Carolina Coastal
Central Michigan
Madison

Canadian National
Canadian Pacific
Carolina Piedmont
Ccenrail

Chicago Rail Link
Co= Rail

C&S

Chicago Short Line
Connecticut Southern
Chicago, South Shore & South Bend
CSX Transportation

Canton

Clinton Terminal

Central of Tenn. Ry & Navigation
Columbus & Ohio River
Cuyahoga Valley

Caldwell County
Commonwealth

Delray Connecting Railroad
Dunn Erwin Rwy.
Delaware-Lackawanna
Depew, Lancaster & Western
Durham Transport

Decatur Junction

Delaware Valley

Eastern Alabama

East Cooper & Berkeley
East Erie Commercial
Effingham

Eastern lllinois

Elgin, Joliet & Eastern

East Jersey Railroad and Terminal
Elk River

East Penn

Eastern Shore

East Tennessee

Florida Centrai

Florida East Coast

Finger Lakes

Flats Industrial

Florida Northern

Falls Road

Florida West Coast

Georgia & Florida
Gettysburg

Georgia Central

Great Miami & Scioto




GNRR
GNWR
GR
GRWR
GSM
GSWR
GU
GWRC
GWWE
GWWR
HB
HCRR
HESR
HMCR
HRRC
HRS
IAIS
IC
ICRK
IHB
ILW
IN
INRD
IOCR
IORY
ISRR
ISSR
JEFW
JKL
JTFS
JVRR
KBSR
KCS
KJR
KT
KWT
LAL
LANO
LC
LIRC
LNAL
LRS
LSRC
LT
LVRR
LW
LXOH
LXVR
MBRR
MCER
MCLR
MCRR

RAILROAD COMPANIES INTERCHANGING WITH CR, CSXT, OR NS

Georgia Northeastern
Genesee & Wyoming
Grand Rapids Eastern
Great Walton

Great Smokey Mountain Rwy.
Georgic Southwestern
Grafton & Upton

Georgia Woodlands
Gateway Eastern
Gateway Western
Hampton & Branchvi'le
Honey Creek

Huron & Eastern
Huntsville & Madison County
Housatonic

Hollidaysburg & Roaring Springs
lowa Interstate

lllinois Central

Indian Creek

Indiana Harbor Belt
lllinois Western

Indiana Northeastern
Indiana

Indiana & Ohio Central
Indiana & Ohio Railway
indiana Southern

ISS Rail

Jefferson Warrior

J. K. Line

Juniata Terminal

Juniata Valley

Kankakee, Beavervilie & Southern
Kansas City Southern
Kiske Junction

Kentucky & Tennessee
KWT Rwy.

Livonia, Avon & Lakeville
Lancaster Northern
Lancaster & Chester
Louisville & Indiana
Louisville, New Albany & Corydon
Laurinburg & Southern
lLake State

Lake Terminal

Lycoming Valley
Louisville & Wadley
Lexington & Ohio
Luxapalila Valley
Meridian & Bigbee
Massachusetts Central
McLaughlin Line
Monongahela Connecting

June, 1997

MDDE
MDLR
ME
MGRI
MIDH
MJ
MKC
MMID
MMRR
MNJ
MPA
MS
MSCI
MSE
MSO
MSTR
MVRY
MWHA
NBER
NCR
NCVA
NCYR
NDCR
NECR
NERR
NHRR
NOPB
NOW
NPB
NS
NSHR
NSR
NTRY
NYA
NYCH
NYLE
NYSW
OCTL
OGEE
OHCR
OHIC
OHRY
OMID
OSRR
PAL
PAM
PBL
PBNE
PBR
PBRR
PDRR
PICK

Maryland & Delaware
Midland Terminal
Morristown & Erie

MG Rail

Middletown & Hummelstown
Manufacturers’ Junction
McKeesport Connecting
Maryland Midland
Mid-Michigan

Middletown & New Jersey
Maryland & Pennsylvania
Michigan Shore

Mississippi Central
Mississippi Export

Michigan Southern
Massena Terminal
Mahoning Valley

Mohawk, Adirondack & Northern
Nittany & Bald Eagle
Northern Central

North Carolina & Virginia
Nash County RR

NDC Railroad Co.

New England Central
Nashville & Eastern

New Hope & lvyland

New Orleans Public Belt
Northern Ohio & Western
Norfolk & Portsmouth Belt Line
Norfolk Southern

North Shore

Newburg & South Shore
Nimishillen & Tuscarawas
New York & Atlantic

New York Cross Harbor
New York & Lake Erie

New York, Susquehanna & Western
Oil Creek & Titusville
Ogeechee

Ohio Central

Ohi-Rail

Owego & Harford

Ontario Midland

Ohio Southern

Paducah & Louisville
Pittsburgh, Allegheny & McKees Rocks
Philadelphia Belt Line
Philadelphia, Bethlehem & New England
Patapsco & Back Rivers
Pine Belt Southein

Pee Dee River

Pickens




RAILROAD COMPANIES INTERCHANGING WITH CR, CSXT, OR NS

PIR Pittsburgh Industrial TSBY Tuscola & Saginaw Bay
PJR Port Jersey TSRR Tennessee Southern
POV Pittsburgh & Ohio Valley TTIS  Transkentucky Transportation
PPU Peoria & Pekin Union TTR Talleyrand Terminal
PRV Pearl River Valley TYBR Tyburn

PRYL Port Royal UCIR  Union County Industrial
PSR Pittsburg & Shawmut UMP Upper Merion & Plymouth
PTSC Port Terminal Railroad of South Carolina UP Union Pacific

PUCC Port Utilities Commission of Charleston URR Union Railroad

PVRR Pioneer Valley VR Valdosta

PW Providence & Worcester VRR Vaughan

QBT Quincy Bay Terminal VRRC Vandalia

RBMN Reading, Blue Mountain & Northern WCOR Welisboro & Corning
RCC  Red-Mont WCTR WCTU Company

RJCM R.J. Corman, Memphis WE Wheeling & Lake Erie
RJCN R.J. Corman, Allentown WGCR Wiregrass Central
RJCP R.J. Corman, Pennsylvania WHOE Walking Horse & Eastern
RJCR R.J. Corman WJ West Michigan

RJCW R. J. Corman, Western Ohio WKR  Western Kentucky

RSM Railroad Switching Serv. of Missouri WNFR Winifrede

RSNR Red Springs & Northern WSOR Wisconsin & Southern
RSR Rochester & Southern WSRY Winamac Southern

RT River Terminal WSS  Winston-Salem Southbound
SAN Sandersville WTNN West Tennessee

SB South Buffalo WTRM Warren & Trumbull
SBLN  Sterling Belt Line WTRY Wilmington Terminal
SBRR Stourbridge WW Winchester & Western
SBVR South Branch Valley WWRC Wilmington & Western
SCRF  South Carolina Central WYEC WYE Transportation
SCTR South Central Tennessee YARR Youngstown & Austintown
SCXF  South Central Florida Express YB Youngstown Belt
SGLR Seminole Gulf YKR Yorhrail

SH Steelton & Highspire YVRR Yadkin Valley

SIND  South~rn Indiana

SLRR St. Lawrence & Raquette River

SM St. Mary’s

SLRS Switching Management Services

SOM  Somerset

SRC Strasburg

SRNJ Southern Railroad of New Jersey

SSDK Savannah State Docks

ST ST Rail System

STLH St. Lawrence & Hudson

SUAB Southern Alabama

SVRR Shamokin Valley

SWP  Southwest Pacific

TASD Terminal Railway, Ala. State Docks

TBRY Thermal Belt

TCKR  Turtlz Creek Industrial

TMSS Towanda-Monroeton Shippers Lifeline

TPW  Toledo, Peoria & Western

TRRA Terminal RR Assoc. of St. Louis

June, 1997
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In thie Matter of

CSX CORPORATION AND CSX TRANSPORTATION, INC., NORFOLK SOUTHERN
CORPORATION AND NORFOLK SOUTHERN RAILWAY COMPANY
- CONTROL AND OPERATING LEASES/AGREEMENTS -
CONRAIL INC. AND CONSOLIDATED RAIL CORPORATION

STB Finance Docket No. 33388

VERIFIED STATEMENT
OF
JOSEFH P. KALT

INTRODUCTION
Witness Background and Qualifications

My name is Joseph P. Kalt. I am the Ford Foundation Professor of International Political
Economy and Chairman of the Economics and Quantitative Methods Section at the John F.
Kennedy School of Government, Harvard Uriversity, Cambridge, Massachusetts, 02138. I have
also been the Academic Dean for Research, Faculty Chair of the Kennedy School’s
Environmental and Natural Resources Program, Chairman of Degree Programs, and Chairman of
Ph.D. Programs. In addition, I work as an economic consultant with The Economics Resource

Group, Inc., One Mifflin Place, Cambridge, Massachusetts, 02138. The Economics Resource

Group is an economics consulting firm specializing in matters of antitrust and regulated

industries.




I received my Ph.D. (1980) and my Master's (1977) degrees in economics fruin the

University of California, Los Angeles, and my Bachelor's (1973) degree in economics from

Stanford University. | am a specialist in the economics of regulation and antitrust, with

particular emphasis on the natural resource, transportaticn, and financial sectors. 1 have

published, taught, and testified extensively on the regulation of industry in the United States.

Prior to joining the faculty at Harvard in 1978, I served on the staff of the President's
Council of Economic Advisers (1974-1975), with responsibility for economic analysis of
regulated industries, including railroads. From 1978-1986, I served as an Instructor, Assistant
Professor, and Associate Professor of Economics in the Department of rconomics, Harvard
University. In these capacities, I had primary responsibility for teaching the graduate and
undergraduate courses in the economics of antitrust and regulation. Transportation economics
and policy played important roles in these courses. Since joining the faculty of the Kennedy
School as a Professor in 1986, 1 have continued to teach on such matters in graduate courses on

microeconomics for public policy, regulation and antitrust, and natural resource policy.

In addition to my research and teaching, I have testified in numerous legal, regulatory,
and legislative proceedings concerning matters of competition and regulation. | have submitted
expert verified statements before the Surface Transportation Board (STB) aud its predecessor
agency, the Interstate Commerce Commission (ICC), on a number of occasions, including
proceedings related to the merger of Burlington Northern and Santa Fe and the merger of Union
Pacific and Southern Pacific. I have also provided testimony as an expert on mergers and related

issues of competition before the U.S. Congress, the U.S. Federal Energy Regulatory




Commission, the U.S. Department of Commerce, the U.S. Department of the Interior, various

state public utility commissions, the Federal Court of Australia, and in numerous U.S. Federal

Court proceedings. My complete -urriculum vitae is attached to this statement.

In the present proceeding, I have been asked by CSX Corporation and CSX
Transportation (“CSX”) to assess the proposed joint acquisition of Conrail Inc. (“Conrail”) by
CSX and Norfolk Southern Corporation and Norfolk Southern Railway Corporation (“NS”). In
preparing my statement, I have reviewed and relied upon information drawn from a wide array of
public and private sources, including published research and data on railroad regulation and
performance, data and analyses provided to me at my request by CSX Transportation, data and
analysis from public sources, and the analyses and conclusions reflected in the verified
statements of others in this proceeding. The conclusions and opinions expresssd in this
statement are my own. In particular, they have not been produced by or for Harvard University,

and I am not representing Harvard in my capacity as an expert in this matter.

LB Overview and Summary of Findings

CSX and NS jointly propose to acquire control of Conrail and to divide and integrate its
routes and assets into the CSX and NS systems. This reallocation of Conrail’s operations will
expand the respective networks of CSX and NS by incorporating the track, yards, rolling
equipment, and other assets of Corrail intc tue respective rail systems of CSX and NS. In certain
locales, Conrail assets will be used by both CSX and NS, enabling; »sch to market rail services to
customers separately. The basic geographic structure of the expanded rail systems is shown in

Figure 1.




Figure 1

Integrated CSXT and NS Systems
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CSX and NS are both major Class I railroads currently serving the Southeast and

Midwest. Conrail is presently the only railroad operating an extensive network serving the
Northeast north of Philadelphia, with its system also extending into the Midwest to Chicago and
St. Louis. The acquisition of Conrail and incorporation of the coiaponents of Conrail into CSX
and NS will enable them to integrate the nation’s northeastern rail lines into two competing
eastern rail networks. In so doing, CSX and NS anticipate being able to enhance substantially
the quality of rail and intermodal service that they are able to provide, while also introducing
increased rail options in soms of the most heavily utilized transportation lanes in the country. By
rationalizing the integration of the northeastern rail system with the remainder of .he east-of-the-
Mississippi network, CSX and NS also expect to realize significant cost savings and productivity

improvements.

In this statement, I report results of my investigation or the implications of the CSX/NS
acquisition of Conrail for the public’s interest in a competitive and efficient rail system. After
this introductory section, Section II examines the context in which the CSX/NS proposed
transaction is arising, focusing on both the economic factors and historical background that are
helpful in understanding the long-overdue rationalization of the eastern rail network. In Section
II1, I discuss the basic structure of the proposed joint acquisition of Conrail, including the nature
of operational changes the acquisition will permit and the creation of areas where both CSX and
NS will have access to traffic where previously Conrail was the only rail carrier. Section IV

investigates the prospective effects on the performance of the nation’s rail sysiem, including the




service improvements available to the public, the prospects for cost savings, and the

enhancement of competition.

Based on the analyses set forth below, I believe it is clear that the proposed acquisition of
Conrail by CSX and NS promotes the public interest. In reachinug this conclusiun, .everal major
findings stand out:

e The CSX/NS acquisiion of Conrail represents a long-overdue
rationalization of the nation’s railroad system. It is undertaken by two
strong railroad systems that are particularly well-positioned to deliver the
benetits of such rationalization to the public. Without the successful
consummation of the proposed transaction, the nation’s economy will
continue to underperform its potential as a result of the inefficient
integration of its hcavily utilized northeastern rail lines into the rest of the
castern railroad system.

The joint acquisition provides for significant and demonstrable economies
of network integration. These include expanded long-haul, single-line
service, greatly enhanced opportunities for efficient asset and traffic flow
management, and substantial economies of density and scope present in
integiated network operation and management. The measurable benefits
are large: For CSX alone, expected cost savings from its portion of the
Conrail integration amount to more than $470 million annually, and
increased rail traffic attracted by service improvements is projected to be
at least $345 million per year.

The allocation of the various portions of the current Conrail system
between NS and CSX, the creation of notable joint-service areas, and the
provision of dual rai'road service in the few areas where the transaction
otherwise would portend a single post-acquisition rail option promise to
protect and enhance competition. Particularly in the densely trafficked
service lanes emanating into and out of ths metropolitan area of New York
City and northern New Jersey, rail options will be increased for a large
number of shippers.




¢ From a public policy perspective concerned with the public’s interest in a
healthy national economy, the proposed joint acquisition and separate
integration of Conrail by CSX and NS should go forward. The evidence is
compelling that separate integration of the components of Conrail into the
CSX and NS systems will serve the public’s interest by producing
synergies of network integration that cut costs, enhance productivity, and
improve service quality for the public, while, in this case, expanding the
number of rail options :~ some of the most important markets in the
country. More efficient, integrated, and high-quality transportation
linkages are integral to promotion of a productive and internationally
competitive U.S. economy. it should be the role of public policy to see
that the acquisition takes place expeditiously.

IL THE CONTEXT OF THE CSX/NS TRANSACTION — A LONG-OVERDUE
RATIONALIZATION OF THE NATION’S RAIL SYSTEM

ILA The Economics of Integrated Rail Networks

Beginning with major regulatory reforms in the 1970s and certainly since the passage of
the Staggers Rail Act of 1980, the U.S. railroad industry has been on a path of substantial
improvement in its performance and its contribution to the natica’s economy. Such steps as
greater rate flexibility, substantial loosening of regulation in competitive markets, cpportunities
for eruianced service offerings, and restructurings through mergers have brought railroads under
the discipline of dynamic marketplaces. The result has been a dramatic improvement in the
productivity of the nation’s railroad system, with efficiency gains for the system as a whole

estimated to be running by the early 1990s as high as $15 billion per year and operating cost

improvements calculated to be on the order of 25%.' These benefits have been shared by both

: See U.S. General Accounting Office, Railroad Regulation: Economic and Financial Impacts of the Staggers

Rail Act of 1980, GAO/RCED-90-80, May 16, 1990, Barnekov, C.C. and A .N. Kleit, “The Efficiency Effects




the railroads, who have been able to repair previously questionable financial structures and
prospects, and the nation’s shippers, who have had access to a railroad system that is more cost-

effective and that can deliver quality service.

Ownership restructurings have played an important part in the performance of the railroad
industry since the 1970s. The historical ownership boundaries that divided one line from another
and one section of track from another were born of a century of politics rather than marketplace
discipline and incentives. The result was a rail network with boundaries that were largely
economically arbitrary and that inhibited the ability of railroads and their customers to realize the

subsiantial economies of density (i.e., volume) and scope (i.e., geographic and service coverage)

that are inherent in a network-based system. :

Regulatory reform in the 1970s and 1980s and the implementation of reforms since the
Staggers Act have allowed the forces of the marketplace to bear more directly on the ownership
structure of railroad assets. Increased freedom to abandon low-density, unprofitable service and
less public policy insulation of railroads’ profits from market forces have increased the
responsibiiity for performance that is borne by railroad management. Mergers, acquisitions, and

restructurings have been a key consequence. In 1980, for example, CSX Transportation was

of Railroad Deregulation in the United States,” /nternational Journal of Transport Economics, February 1990,
at 21-36; Barnekov, C.C., “Railroad Deregulation: The Track Record,” Regulation, 1987 at vol. 11, no. 1.

For the purposes of this report, the concept of network economies embraces the efficiency attendant to
railroads which arises out of large size (e.g., ability to cover high fixed costs) and broad scope of production
(e.g., ability to offer divers~ service and product offerings jointly at reduced cost). The concept also
encompasses the “external” value to each node (i.e., point served) on the network of having more nodes
located on the network—for example, the telephone network’s value increases to any user of the network the
more people are on the network.




formed by merger of the Chessie System (including the B&O, the C&O, and the Western

Maryland) and the Seaboard system (including the Seaboard Coast line and the Louisville &

Nashville).3 NS was formed two years later out of the Norfolk and Western and the Southern

Railway System." The West saw relatively modest consolidations in the 1980s; however, the
past half-decade has seen the two largest consolidations in railroad history in the BN/Santa Fe

and UP/SP mergers.

These kinds of consolidations and rationalizations of railroad system ownership clearly
have been motivated by the network economies of density and scope that can be reaped by
overcoming the historical balkanization of the nation’s railroad structure. Efficient integration of
network systems permits costs—both overhead/fixed and operating costs—to be saved, as
duplicative facilities and operations are eliminated, interrelated network “nodes” (e.g., junctions,
yards, repair facilities, etc.) are coordinated, and flows on the network are shortened and
quickened. At the same time, network customers comronly realize improved service quality as
speed and reliability are enhanced, their equipment (e.g., shipper-owned rail cars) is more
productively utilized, and the frequency of service is increased. More« v, when new sections
are added to a network, as with the integration of Conrail’s components into the CSX and NS
systems, the scope of the network is increased, enabling customers to realize extended rail hauls

to more distant markets, increased single-line options (with attendant reductions in handling and

' Corporation -- Control -- Chessie System, Inc., and Seaboard Ccast Line Industries, 363 ICC 521 (1980).

Norfolk Southern Corporation -- Control -- Norfolk and Western Railway Company and Southern Railway
Company, 366 ICC 173 (1982).
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classifications, and hence reduced opportunity for damage and delay), shorter routings, and

reduced transactions costs that come from having to deal with multiple carriers.

Interestingly, traditionally regulated and/or publicly owned network industries around the
world, from railroads and pipelines to telecommunications and airlines, are under pressure to
expand the scope of market forces and rationalize operations and ownership.  This appears to be
the consequence, even in the United States, of: i) pressure thai expanding international trade puts
on countries to keep their economies as efficient as possible; and ii) the pervasive impact
network industries have on the performance of economies. As noted by railroad shippers in this
case, virtually no place and no business in tiie U.S. economy is immune from international
competition anymore; and an efficient rail system is a key component to keeping the flow of
goods and materials supportive of industrial competitiveness:

The proposed transaction. would give us [Magotteaux, a maker of steel
grinding ballsj quicker, better access to meet demand wherever it arises.
As a company that relies on barges and trucks, as well as rail, we need
strong intermodal support. Even small companies are moving deep into
international markets.’

ILB The Public Restructuring of the Northeastern Rail System

In this economic and regulatory setting, Conrail stands out as a (remaining) anomaly. As
discussed below, its ownership boundaries and structur: remain the product of political and

legislative responses to past bankruptcies and related crises. However expedient and/or prudent

Statement of Magotteaux; see also Statements of Emerald International Corporation, Griffin Pipe Products Co.,
C.M. Tucker Lumber Company, Castrol North America Automotive, Inc., and Hercules, Inc.
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such responses may have been under contemporaneous circumstances, the result now is a
railroad system in the northeastern U.S. which presents the shipping public with limited rail
options and impedes the development of superior service offerings. Symptomatic of these
shortcomings is the rising and disproportionately high share of traffic tnat has shifted to trucks in
the Northeast. The rail share of intercity freight transnortation (in tons) in the East in 1995 was
12%, compared to 18% for rail nationwide. In CSX-Conrail traffic lanes, this share was only
10% (Gaskins V.S. at Figure 4a). As discussed below, this relatively poor performance in the

Northeast is a penalty now being paid because of past policy de.isions.

The Consolidated Rail Corporation, the rail subsidiary of Conrail, was formed out of
seven bankruot carriers whose networks were too small or too redundant to be financially viable
(see Hoppe V.S.). Not even a series of mergers, including mergers of parallel carriers (e.g., the
Pennsylvania Railroad and the New York Central into the Penn Central) was sufficient to restore
profitability. Two years after its creation by merger in 1968, the Penn Central, which carried

one-fifth of all U.S. rail-freight and in whose territory lay 55% of the nation’s manufacturing

plants, filed for b:snkmptcy.6 The Penn Central bankruptcy was accompanied by eight other

Northeast railroads’ filing for bankruptcy between 1967 and 1973 In this setting, Congrass
created the U.S. Railway Association (“USRA”™) and authorized it to explore options for the

organization of northeastern railways into a new company, Conrail.

Musolf, Lloyd. Uncle Sam's Private, Profitseeking Corporations (Lexington Books: Lexington, MA, 1983),
at 71; and The Reviialization of Rail Service in the Northeast: The Final Report of the United States Railway
Association (USRA, December 1986), at 1-3.

Musolif, at 71. Six carriers would join the Penn Central in becoming Conrail (see discussion that follows).
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Preservation of competition was one of the policy mandates of the USRA, as was the
financial solvency of the ultimate carrier(s) in the Northeast. The USRA'’s preferred “Three
Systems East” plan was to have three carriers serve the Northeast and Midwest with no
monopoly at any miajor location. The USRA’s next most preferred option was to create one
company out of seven bankrupt carriers. The reluctance of the Norfolk & Western and the
inability of the Chessie System to participate in the Three Systems East plan as buyers of lines,
along with Congressional concerns about having to bail out a financially troubled eastern carrier

yet again, yielded an ultimate resolution—seven bankrupt carriers’ mainlines were incorporated

into Conrail.® Hence. the structure of Conrail reflects the coincidental bankruptcy of several

railroads, the reluctance and inability of two carriers to buy into the federal restructuring, and the

sacrifice of perceived competitive vigor for a salvaged carrier’s financial viability.

When the Staggers Act pushed Conrail to address the questions of continued federal
support or privatization in the early 1980s, Conrail’s managemert presented the alternative of
splitting the system into north and south systems, with the north section integrated into CSX and
the south section integrated into the Norfolk & Western—an alternative resembling the present
proposed transaction quite closely. This alternative “was chosen to illustrate how competition
could be enhanced over the eastern half of Conrail’s present route structure and to predict what

opportunities for improvement were possible in the overall operating efficiency of the northeast

¥ The Revitalization of Rail Service in the Northeast, at 1-10 and Hoppe V.S.
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rail system.”™ The alternative was thwarted, however, when Conrail was eventually privatized

under Congressional mandate in 1986.

The case is strong that the network inherited by the privatized Conrail has impeded the
ability of the Conrail system to operate as efficiently and effectively as possible. As one

perceptive shipper observed: “It is no use blaming the railroads. The problem lies in the way in

which the railroads themselves are configured.”'® Figure 1 shows *he Conrail system and Figure

2 sets out the Business Economic Areas (“BEAs”) where Conrail operates. As indicated, Conrail
is the sole Class I railroad providing service into and out of the most densely trafficked lanes on
its system—those to and from the New York City metropolitan area.'' Truck competition has
made huge inroads into the traffic in the New York laies, as shown i1 Figure 3. In fact, truck
competition for service into and out of Conrail’s service territory is pervasive (see Jenkins V.S.,

Gaskins V.S., Hawk V.S., and Anderson V.S.).

Of particular concern from a competitive perspective, shippers and commodity types for
which rail has the best chance of being competitive—e.g., heavy, bulk, and relatively time-

insensitive traffic items—have been left with only one major rail option.l2 Even for these types

Conrail, Options for Conrail—Conrail's Response to Section 703(c) of the Staggers Rail Act of 1980, at
Chapter 11-4.

Statement of Natrochem, Inc.

De minimis volumes of traffic are handled into/out of the New York metropolitan area via the NYSW
(utilizing trackage rights on Conrail beyond Sparta, NJ to Binghamton, NY) and minor haulage arrangements
(e.g., witk BNSF). Similarly small volumes are also handled by the Delaware and Hudson (i.e., Canadian
Pacific) into/out of Newark, NJ via Conrail trackage rights.

As indicated in Figure 2, a number of other smaller BEAs also have seen Conrail as their only Class I option.
These include Boston, Syracuse, Hartford, Williamsport, and Rochester.
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Figure 2

RAIL SERVICE IN CONRAIL BEAs

Conrail Traffic

BEA (Thousand Units)* Class | Railroads Shortline Railroads

New York, NY
Chicago, IL

Philadelphia, PA
Cleveland, OH
Baltimore, MD
Harrisburg, PA
Boston, MA
Pittsburgh, PA
Wheeling, WV
Buffalo, NY
Detroit, MI
Columbus, OH
Toledo, OH

St. Louis, MO

Syracuse, NY
Hartford, CT
Williamsport, PA
South Bend, IN
Indianapolis, IN
Albany, NY
Washington, DC
Youngstown, OH
Dayton, OH
Rochester, NY
Lansing, MI
Binghamton, NY
Chariecton, WV
Cincinnati, OH
Erie, PA
Morgantown, WV
Grand Rapids, MI
Scranton, PA
Lima, OH
Lafayette, IN
Anderson, IN
Fort Wayne, IN
Kokomo, IN
Champaign, IL
Terre Haute, IN
Other

583
360

348
206

- a2 NNNNNDLELDL (4,3 (4]
OO@ODJAUNOONNQSQKQ

TOTAL

SONGON\IQO

)

0

CR

CR, BNSF, CN, CPRS,
CSXT, NS, IC, UPSP
CR, CSXT

CR, CSXT, NS
CSXT

CR, CSXT

CR

CR, CSXT

CR, CSXT

CR, NS

CR, CN, CSXT, NS
CR, CSXT, NS
CR, CN. CSXT, NS
CR, BNSF, CSXT, IC, NS,
UPSP

CR

CR

CR

CR, CN, CSXT, NS
CR, CPRS, CSXT
CR, CPRS

CR, CSXT, NS
CR, CSXT

CR, CN, CSXT

CR

CR, CN, CSXT
CR,CPRS

CR, CSXT, NS
CR, CN, CSXT, NS
CR,NS

CR, CSXT

CR, CSXT

CK, CPRS

CR, CN, CSXT, NS
CR, CSXT, NS

CR, NS

CR, CSXT, NS
CR, NS

CR, CSXT, IC, NS
CR, CPRS, CSXT

NYSW, LI, PW
EJE, CC, CSS, IHB

SLRS

WE, BLE

MMID, MDDE
GETY

BM, PW

BLE, BPRR, PS, WE
WE

BPRR

AA, HESR, TSBY

WE, AA
INRD, GWWR

NYSW, SLRR
PW, NECR, BM
PS, BPRR

css

INRD, ISRR, LIRC
BM, VTR

WE, SBVR, MMID
BLE

GNWR, RSR, LAL

NYSW

BLE, OCTL
TSBY
RJCW
TPW

TPW

* Traffic represents carioads and intermodal trailers of Conrail terminations and interline originations.
~ Includes railroads with more than 5% of the volume in the BEA, as shown by the 1995 STB Waybill Sample.

Source: 1995 STB Waybill Sample
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Figure 3

TRAFFIC MOVING OVER NEW YORK LANES WHICH WILL HAVE TWO
SINGLE-LINE RAIL ALTERNATIVES

($millions/year)

Carload intermodal Truck Total

Lane Lane Lane
Revenue Share Revenue Share Revenue Share Revenue

NEW YORK - CHICAGO $ 567 21% $ 100.3 38% $ 108.9 41% $ 2659

b

@ % NEWYORK - ST. LOUIS $ 153 16% $ 126 13%

W

$ 66.0 70%

NEW YORK - SOUTHEAST $§ 715 ™% $ 304 3% $ 896.6. 90%

Source: 1995 Reebie Trarisearch Database (as rebilled by CFGW).




of traffic, truck penetration has been substantial. This not onl* attests to the strength of truck
competition, but also speaks volumes about the impediments to high-quality rail service that the
politically truncated Conrail network has imposed on Conrail. Numerous commodities that
elsewhere are prime candidates for rail service find truck service in the Northeast to be the
preferred alternative. As one shipper of fertilizer notes: “Put simply, we don’t ship by rail. It’s
not cost-competitive for us.”®> Based on the statements of shippers in this proceeding, trucks are
competitive and/or dominant alternatives for certain shippers of such commodities as fertilizer,"*
bulk salt,'* sand,'é coal,'” and rock.'"® When manufacturers of such products are driven to truck
service—in some cases, entirely'—instead of rail, there is strong indication of a rail system that

cannot be operated efficiently to meet the public’s needs.

The impediments to performance that its structure imposes on Conrail reflect the
system’s lack of efficient integration with the web networks of the primary railroads that it

touches. This is frequently cited as an impediment to service quality in the Northeast. In fact,

numerous shippers commenting on the CSX/NS proposal have cited concerns rcgardixig

deficiencies that would be expected from inadequate network size and integration: poor

Statement of Alger Farms, Inc., a receiver of fertilizer and a shipper of corn and potatoes.
Statement of Ag/Gro Fertilizer Company, Inc.

Statement of Gibraltar National Corporation.

Statements of The Nugent Sand Company and Keener Sand & Clay Company.

Statement of Richmond Power & Light.

Statement of 3M.

Cratements of Alger Farms, Inc. and Richmond Power & Light, which ships coal.
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equipment utilization,”® subpar interchange convenience and speed,’’ inconsistency and

unreliability,""2 high transactions costs,> and loss and delay attributable to excessive interlining

and freight handling.”® Shippers also cite concerns, verging on frustration, about particular
attributes of Conrail’s structure and operations, including concems regarding rate competition,”
shortages of equipment (especially coal and scrap metal cars),”® and port service in the New
York/New Jersey area.”” Conrail’s safety record is a further item of importance to certain
shippers (e.g., of chemicals),”® und, as the Verified Statement of Christopher Jenkins (CSX)

documents, CSX has a better safety record.

In short, the Conrail system as it is currently structured reflects a legacy of political and
legislative concerns that have insulated the system from the marketplace forces that would
otherwise determine its structure and operation. The result is that the present Conrail system

holds potential for as-yet unrealized improvements in its contributions to the nation’s rail

See, e.g., Shipper Statements of Bryce-Milford Grain Corporation, Griffin Pipe Products Co., Hub Group, Ir<.,
Ameripol Synpol Corporation, Westway Trading Corporation, and LCI Ltd.

See, e.g., Shipper Statements of Hawkins Chemical, Inc., Midland Resources, Inc., Nissan North America,
Inc., S&D Application, Inc., and Ajax Turner Company.

See, e.g., Shipper Statements of Long Island Intermodal, 138 Scrap, and Gibraltar National Corporation, and
Tennis Supply Company.

See, e.g., Shipper Statements of Magotteaux, 1nc., Sunds Defibrator, and Duferco Limited.

See, e.g., Shipper Statements of Stein Steel, Mississippi Materials Co., Progressive Affiliated Lumbermen,
Ross Enterprises, and Resource Materials Corporation.

See, e.g., Shipper Statements of American Honda Motor Co., Inc., Mazda Motor of America, Inc., Griffin Pipe
Products Cc., Ogihara America Corporation, Carbonic Industries Corporation, Cabot Corporation, and
Hercules, Inc.

See, e.g., Shipper Statements of Commonwealth Aluminum Corporation, Frankfort Scrap Metal, Co., Hub
Group, Inc., Marine Coal Szles Company, Pen Coal Corporation, Reynolds Metal Company, Colonial Brick
Company, Inc., H. Hirschfield Sons Company, and Davis Industries, Inc.

See, e.g., Shipper Statemeiitc of Atlantic Systems Transport, Inc. and Kimberly-Clark Corporation.
See, e.g., Shipper Statements of Boliden Intertrade, Inc., Lockhart Chemical, and Midland Resources, Inc.
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network. This potential is the source of the willingness to pay for Conrail’s assets that CSX and

NS have manifested in their proposal. This is precisely how well-functioning markets operate to

rationalize ownership structures when those structures are underperforming. The results for both
CSX and NS and the national economy will turn on the success of the specific structures and
operating plans of the twc acquiring carriers.

IIl. THE STRUCTURE OF THE CSX/NS ACQUISITIONS AND INTEGRATION OF
CONRAIL

As set forth in the definitive transaction agreement between CSX and NS and the CSX
and NS Operating Plans (Exhibit 13-CSX and Exhibit 13-NS), CSX and NS will jointly acquire
Conrail and divide operational control of its assets. In its entirety, the agreement is quite
complex, spelling out in detail the allocation of rail lines, classifying yards, repair shops, rolling
stock, locomotives, and other assets. In its essentials, however, the proposed joint acquisition
preserves the routes currently served by Conrail, integrates various of those routes into the CSX
or the NS systems, maintains dual rail options where the transactions might otherwise leave
shippers with a single rail option, and in certain traffic lanes, provides shippers service by two

rail carriers where now only one (Conrail) is available.

To acquire Conrail, the two companies formed a joint entity to purchase all outstanding
shares of Conrail. The contributions of CSX and NS to that entity’s capitalization are
approximately 427 and 58%, respectively. Under the terms of the agreement, certain rail lines,
yards, and repair shops will be operated independently by CSX, others will be operated

independently by NS, and in certain shared assets areas, both CSX and NS will be able to serve




shippers and receivers. Each company will have independent ability to compe.e for traffic over

its expanded network, determining its own schedules, level of service, equipment availability,

and rates.

In arriving at the proposed division of the Conrail system, CSX and NS focused on
producing the best fit with their existing systems to enhance their ability to provide efficient,
high-quality service to customers. In fact, post-transaction CSX and NS will each operate
networks with approximately equal spans ~:ross the entire eastern U.S., serving customers in the
Northeast, Midwest, and Southeast. In the apportionment of the Conrail system, CSX and NS
will each contro! two of the four legs of the so-called “Conrail X.” CSX will operate the lines
between Boston and Cleveland and between Cleveland and St. Louis. In addition, CSX will
operate Conrail’s line between New York and Philadelphia, the line between Toledo and
Columbus, and the line that connects Crestline, OH and Chicago (now owned by NS). NS will
operate lines between Chicago and Cleveland and between Cleveland and northern New Jersey.
NS will also operate the line serving northern New Jersey and Buffalo through Binghamton, NY
and the line between Buffalo and Harrisburg, PA. In addition, NS will operate most Conrail
lines in Michigan, Maryland, Delaware, and Pennsylvania, as well as routes between Toledo and
Detroit, Columbus and Cincinnati, and Columbus and Charleston, WV. In general, trackage

rights presently granted to Conrail by CSX or NS will be assigned to NS or CSX, respectively.

In order to accommodate CSX’s portion of Conrail’s traffic as well as projected increases
in traffic, CSX will undertake certain improvements to lines, connections, and intermodal and

automotive facilities. These improvements will enable CSX to integrate most efficiently the




acquired components of Conrail into its system and form the expanded CSX route structure.”’
Some track segments will be upgraded with double-tracking, cleared for double-stack or muiti-
level traffic, and/or equipped with computerized signaling systems. For example, CSX’s existing
B&O line between Cleveland and Chicago will see substantial investment: the line will be
double-tracked and will be made capable of accommodating high-speed traffic. Connections will
be built to facilitate movement of trains across systems so that the most efficient routings can be
used by the integrat:d system. Intermodal yards and automotive facilities will be upgraded and
constructed to provide efficient support for the specialized train service that CSX will implement

for these commodities.

The proposed joint acquisition of Conrail has a unique aspect that makes it different from

previous rail mergers or consolidations: Several commercially important areas (i.e., North

Jersey, South Jersey/Philadelphia, and Detroit) will be operated as shared assets areas with both

CSX and NS serving customers and/or facilities in those areas where previously Conrail was the
sole rail carrier. Similarly, routes in the Monongahela coal region and at the Ashtabula Harbor
facilities on Lake Erie will be joint-use areas. Since these areas will be accessible by both CSX
and NS, customers loca:cd in these areas will now have single-line service to any point on the
CSX or NS networks (which extend throughcut the Southeas: and to western gateways such as
Memphis, St. Louis, and Chicago). Traffic moving in and out of shared assets and joint-use

areas will be priced independently by the railroad originating (or terminating) the traffic.

*  In fact, some of these investments will be made before the integration so that traffic can flow smoothly on the

first day of the combination.




The structural organization of shared assets and joint-use areas takes one of three forms:
shared assets areas, areas that are allocated to NS and to which CSX will also be able to offer
service, and “2-1” locations where the railroad which is not operating the Conrail line will serve
customers via trackage or haulage rights. The North Jersey, South Jersey/Philadelphia, and
Detroit shared assets areas will be operated by Conrail, which will be jointly owned by CSX and
NS. Within the boundaries of the shared assets areas, some facilities will be operated by the
jointly owned Conrail, and others will be operated directly by CSX or NS, with Conrail
providing local switching, assembling and breaking up trains, and performing routine
maintenance. Also, in such areas where Conrail is providing these services, CSX and NS will be
able to operate their own trains as if in their own territories. In addition, CSX and NS will retain
independent rate-making authority and be able to negotiate rates, service terms and conditions,

and billing arrangements directly with customers.

Costs of operating and maintaining these areas will be apportioned to NS and CSX.
Costs will be split among an interest rental component, an ongoing operations component, and a
component for investment in additional capital. The interest rental will be shared in proportion

with the contribution percentage (i.e., 42% for CSX, 58% for NS). The variable costs of

operation will be divided in proportion to usage.3 % Capital expenditures will be shared 50/50.

The companies have also negotiated a complex set of rules related to investment in additional capital
equipment or betterment of the network that allows each company, in most cases, to proceed unilaterally with
investment decisions, if it so chooses. The agreement also spells out an arbitration process for situations where
the companies cannot agree and unilateral action would interfere with operation of the network.
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In the Monongahela coal region and the facilities at Ashtabila Harbor, NS will operate

the lines and/or facilities, but CSX will have full rights to serve present and future customers.

Finally, in locations where, because of the apportionment of Conrail routes to CSX, shippers

would be losing service from one of two rail carriers that served before the proposed acquisition
(“2-1” points), NS will be given either trackage or haulage rights (at its election). CSX has
identified four locations across the portion of the Conrail system allocated to CSX that are “2-1”
points: Upper Sandusky, OH; Sidney, OH; Crawfordsville, IN; and Indianapolis, IN (see
discussion in Hart V.S.). In locations where volumes are relatively small (as compared, say, with
New York), the option of trackage or haulage gives the receiver of the rights flexibility to adjust
service based on volumes. Although the organization varics across different locations, these
structures give both CSX and NS realistic opportunities to serve both shippers and receivers in

dual-served areas.

After the proposed division of Conrail, the resulting rout: ¢ 2figuration will provide two
railroads that offer single-line service between New York and Chicago, New York and St. Louis,
and the New York area and the Southeast. Figure 3 above summarizes the traffic moving by
truck and by rail in these heavily utilized lanes. In addition to trucks, with the integration of the
components of Conrail into the CSX and NS systems, shippers of industrial and other
commercial goods will have two single-line rail options, providing increased opportunities for
rail versus truck in intensely utilized lanes. NS and CSX will each have two rail route. that
connect the Midwest and the Northeast: CSX will be able to move traffic over a northern route

through Albany and Buffalo and over a southern route using the current CS>s-owned B&O line




extending into the New York/New Jersey area wnth the acquisition of the Conrail lines north

from Philadelphia (along the West Trenton line). NS, meanwhile, will move traffic into and out

of New York/New Jersey over the old Pennsylvania Railroad route through Harrisburg and

Pittsburgh and over the former Erie Lackawanna route via Binghamton and Buffalo. The
routings available over the combined CSX-Conrail system will be significantly more efficient
than the current routings. For example, for traffic moving between St. Louis and certain East
Coast locations, the new routing will be up to 250 miles shorier and up to 24 hours faster (CSX
Operating Plan and Jenkins V.S.). Finally, for traffic traveling up or down the East Coast from
the New York area to the Southeast in lanes that parallel interstate highways I-75, 1-85, or 1-95,
shippers will now have a choice between two carriers offering single-line service. Single-line
service will provide improved consistency and reliabili'ty and will reduce loss and damage
associated with multiple handling (see CSX Operating Plan, Gaskins V.S., Hawk V.S., Jenkins

V.S., and Sharp V.S.).

The new CSX network will offer a broader market reach for shippers in the East,
Southeast, and Midwest. linking these regions by single-line sérvice from north to south and east
to midwest. The expanded CSX network will reach every major origin and destination area east
~of the Mississippi, linking major southeast producers with consumers in the Northeast and
Midwest through single-line service. Additionally, CSX will provide direct service to each of
the major west-of-the-Mississippi railroads at major gateways for transcontinental traffic,
bypassing, when possible, congested facilities and using increased densities for expanding

blocking of cars to improve transit times to western origins and destinations. CSX will serve




major ports from Boston to New Orleans, as well as Montreal, giving shippers the flexibility of
choosing the point of export or import while maintaining the convenience of dealing with a
single carrier. The expanded scope of the network makes specialization of yards and routes
possible. Due to specialization, transit times will improve through expanded high-speed track,

quicker handling and reduced dwell time in yards, and improved coordination of traffic.

The new NS network similarly will offer broader market reach for shippers in the East,
Southeast, and Midwest. NS will link major East Coast ports to transcontinental gateways and to
the industrial heartland of the Midwest. NS will also provide expanded single-line service
between the Southeast and the Northeast. Additionally, through NS’s agreement with the
Canadian Pacific Railway Company (“CP”), NS will obtain haulage rights over the Delaware and

Hudson Railway (“D&H”) to Albany, providing NS with an improved connection to New

England and Canada tiirough interline service with Guilford Transponation.3 ' The NS network

will be nearly equal in size and scope to the CSX network, offering many shippers the choice of

two railroads to serve many origins or destinations in the eastern U.S.

In short, the proposed acquisition will essentially preserve routes currently served by
Conrail, but will do so by putting two carriers into the East Coast-Midwest and East Coast-
Southeast corridors. The expanded networks of the two carriers can be expected to strengthen

the East Coast rail network and enhance the connection of major industrial centers in the interior

CP will gain haulage rights over a Conrail line that will be operated by NS between Detroit and Chicago, via
Kalamazoo, creating a shorter route to the U.S. for customers located in Quebec and Ontario, as well as
overhead trackage rights on NS between Harrisburg and Reading, PA, connecting with CP’s existing trackage
rights at Reading.




of the US. to global gateways along the East Coast. I now tum to an assessment of the

magnitude of these effects and their implications for the public’s interest in a healthy and

efficient rail system.

IV.  PUBLIC INTEREST ASSESSMENT OF THE ECONOMIC EFFECTS OF THE
CSX AND NS ACQUISITIONS OF CONRAIL

IV.A Dimensions of the Public’s Interest

As noted above, one of the factors that played a role in the Government’s original
creation of Conrail was the perception that. in forming Conrail out of seven otherwise-bankrupt
northeast railroads, the financial viability of Conrail would be enhanced by protecting it from
competition from other railroads. From the vantage point of today, it seems that an alternative
strategy might have been to integrate the components of the original Conrail into other,
competing railroads’ systems, thereby enhancing the efficiency and productivity of those
carriers’ respective networks and ensuring the financial well-being of the Conrail lines. This
hindsight, however, is arguably too sanguine about the ability of the “recipient” railroads to
operate effective networks in the environment of regulation that existed in the mid-1970s. It
could well have been the case that restrictions on matters ranging from the negotiation of
contract rates to double-stacking of intermodal units would have made financially sound

integration of the components of Conrail into a Chessie or an N&W problematic at best.

Notwithstanding past impediments, it is clear today that railroads such as CSX and NS
have learned to structure and operate railroads as true networks. With Conrail facing ever-rising

encroachment from trucks, diversion of international traffic to alternative ports, and shipper




frustration with service levels and quality limited by Conrail’s geographic scope, the case is

compelling that the better way to ensure and improve the attractiveness of Conrail’s service in
the marketplace is not to protect it from rail-to-rail competition, but rather to integrate its
components into the networks of two competing railroads such as CSX and NS. Rational
network integration in this way promises to maximize the value that can be derived from

employment of Conrail’s routes and assets.

The public’s interest is consistent with this outcome. The public’s interest lies in
improving the contribution of Conrail’s assets and routes to the economic output of the country.
The proposed CSX/NS transaction promotes this result in three primary ways. First, it will
enable CSX and NS to utilize their respective components of Conrail’s assets and routes to
improve the level and quality of service provided by the CSX and NS rail networks in the eastern
United States. Second, the integration of Conrail’s assets and routes into CSX and NS will
vromote “rationalization” of the eastern railroad network by creating CSX and NS systems that
take advantage of economies of network density and scope. The result will be both lower costs
of providing the service currently available from the separated CSX/Conrail systems and from
the separated NS/Conrail systems, and cost savings for the national economy that arise from the
ability of the new systems to attract traffic away from more expensive highway-based
transportation. Third, the proposed transaction will bring dual rail options into Conrail solely
served areas in the Northeast by integrating components of the system into CSX and NS at
locales where Conrail has been insulated from substantial rail competition. Below, I examine

each of these dimensions of the public’s interest.




IV.B Service Improvements for Existing and New Customers

The predominance of truck transportation, Conrail’s early history of financial and service

difficulties, and the statements of shippers with stakes in the outcome of the present proceeding

all make it clear that the structure of the Conrail network has made it difficult, at best, to utilize
that system to provide the feasible quality and range of services that the public desires. A key to
deriving more value out of Conrail’s system, and the eastern railroad system in general, lies in
improving the services provided to the public. The evidence that the proposed integration of the
components of Conrail into the CSX and NS networks would give those networks the capacity to
improve dramatically service to the shipping public is overwhelming. These service

improvements stand out as the centerpiece of the transaction.

IV.B.1  Benefits to Shippers from Improved Transportation Service

To the extent that the integration of the components of Conrail into the CSX and NS
networks results in improvements in the quality of transportation services provided to the public,
and those improvements come at no additional resource cost or at lower resource cost than the
status quo, such improvements are unambiguously net benefits to the nation’s economy. In fact,
the capacity of enhanced networks to produce more and better service and save costs is precisely

what it means to take advantage of as-yet untapped economies in the eastern railroad system.

Service improvements that can be achieved under the proposed transaction will accrue to
both existing shippers and shippers attracted to the CSX/Conrail and NS/Conrail systems from

other modes and other railroads as a result of the new systems’ improvements. As compared to,




say, operating cost savings (see below), putting a do'lar figure on the net additional value to the
public (i.e., net additions to GDP) of higher-quality transportation service is problematic. This

net value consists of “consumer surplus”—the excess of shippers’ maximum willingness to pay

for the improvements in service and what they actually pay in the marketplace. Unlike directly

observable operating costs, the maximum value shippers place on higher-quality service is not
directly registered in the marketplace or an accountant’s books. Nevertheless, these benefits are
quite tangible to shippers. They are the attributes that can make or break a shipper’s ability to

compete in its markets and a railroad’s ability to attract and hold customers.

Figure 4 shows the range of service improvements that the evidence indicates will
emanate from the proposed CSX/NS transaction. These service attributes are highly valued by
shippers and include: gicaier frequency of service; faster transit times through more efficient
routings, avoidance of congested facilities, and elimination of interline junctions; logistical and
transaction cost savings from working with a single carrier; reduced loss or damage from
reduced handling of cars; improved levels of car usage (including shipper-owned and leased
cars); and access to additional markets. Depending on the shipper, these kinds of service
attributes may translate into lower levels of inventories, shorter inventory holding times,
greater consistency of delivery, better equipment utilization, reduced management time
devoted to logistical activities, and so on (see Gaskins V.S.). Indeed, what the shipper sees as
higher quality translates into fewer resources used by shippers, and hence the economy, to

manage the physical flows of production and consumption.




Figure 4

RAIL SYSTEM IMPROVEMENTS FROM CSX/CONRAIL
INTEGRATION
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New single-line service: One of the primary benefits to shippers arising from the
transaction will be the substantial expansion of the number of points receiving new single-line
service on CSX. Shippers in the Northeast will now be linked by single-line service with
locations in the Southeast and Midwest, and vice versa. Single-line service provides reduced
transit times and increased consistency and reliability of delivery (Hawk V.S., Gaskins V. S., and
Jenkins V.S.). Numerous shippers observe that “single-line service is faster [and] more

reliablc,”32

resulting in increased consistency of deliveries and an improved compeitive position
of rail versus trucks. The importance of speed of delivery is paramount to certain businesses’
capacities to compete in their markets. As a seller of cabinets notes with respect to the absence

of single-line service under the current structure of Conrail:

What happens all too often is that the product we are waiting on gets
routed and re-routed and doesn’t arrive during business hours.”?

For certain products, shippers simply cannot afford delays. Because of contractual obligations or

the perishability or fragility of freight, their shipments cannot withstand multiple handlings or

sitting in a yard or on a siding.3 ’

The provision of single-line service will eliminate the delay associated with interchanges
and will make rail a much more attractive alternative for such shippers. Shippers also note that

dealing with one railroad reduces claims handling, reduces transaction costs, improves railroad

Shipper Statement of Cahokia Marine Service; see also Statements of Reynolds Metal Company, GS Roofing
Producis Company, Florida Silica Sand Company, Inc., and Universal Applicators, Inc.

Statement of Cullman Cabinet and Supply Company.
Statements of Ajax Tumner Co., Dodd Distributing Co., Farm Fresh, Inc., and Floyc Wilcox and Sons, Inc.
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accountability, decreases inventory through better use of just-in-time inventory management, and

allows more competitive business by expanding network coverage.3 4

Overall, increased single-line service provides a large change in the service options
available to shippers, relative to interline service.’® In the East, trucks are highly competitive
with rail (Jenkins V.S., Gaskins V.S., Hawk V.S., and Anderson V.S.). In part, this reflects the
fact that increased transactions costs from dealing with two railroad carriers and increased delays
from imperfect coordination or extra handling can make rail transportation an unacceptable
alternative. Especially for interline movements with two relatively short hauls where traffic
moves beyond the boundaries of the current Conrail system, CSX and Conrail have had little
success attracting traffic even though the distance was long enough for rail to be competitive

(Anderson V.S. and Jenkins V.S.).

An important illustration of the improved ability of rail to compete with trucks where
multiple, short, interlined rail hauls have been competitively weak occurs between the Memphis
gateway and the Northeast. There is currently no direct intermodal service between Memphis
and the Northeast/New England, and interline service has not been attra~:ve because the move
from the Northeast is made up of two relatively short hauls. After the proposed joint acquisition,

CSX will offer single-line service and expects fo attract significant intermodal traffic between

See Shipper Statements of Duferco Limited, Griffin Pipe Products Company, Resource Materials Corporation,
Magotteaux, Inc., Ellwood City Forge, GalvTech, Claxton Poultry Farms, Jerry G. Williams & Sons, Inc., Pitts
Pulpwood Company, Harrison Poultry, Inc., General Shale Products Corporation; see also Gaskins V.S.

As a result of the configuration of the respective CSX/Conrail and NS/Conrail networks, a limited number of
locales would go from single-line to interline service for non-local movements. Such instances, however, are
far outweighed by the cases in which service would go from interline to single-line.
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Memphis and the Northeast: over $56 million in new revenue, with 114,000 truckloads diverted

from the highways (Bryan V.S.). Shippers recognize that single-line service is an important

factor in delivering faster and more consistent rail service and is a component that will drive their

increased utilization of rail (see further below).

Integrated route structures: Several characteristics of the expanded network will
improve scheduling and coordination and thus yield benefits that flow from the improved
integration of route structures. Under improved integration, the post-transaction combination of
CSX and Conrail will lead to higher densities. allowing more frequent service along key
corridors. Currently, shippers may choose alternative transportation modes such as trucks, even
in lanes that currently operate with single-line service, because of delays associated with
infrequent and inefficient single-line service that produces multiple classifications and long dwell

times in yards.

Additionally, the combination of the CSX and Conrail route structures will provide
routings that reduce significantly the circuity of rail routes. This will shorten the distance
traveled over the combined network and make rail a more attractive alternative vis-a-vis trucks.’’
For example, the integration of Conrail and CSX lines will provide a route to St. Louis from a
number of East Coast points that is nearly 250 miles shorter than the current CSX route through
Cincinnati. Similarly, more efficient routings between the Midwest (Detroit and Cleveland) and
Nashville will enable traffic to travel over a route that combines CSX and Conrail lines for a total

transit time that is up to 12 hours faster than at present (Orrison V.S.). In short, greater network

7 Shipper Statements of Imeson Distribution Center and Hawkins Chemical, Inc.
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coverage, both in terms of nodes served and traffic volumes, will provide opportunities to furnish

shorter, faster, and more frequent service alternatives to new and existing customers.

Related benefits io shippers of the expanded and integrated CSX/Conrail route system

arise from access to new market opportunities. Shippers recognize the value to their own

. . : : gl 38 : g
businesses of having rail service to most major cities in the East.” For example, by providing

access to new customers, single-line service between the Southeast, on the one hand, and East
and Midwest, on the other, will benefit shippers of paper products, chemicals, and aggregates,
and will contribute to the vigorous growth of intermodal business.”’ Illinois and Indiana grain

? : . . . 40
will see increased market opportunity though route extensions to feedlots in the Southeast.

In addition to providing single-line rail service to new customers, the integrated network
will increase the efficiency of the nation’s transportation infrastructure by avoiding the drayage
of intermodal traffic: Significant volumes of traffic, for example, currently travel by rail to
Philadelphia and are drayed to the New York/New Jersey and New England areas. Drayage is
also substantial frora Chicago to Columbus and Cleveland, and from Cincinnati to Detroit. This
drayage increases handling, delays, and transit times, and uses expensive trucking services over
some of the nation’s most congested highways where the combined CSX/Conrail will be able to

substitute (Anderson V.S.).

See, e.g., Shipper Statements of Lockhart Chemical, Laclede Steel Company, Pitts Pulpwood Company, and
Venture Commodities.

See, e.g., Shipper Statements of Interstate Paper Corporation, Kimberly-Clark Corporation, and Resource
Materials, Inc.

See, e.g., Shipper Statements of Braswell Milling Company and Bryce-Milford Grain Company.
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Enhanced fleet utilization: In addition to benefits that flow from single-line service and
expanded route structures, shippers will benefit from improved car utilization and availability.
Real synergies in car use exist because traffic patterns over the broader network will enable a
reduction in the number of trips made by empty cars. CSX cars traveling into the Conrail
network often travel back to their origins empty, often passing empty Conrail cars coming from

the other direction en route (Orrison V.S. and Jenkins V.S.).

With the integration of Conrail’s routes into the eastern rail networks, rail systems will
match more closely the nation’s interstate highway system and the pattern of traffic into and out
of the eastern U.S. At present, Conrail’s system is not geographically balanced. In particular,
more traffic moves from west to east than in the other direction (Rosen V.S. and Jenkins V.S.).
With the integration of eastern networks, the reductions in transactions costs and the other
impediments to rationalizing traffic flow across and through Conrail’s boundaries can be
expected to improve the ability of rail traffic to flow in much the same pattern that it does on the
highway system. Specifically, rail cars will more readily move from the Northeast o Southeast,

reload in the Southeast, move deiiveries to the Midwest, and finally reload in the Midwe t and

return to the Northeast.’ This ability to “triangulate” (or “quadrangulate,” in some cases) will

improve the utilization of both system and privately owned t:quipmem.42 With fewer cars
running (or standing) em;ty, a given car fleet can obviously handle more traffic. Shippers

properly anticipate that their own cars will be better utilized, and that availability of railroad-

41

Bryan V.S. and Shipper Statement of the Hub Group.

. Shipper Statements of Part [V Associates and Giles Chemical Industr: . Inc.
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owned equipment will improve under the CSX/NS proposal. This will help alleviate shortages of

specialized equipment used to move, for example, coal, grain, scrap metal, and building

materials.*

Specialization of yards, routes, and connections: One of the important sources of
economies of density and scope on a network that handles multiple types of traffic originating
and terminating at many distinct points is the ability to specialize “nodes” and routes to nodes in
the system. For a railroad, these nodes iniclude yards, where switching and classification occur,
and crossing and branching connections between routes. Specializing the use of nodes by (more
or less) dedicating particular nodes to narticular types and directional flows of traffic can
substantially raise productivity by reducing congestion, permitting the blocking of trains, and
allowing the efficient coordination of arrivals and departures. The proposed transaction promises

to permit CSX to engage in significant specialization toward these ends.

As discussed in the CSX Operating Plan, specialization will occur across a number of
dimensions. This will reduce corgestion, decrease classification within CSX’s system, and thus
improve transit times. Yards will be specialized by geographic flow and type of traffic
aggregation (i.e., system, regional, or local). Separate yards will classify east-west traffic and
north-south traffic, alleviating, for example, the bottleneck and sources of delay in Cincinnati’s
Queensgate Yard, which currently handles both north-south and east-west traffic. After the

acquisition, north-south classification will occur in Avon Yard. near Indianapolis, enabling east-

43

See. e.2., Shipper Statements of Commonwealth Aluminum Corporation. Frankfort Scrap Metal, Colonial
Brick Co., Giles Chemical Industries, Inc., and Davis Industries, Inc.




west traffic to be moved in expanded blocks to be classified in regional yards in Selkirk, NY,

Cumberland, MD, and Buffalo, NY, and then “block-swapped” in Willard, OH.

Because of the greater traffic densities engendered by the transaction. CSX’s Willard

Yard facility will be able to be utilized efficiently as a “hub” where “waves” of trains will be

coordinated, arriving into and departing out of Willard with rapid turnaround.* Blocks of cars

will move either to sp=cific yards in Chicago for local delivery or will move through Chicago to
western railroads without the need for further classification. This will allow CSX traffic to avoid
congested Chicago yards and will allow trains to pass through intermediate yards and move

directly to interchanges or destinations.

Similar reductions in congestion will occur at CSX’s terminus a:. St. Louis, as blocking
within the CSX/Conra’i system will permit trains to flow through to connections with western
carriers within those caiers’ systems (e.g., at Kansas City and Houston). In fact, CSX
anticipates that the specialization of its yards and routes will permit the development of blocking
arrangements with western carriers fcr east bound traffic blocked into such interior CSX/Conrail
points as Buffalo, Albany, and Cumberland (Orrison V.S.). This will enhance service for
shippers west of the Mississippi and further reduce congestion at western gateways, to the benefit

of shippers in the East and West (Orrison V.S.).

Avoiding classification in congested Chicago and St. Louis yards is expected to reduce

transit time by up to two days, and will reduce the uncertainties for shippers that congestion

“ The specialization of classification yards by geographic region offers benefits much like those arising out of

hub-and-spoke innovations of passenger and package (e.g., Federal Express) air carriers.
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creates. Obviously, with Chicago and St. Louis serving as major westem gateways, this will

significantly improve the speed and reliability of transcontinental service.”’ Such improvements

are attributable to the specialization that the integration of Conrail’s components into CSX (and,
per force, NS) will permit. The expansion of economies of density and the scope of the
integration in this way will provide real service improvements from the smoother flow of traffic

and reduced transit times.

In addition to allowing the specialization of yards by direction, increased densities and
scope will allow the specialization of routes and of facilities by traffic type. The combined
volume of CSX plus Conrail plus diverted traffic will ailow for more efficient routings that
separate intermodal from bulk commodities. The CSX B&O line between Cleveland and
Chicago will have high enough densities (50 trains per day, as compared to 25 per day at present)
to allow for the separation of intermodal and bulk traffic. CSX will use the B&O line primarily
for time-sensitive, high-speed traffic, with less time-sensitive, slower traffic routed via Fort

Wayne, IN and Crestline, OH (Orrison V.S. and Anderson V.S.).

CSX has also designed specialized yards and routings for automotive and intermodal
traffic. Automotive traffic will be funneled through yards in Cincinnati, Cleveland, and Chicago
(the Gibson Yard), reducing handling and thus potential damage (Hawk V.S.). The reduction in
congestion that flows from the geographic specialization discussed above will allow the

Cincinnati vard to be used primarily for automotive and intermodal traffic. Empty automotive

“ See. e.g., Shipper Statements of Bryce-Milford Grain, Patterson Frozen Foods, Celanese Mexicana, and Ross

Enterprises.




multi-levels returning from the Northeast will be gathered in Collinwood Yard in Cleveland,
enabling improvement of equipment utilization. Westbound finished vehicle traffic will be
routed to Gibson Yard in Chicago. Similarly, an intermodal network with specialized facilities
and high-speed lines will offer attractive service to/from the Northeast and Midwest and

Northeast and Southeast (Orrison V.S.).

Improved customer service: Finally, CSX plans to upgrade customer service and safety
across the new network to the level enjoyed by current CSX customers. CSX currently has a
computerized customer service process that allows for ordering of cars, preparation of bills, and
tracing of shipments. This system provides a single point of contact for all billing and shipping
instructions (Orrison V.S. and Sharp V.S.). Extending this system to the Conrail shippers that
the expanded CSX will be able to serve will provide shippers with valuable information that
improves their ability to manage shipping schedules. It will also reduce logistical costs by

consolidating logistical functions into a single point of contact and accountability—a matter of

considerable importance to shippers. *

CSX’s integration of the specified components of the Conrail system into its own will
promote safer train service for customers and the broader public. Increased traffic densities will
be accompanied by the upgrading of track segments with additional sidings, double track, and

improved signals. By reducing interchanges, congestion, and classifications, the increased

% See, e.g., Shipper Statements of Magotteaux, Inc. and Duferco Limited.
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single-lining and yard and route specialization attendant to the transaction will also have a

positive effect on safety.

Shippers, especially chemical shippers. are very much aware of the value of improved

safety.47 As discussed above, CSX'’s rate of accidents is among the lowest in the country, and

CSX’s safety record can be expected to be expandea to the portions of Conrail system that it will
operate (Jenkins V.S... Both improved customer information services and safety wiil benefit

shippers.

IV.B.2  Response of the Marketplace to the CSX/Conrail Integration

The natural marketplace response to improvements in service of the kind offered by the
CSX/Conrail integration is diversion of traffic toward the improved service. This diversion,
whether it be from other railroads or from truck or water-borne alternatives, is a registration in
the marketplace of public benefits (see Jenkins V.S., Bryan V.S., Rosen V.S, Hawk V.S., and
Sharp V.S.). Traffic diverts because the shipping public is better off with the new service

offering than with the status quo.

The CSX and NS joint acquisition and separate integration of Conrail’s system is
expected to result in diversions of more than $345 million in traffic revenue to the expanded
CSX. The sources of this figure are summarized in Figure 5 and include diversions from both
other railroads and other modes. The magnitude of the projected traffic attracted by the

expanded CSX is attributable to the importance to shippers of the service improvements

7 See, e.g., Shipper Statements of Midland Resources Inc. and Boliden Intertrade. Inc.
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Figure 5

PROJECTED MARKETPLACE RESPONSE TO
IMPROVED TRANSPORTATION SERVICE FROM
CSX/CONRAIL INTEGRATION

($million/year)

Traffic Revenue Gain

GENERAL MERCHANDISE $121.3
INTERMODAL $158.1
COAL, COKE, IRON ORE $52.5

AUTOMOTIVE $15.4

$347.3

Sources: Jenkins V.S, Rosen V.S., Bryan V.S., Sharp V.S., and Hawk V.S.




enumerated above. The projected diversions derive from detailed studies that project new traffic
for CSX using techniques that examine the choice among modes or carriers based on the service

characteristics of CSX/Conrail versus the alternatives.

Thus, for example, the CSX marketing personnel that examined carload traffic that might

be attracted from truck or barge based their analysis on such factors as new single-line service,
more frequent service, faster transit times, and improved equipment availability (Jenkins V.S.).
Similarly, the study of new intermodal traffic attracted from trucks has considered such factors as
comparative trip time and distance, cost, and frequency of rail service (Bryan V.S.). The
examination of general merchandise traffic attracted from other railroads (both new business and
extended hauls) has been driven by improved routings and the availability of single-line service
(Rosen V.S.). CSX marketing personnel, assisted by ALK Associates, also assessed the
likelihood that, after the integration of Conrail routes, CSX’s extended hauls would enable them
to attract traffic from trucks as a resuit of improved transit times, improved car supply,
reductions in interchanges, and/or the availability of improved routings achieved through

specialization (Hawk V.S. and Sharp V.S.).

In short, the service improvements that generate traffic diversions are precisely the type
of benefits that flow from an efficient integrated rail network, and that are demonstrably
attributable to the transaction at hand. In light of the impediments to quality enhan~ement that
stand-alone Conrail has faced and the evident opportunities for the kinds of substantial service

improvements described here, the projected traffic diversions summarized in Figure 5 are not




surprising. Moreover, it should be kept in mind that the service improvements that attract new
customers to the expanded CSX system will also be enjoyed by current customers, who also care

about transit times, reliability, customer service, safety, expanded market access, and the like.

The evidence on traffic diversions confirms that the proposed transaction promises to
make major contributions to the quality of the nation’s transportation system. These
contributions will be spread across the array of traffic that utilizes CSX/Conrail. Here, I consider

several of the most important types of affected traffic.

General merchandise: General merchandise customers will receive service from the
expanded CSX network and new market opportunities, benefiting both current CSX customers
and Conrail customers on lines that CSX will operate. At a minimum, every CSX shipper will
have seamless service to the ports of New York and New Jersey and to heavy consuming areas in
the New York area. Additionally, Conrail shippers will have single-line service to current CSX-
served areas. Thus, for example, Conrail grain shippers in Illinois and Indiana will have
expanded marketing opportunities to pork and poultry lots located in the Southeast. Similarly,

paper producers in the Southeast will have access to new markets for their paper products as well

as new sources of scrap paper supply."8 Overall, CSX estimates that improved service for

general merchandise traffic will yield over $120 million in revenue from new traffic, with about
$42 million in new traffic attracted from truck or barge and $79 million from new or extended

hauls attracted from other railroads (Jenkins V.S. and Rosen V.S.).

“  Shipper Statement of Pitts Pulpwood Company.




Intermodal: For intermodal shippers, CSX’s new route structure, coupled with more
efficient handling of cars inherent in the larger network that more closely follows the pattern of
traffic flows in the East, will increase rail’s attractiveness vis-a-vis trucks. CSX will offer single-
line service along the 1-95 (Northeast-Florida), the 1-85 (Northeast-Atlanta/New Orleans), the
1-75 (Midwest-Southeast/Florida), and Memphis (Midwest-Northeast) lanes. Increased densities
will also provide improvement in offerings to points that are already served by single-line service
by increasing the frequency of trains and allowing the building of larger blocks of cars to the
same location. For example, use of Chicago lines and facilities will be optimized because of

increased densities, allowing for an increase in “steel-wheel” interchanges with western carriers

in Chicago.“ Expanded network reach will benefit intermodal shippers as well. Many

customers will find that intermodal service is a more viable alternative since a single carrier
(either CSX and/or NS) will be able to serve most of the East Coast locations to which they wish

to ship frcight.so

The service improvements that the transaction brings will lead to substantial new and
extended-haul traffic opportunities for CSX in the intermodal area. It is projected that $158
million in new business will be attracted from trucks ($101 million in new single-line lanes and
$57 million attracted because of improved services on existing single-line lanes (Bryan V.S.)).
Additionally, traffic that is being drayed by CSX Intermodal will be able to move closer to its

final destination on rail (Anderson V.S.).
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Shipper Statement of Hub Group, Inc.

*® Shipper Statement of FalconRoc Management Services, Inc.
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Coal, coke and iron ore: In the coal area, CSX expects to attract $52.5 million in new
traffic and extended hauls (Sharp V.S.). In addition to increases in single-line service, the
Proposed joint acquisition will result in an increase in coal supply choices in the eastern U.S.,
benefiting utilities in both the Southeast and the Northeast who will now have single-line service
to moxe sources of coal (including single-line movement to Conrail-served MGA coal). This will
allow coal-using utilities additional flexibility for meeting increasingly stringent Clean Air Act
standards and for competing in the increasingly competitive electricity markets that the Federal
Energy Regulatory Commission has ushered in with its Order 880 (requiring, especially, open
access to transmission lines toward the end of creating broad wholesale power markets). In
addition, coal producers will have increased service options to destination and coal export

facilities (see Sharp V.S. and Sansom V.S.).

Improved service for coal traffic is important, especially shorter, more efficient routes

(e.g., MGA coal to Baltimore export piers) and improved cycling of f:quipmczm.Sl For example,

the transaction will enable CSX system cars to be cycled from C&O coal fields for delivery in
Ashtabula and then moved to B&O or MGA fields. By increasing the portfolio of available coal
fields, the length of the empty return will be significantly shorter, reducing operating costs and
increasing the carrying capacity of specialized equipment without increacing the size of the fleet

(CSX Operating Plan, at Section 3.2.14).

*' Sharp V.S. and Shipper Statements of Berwind Coal Sales and Emerald interational Corporation.

e
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Automotive: Automotive shippers will benefit from an improved route structure with
more direct service, fewer handlings, and better utilization of equipment. Shippers of finished

automobiles value single-line service highly because of the high inventory carrying costs

associated with automobiles and the decreased opportunity for damage to the finished product.”

The transaction will permit more efficient service to finished vehicle manufacturers in the form
of segregation of finished vehicles from general merchandise traffic. This will be accomplished
via specialization in the form of dedicated switching facilities, where finished vehicles will be
gathered, classified using specialized handling techniques, and grouped into large blocks for

delivery directly ‘o destinations without further classification.

These specialized facilities and operations will better meet the needs ui auto
manufacturers and are expected to attract additional traffic to CSX. Over 3,400 truckloads of
finished vehicles are projected to be diverted from highway to rail. On the order of 5,400 current
truck drays that automobile manufacturers are willing to undergo in order to reach single-line
service will be replaced with sxtended rail service (Hawk V.S.). Additionally, the trend in recent
vears has been for automobile manufacturers to work with a few large transportation suppliers
that are able to offer economies of density and a broad geographic scope. Because of these
service improvements, CSX expects to attract approximately $15.4 million in new and extended

haul traffic from finished vehicles manufacturers (Hawk V.S.).

See, ¢.2., Shipper Statements of Nissan North America, Inc. and Mazda Motor of America, Inc.
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Iv.C Social Cost Savings Attributable to the CSX/Conrail Integration

The service improvements that the CSX/NS proposal would engender reflect the ability
of the integration of Conrail’s system into CSX and NS, to use that system to produce more
value for the shipping public. The evidence (examined below) is strong, in fact, that this
additional value can be produced at lower cost than today’s service by the unintegrated
carriers. To the extent this is true—i.e., to the extent that the same or better output of
transportation services can be produced at lower resource cost to the nation—the savings of the
economy’s resources are a benefit to the public. The benefit arises because cost savings
represent resources that can be put to use elsewhere in the economy without reducing the
quantity or quality of rail service. Here I assess the data available on cost savings attributable

to the integration of CSX and the acquired portions of Conrail.

IV.C.1  Sources and Types of Cost Savings

If it is true that the integration of CSX and the acquired components of Conrail can
yield untapped economies of network integration, then such economies ought to appear in at

least three categories.

Overhead G&A and support costs: First, economies due to the creation of a larger
network ought to show up as savings in overhead-type costs associated with General and
Administrative (G&A) and Support functions. Specifically, if economies are present in the
larger combined CSX/Conrail network, the combined traffic ought to be serviceable with

G&A and Support costs that are lower than the simple sum of the separated systems’ G&A and




Support costs. From the perspective of social costs, when this is true, the integration of CSX

and the acquired portions of Conrail can eliminate duplicative overhead costs. The resource

savings are a benefit to the public.

Operating costs: Second, economies, if any, attributable to the integration of CSX and
the acquired portions of Conrail can be expected to show up as reductions in the operating
costs for the combined system relative to the operating costs that are incurred by the separate
companies to serve the traffic they carry as separate companies. That is, holding total traffic
constant, the integraied CSX/Conrail ought to be able to serve that traffic at lower operating
cost than the two companies could operating separately. Any resulting resource savings are a

benefit to the public.

Rail v. truck costs: Third, CSX witness Gaskins’ Verified Statement demonstrates
that, for a given traffic movement, rail is generally less costly for the public than trucking.
This is the result of four primary factors. First, the net expenses borne by CSX/Conrail to
carry incremental divertible traffic are lower than for trucks. Second, truck transportation
generates costs of highway degradation that are borne to a large degree by the general
taxpaying public, rather than by the trucking firms. As a result, large portions of the costs of
highway capacity and upkeep are not part of trucking firms’ costs of operation (unlike the case
of rails, where track and road bed costs are borne by the railroads). To the extent that
CSX/Conrail succeeds in diverting traffic from trucks, the associated reductions in highway

degradation are a benefit to the public. Third, the traffic attracted to CSX from the trucks will




yield reductions in highway accidents. Finally, and in a similar vein, generally lower fuel
consumption of rail relative to trucks per unit of traffic moved means that CSX/Conrail truck
diversions translate into less transportation-related environmental pollution. The costs of such
pollution are borne by the general public in the form of degradations to health and aesthetic
values. Pollution reduction attributabie to CSX/Conrail diversions from trucks is a benefit to

the public, albeit one that is not quantified below in monetary terms.

Data are available on the three identified possible sources of cost savings associated
with traffic diverted from trucks (see below). In addition to these categories of savings, it may
also be the case that savings are generated from diversion of traffic away from other railroads.

This would be true to the extent that the combined CSX/Conrail is able to serve such diverted

traffic at lower costs than the railroads that would otherwise carry the traffic.” Systematic

data are not available on any such savings, and they are not quantified here. As it turns out,
the majority of new traffic for CSX/Conrail that results from diversions comes off of trucks
(Jenkins V.S. and Bryan V.S.), and the cost savings from these diversions are substantial

(Gaskins V.S.).

Other costs: It should not be overlooked that the integration of CSX and the acquired
portions of Conrail carries costs of its own. Bringing the two companies’ operations together

will entail costs of reorganization, relocation of employees, integration of information

If other rail carriers have lower costs than CSX/Conrail, and diversions to the latter are the result of service
improvements, such diversions are still indicative of net public benefits. Shippers “voting with their feet” for
higher-quality service from CSX/Conrail thereby demonstrate that, even in light of possible service by another
carrier, the service improvements of the new combined carrier are worth the cost incurred to produce them.
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processing systems, capital improvements to yards and other faciliti>s, and the like. In
assessing the public benefits of the proposed CSX/Conrail integration, these costs are real and

must be offset against the public benefits of cost savings.

Public v. private costs: In analyzing the financial implications of a transactica such as
the CSX/Conrail integration, businesses properly must consider all of the expenses and
ohligations (e.g., deferred expenditures) of its decisions as ~costs.” In some instances, these

costs to a private party may ict be costs to the public—i.e., real resource use that subtracts

from the resources available for use elsewhere in the cconomy.“ Thus, for example, CSX

wiii bear costs of contiruing Conrail office space leases in Philadelphia upon acquisition of the
relevant Conrail assets. Yet, upon completion of system integration, the spa~e will be
unneedcd and can be expected to be yaade available for sublet. In that case, the freed-up office
space is made available to the rest of the econmy and represents a public savings of valuable

cesources, desrite being carried by CSX as a private cost burden.

Goine in the other direction, private savings that might accruc from the combined
system’s ability to .act price reductions through new puichasing praciices (e.g., by
overcoming problems of above-competitive pricing by suppliers to the railroad) would be seen
as private savings, even if the same amount of resources is bought and consumed by the
railroad. An accounting of public benefits attributable to the CSX/Conrail integration would

not count such private savings as public cost savings.

% Of course, the converse can also hold: Real costs to the rublic may not show up as private costs. Such is the

case with environmental custs hat a private business’ activities may impose on the generai public (see
discussion in text above).




IV.C2  Assessment of Public Cost Savings

With the foregoing sources and types of costs in mind, Figure 6 summarizes the
available information on the quantifiable public cost impacts of the CSX/Conrail integration.
The values in Figure 6 i.>ve Ueen taken from the various sources of assessments of the cost
implication of the transaction, including the Verified Statement of Gaskins and the CSX
Operating Plan and the Verified Statements of Whitehurst, Klick, and Orrison. Each of the
latter sources has served as inputs to CSX’s assessment of the financial implications of the

transaction.

To the extent possible, and in light of available information. the resulting
determinations of the private impact on CSX have been adjusted in Figure 6, as necessary, to
arrive at measures of public cost savings. In addition, CSX’s assessments of the financial
picture that it faces under the transaction draw a distinction in some instances between ongoing

annual expenses, ongoing annual capital outlays, and one-time expenses and outlays (see, e.g.,

Whitehurst V.S., CSX Operating Plan, and Klick V.S.). For purposes of aggregation on an

apples-to-apples basis in Figure 6, one-time expenses and outlays have been expressed as

levelized annual flows.*

Annual values are shown on the basis of “normal year” operation
and “total one time” costs (in Whitehurst's terminology). Finally, additions to cost
attributable to implementing the integration of CSX and the acquired components of Conrail

have been netted out of the public cost savings.

% “Levelization” expresses the value of .- one-time figure as a stream of level annual payments having the same

present value 2 the one-time figure. In levelizing one-time figures here, I have utilized CSX’s cost of capital.
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Figure 6
QUANTIFIED PUBLIC COST SAVINGS FROM THE CSX/CONRAIL INTEGRATION

Annual Public
Cost Savings

G&A/SUFPORT COSTS* 71.9 million
OPERATING COSTS* $ 183.5 million

TRUCK TO RAIL DIVERSIONS
Highway Degradation 50.0 million

Unit Transportation Costs $ 166.0 million

TCTAL 471.4 million

*One-time costs/savings ha. e been annualized.

Sources: CSX Operating Plan, Klick V.S., Gaskins V.S., Whitehurst, Attachment C; Federa! Reserve Bank, Federal Resarve Economic Data,
(St. Louis: Federal Reserve Bank, June 11, 1997); DRI/McGraty-Hill, DRUMcGraw-Hi Electronic Database (DRI/McGraw-Hill, June 11, 1997)
CSX Corporation, 1996 Annual Report and Form 10-K; Ibbotson Associates, Stocks, B.nds, Bils and Inflation 1997 Yearbook

(Chicago: Ibbotson Associates, 1997), Merrill Lynch, Security Risk-Evaluation Service.




G&A and Support costs: Figure 6 shows that the integration of CSX and the acquired

portions of Conrail is projected to generate more than $70 miilion per year in G&A and
Support cost savings. As suggested above. these savings represent network efficiencies in the
form of elimination of duplicative overhead-type costs. The largest portion of the projected
savings arises from reductions in administrative labor. as the CSX/Conrail integration saves on
management resources. Additional savings also arise from the reduced need for overhead
support in areas such as customer service, and from non-labor savings in data centers and the
like. As reported in Figure 6. the G&A and Support savings are offset by the need to spend
approximately $9 million (levelized annual) for integrating and upgrading information
technologies for the expanded CSX. A relatively small offset also occurs in the case of

employee relocation costs.

Gperating costs: Figure 6 shows that more than $180 million per year of net cost
savings are projected for the expanded CSX system. As reperted in the Verified Statements of
Klick and Whitehurst. the biggest portions of these savings are found in transportation
operations (crews. locomotives. etc.) and in equipment requirements and utilization (especially
car and locomotive fleets). These areas account for cost savings of approximately $50
million/year and $75 million/year. respectively. They directly reflect the realization of
identifiable economies of network integration that arise from the combined CSX/Conrail
system and that have been discussed above in this statement. These include the enhanced

utilization of equipment and crews that results from shorter routings, yard and route




specialization, opportunities for “triangulation,” fewer classifications and interchanges, and so

on.

By way of illustration, CSX estimates that its integration with Conrail will enable it to
eliminate more than 375,000 interchanges per year (Klick V.S.). Enhanced fleet utilization is
anticipated to eliminate one million empty car-days, resulting in capital savings in the form of
reduction in car needs by more than 2,800 cars and 375 autorack flat cars (CSX Operating
Plan). This amounts to a one-time outlay equivalent of more than $130 million, or a $15
million levelized annual flow. Additional savings in operating costs are projected to arise
from increased productivity of system gangs and various mechanical and repair functions, as
the integrated system of CSX and Conrail will be able to avoid seasonal swings in utilization

on Conrail’s winter-affected system in particular (CSX Operating Plan, at Section 12).

The values in Figure 6 for Operating Cost savings reflect an offset for the major
expenditures that CSX will have to make on modifications to its lines and facilities to take full
advantage of its integration with the acquired components of Conrail. On a levelized annual
basis these amount to more than $55 million in costs that the expanded CSX will have to incur.
By far the largest portion of these additional costs is attributable to service route
improvements. These are concentrated in the Chicago/Northeast corridor and in service
affecting St. Louis, Memphis, and I-95 routes. Significant expenditures also will be needed to
upgrade interconnections and construct new cormections between Conrail and CSX lines (see
CSX Operating Plan, at Section 7). In addition, sizable investments are needed to upgrade

yards and terminals that play key roles in CSX's strategy of specialization described above.




Rail v. truck costs: As summarized in Figure 6, the Verified Statement of Gaskins
reports that the diversion to CSX/Conrail of traffic otherwise moved by truck will produce
social cost savings of more than $215 million annually. The majority of these savings are

attributable to the fact that the traffic artracted to rail service by the integrated system’s service

improvements can be moved more cheaply by rail than by trucks. The projected savings of

$166 million are based on the difference between the costs of rail movement and the costs of
truck movement of the same traffic. These savings encompass a net reduction in fuel usage
amounting to over 55 million gallons of fuel annually. These savings are stark testimony to
the impediments to efficient operation of the status quo unintegrated Conrail network; they
arise because the integrated CSX/Conrail system can produce service of considerably higher
quality—high enough to attract hundreds of millions of dollars of business away from
competitive trucks—at lower cost. In fact, as Gaskins notes, the resulting public cost savings

are arguably quite conservative.

The direct transportation cost savings attributable to truck-t0-CSX/Conrzil diversions
are complemented by associated reductions in highway degradation and pollution and
improvements in safety. The Environmental Report projects that CSX truck diversions will
reduce highway miles by more than 400 million per year. Gaskins estimates the social cost
savings in the form of reduced highway degradation costs to be $50 million annually. The
sharp reduction in truck miles is also responsible for a significant projected reduction in net air
pollution emissions attendant to the burning of transportation fuels. The annual reduction in

emissions is projected to consist of: nitrogen oxides-down 592 tons; carbon monoxide-down




2,925 tons; particulate matter~down 810 tons; lead-down .027 tons; and volatile organic
compounds-down 457 tons (Environmental Report). In addition, the diversion of traffic from
highway carriage to the expanded CSX system is projected to result in 870 fewer truck
accidents, including 225 involving injury and 11 involving fatalities (Environmental Report).
These are public benefits that are projected to arise because the integration of CSX with the
acquived portions of Conrail will allow the integrated CSX to be able to tap unrealized
economies in the northeast rail system and move freight traffic off of the highways in

significant volume.

IV.D Expansion of Rail Options

The acquisition of one company’s assets in an industry by another company in that
industry can raise concerns about reductions in competition. Such concerns should not be taken
lightly when examining the implications of such a transaction for the public interest. The case at
hand, however, is clearly not a standard “merger.” The reasonable assessment of the proposed
transaction’s implications for competition is, if anything, that the integration of the components
of Conrail into CSX and NS will expand the range of geography, shippers, and commodities that

will have dual railroad service options. In fact, as detailed above in Section II, public policy in

the past has sought to insulate Conrail’s system from ra‘i competition. The CSX/NS proposal

would close this history out as a theme in U.S. railroad policy.

Solely served points on the Conrail system: The conclusion that the proposed
transaction is, if anything, competition-enhancing is seen most directly by examining the

implications of the transaction for solely served points on the Conrail system. The number of




locales that would (absent curing steps by CSX and NS) see their rail options go from two to one

is overwhelmed by the number of places that would go from sole-served to dual-served under the

transaction.

Consider, first, locales where rail service would (absent curing steps) go from two carriers
to one after the integration of Conrail’s assets into CSX. As noted above, four locales have been
identified where the integration of the CSX portion of the Conrail system would result in the
elimination of dual rail options. These are Upper Sandusky, OH; Sidney, OH; Crawfordsville,
IN; and Indianapolis, IN. In keeping with the clearly signaled precedent of oth=- recent railroad
consolidations, each of these situations has been addressed by the CSX/NS proposal so as to
maintain two viable rail options for customers. At Upper Sandusky and Sidney, CSX will
operate the lines but NS will have trackage or haulage rights (at NS’s election) to reach
previously dual-served customers. Finally, Crawfordsville and Indianapolis will be dual-served
by providing NS with bi-directional trackage rights on CSX’s acquired line between Muncie and

Lafayette (which connects at both ends to NS in Indiana).

The limited range of locales in which dual rail options might have been pushed to sole-
serve by the proposed transaction (but for the proposal’s curative conditions) is in very sharp
contrast to the expansion of locales that will experience dual rail options where Conrail is
currently the sole rail carrier. Figur.s 7 and 8 provide two telling looks at this consequence of

the transaction.

Figure 7 shows the increase in the number of points (as measured by SPLCs in the 1995

Waybill sample) receiving dual rail service in Conrail-served BEAs that currently contain
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Figure 7

CONRAIL SOLELY SERVED POINTS RECEIVING DUAL RAIL OPTIONS

CONRAIL SOLELY SERVED POINTS FORMER CONRAIL POINTS RECEIVING DUAL OPTIONS
BEA Number of points Number of units Number of points Number of units Percentage of units

NEW YORK 164 547,080 75 448,946 82%
PHILADELPHIA 166 248,538 76 108,881 44%
CLEVELAND 45 126,248 5 60,008 48%
DETROIT 13 28,236 10 27,516 97%
CHICAGO 18 276,750 24,000 9%

MORGANTOWN 7 15,967 15,967 100%
PITTSBURGH 78 125,630 11,317 9%

INDIANAPOLIS 15 17,664 9,200 52%
TOLEDO 18 27,704 2,696 10%
BUFFALO 24 47,162 640 1%

TOTAL 648 1,460,979 702171 49%

Note: “units” represents numaukmotmmotmmtdm(um).MUMWMMWbMMW
Source: 1995 STB Waybill sample.




Figure 8

NEW YORK BEA ROUTES REALIZING MULTIPLE RAIL OPTIONS
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SAN FRANCISCO
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Total NY Traffic Realizing Dual Rail Options at the BEA Level
Total Conrail New York Traffic
Share Realizing Dual Rail Options at the BEA Level

= 693 Thousand Units
= 732 Thousand Units
=095 %




Conrail solely served points. As indicated, the 548 Conrail solely served points in these BEAs

account for more than 1.46 million units of service (out of Conrail’s total 3.3 million units of

service).”® The public policy decisions that nave structured Conrail over its history to date have,

indeed, left it substantially insulated from rail-to-rail contact with competitors at this level of
detail. The proposed transaction, however, would dramatically alter this situation. As Figure 7
illustrates, 184 of the 548 points currently solely served at the Conrail end of movements would

expenence two rail options at this end.’ Y

The points at the Conrail end of the eastern rail system that are suiiect to dual service
under the proposed transaction account for 49% of the traffic that is solely served at the Conrail
end at present. In some BEAs, this fraction is considerably higher. For example, joint service by
CSX and NS in the New York BEA (consisting of New York City and northern New Jersey), the
Detroit BEA, and the Morgantown BEA put the share of currently solely served traffic that will
receive service from two rail carriers at 80% and higher in each case. Each of these cases reflects
the contribution of the proposed shared assets areas to shippers’ rail options. Similar effects are
seen in the relatively large proportions of traffic subject to introduction of dual-serve options in

the southern New Jersey/Philadelphia area of the Philadelphia BEA and in the Indianapolis BEA.

Expanded rail options for the New York BEA: Figure 7 provides perspective on the

expansion of rail options at the SPLC level. It is also common to examine rail options at the

Units are measured here as raiicars or intermodal trailers, as applicabie.

Note that it cannot be said that all of the shippers at the 184 affected points would have multiple rail options as
a result of the CSX/NS transaction, since some may have only one rail option elsewhere on a route (e.g., at the
other end).
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level of the BEA, in recognition of the fact, for example, that tr.ffic that is drayed or long-haul

trucked can generally utilize options that are present within a BEA. Accordingly, Figure 8
focuses on the heavily trafficked New York-based BEA-to-BEA routes that Conrail currently
serves. The Figure indic-tes the routes to/from the New York BEA that currently receive sole-
service from Conrail and that will realize two rail options (at the BEA level) following the CSX
and NS acquisitions of Conrail’s system. The indicated routes all have multiple rail options at
the BEA level at their non-Conrail end; routes with sole service at the non-Conrail end have not

been included in Figure 8.

When examining rail options at the BEA level, it cannot be said that all shippers have
service realistically available from all the rail carriers serving a particular BEA, since some may
be located at solely served facilities within the BEA and find trucks infeasible for reaching
alternative rail-head facilities. Bearing this in mind, Figure 8 makes it clear that the proposed
transaction would introduce two rail options at the BEA level across a wide range of New York
routes. The indicated New York routes that will see an expansion of rail options at the BEA
level account for fully 95% of Conrail’s New York traffic (measured as New York BEA

originations and terminations).

Figure 9 shows the total Conrail traffic in BEAs that are solely served by Conrail.
Comparing the results of Figure 8 to the velumes of traffic in Figure 9 indicates that the
introduction of dual rail options on New York routes provides coverage of more than half the
traffic that Conrail handles in BEAs where it is currently the sole Class I carrier (and end points

at the other ends of routes emanating out of these BEAs are not also solely served).




Figure 9
CONRAIL TRAFFIC IN CONRAIL SOLELY SERVED BEAs*

BEA Units Tons Freight Revenue

New York, NY 693,294 18,890,818 $854,829,977
Boston, MA 200,852 4,686,952 $272,574,052
Syracuse, NY 70,284 3,830,283 $117,122,647
Hartford, CT 66,780 2,632,460 $115,942,712
Williamsport, PA 35,331 2,992,397 $69,493,877

Rochester, NY 26,735 2,463,157 $60,662,697
M

TOTAL 1,093,276 35,496,067 $1,480,625,962

*Excludes movements to/from points solely served by other railroads.
Source: 1995 STB Waybi!l Sample




For further perspective, Figure 10 provides data on the ten largest New York BEA-level
routes. These are among the most densely traveled rail routes in the U.S. Comparing Figure 8
(which shows routes into and out of the New York BEA where Conrail was the only rail carrier
and where there would be dual rail service under the CSX/NS transaction) to Figure 10 indicates
that the intioduction of two major rail options in the New York BEA would be felt in Conrail’s
most importa..i routes (except Tampa, which is solely served). Notably, these routes include

Chicago, St. Louis, Houston, and Los Anzeles—the major western gateways and beyond.

Expanded rail options at ports: Another key dimension of the availability of dual rail
service for shippers arises in the case of the ports that would see an end to Conrail sole-scrvice
under the CSX/NS transaction. Figure 11 indicates that, of the nine major ports currently solely
served by Conrail, six will have the options of both CSX and NS under the proposed transaction.
As measured by the available data (which reflect the value of all of the exports and imports
handled by these ports, independent of onshore transport mode), these six ports account for
nearly all of the import/export traffic handled by the nine Conrail solely served ports. This
reflects—and illustrates again—the importance of the fact that the proposed transaction would

bring two major rail options into the very large traffic area of New York/northern New Jersey.

The proposal’s provision for dual service at the Ashtabula Harbor coal dock facilities
represents a special case of expanded options at a port. These facilities provide opportunities for

Appalachian coal to reach Great Lakes customers, but Conrail has effectively been the sole

terminating carrier. Under the proposed transaction, NS would operate the line serving the




Figure 10

TEN LARGEST NEW YORK BEA ROUTES

BEA REVENUE

CHICAGO $213,257,296
HOUSTON $53,871,164
DETROIT $44,913,640
ST. LOUIS $39,294,080
LOS ANGELES $31,292,360
TAMPA $27,967,090
ATLANTA $27,741,680
BUFFALO $25,068,736
CLEVELAND $22,270,360
INDIANAPOLIS $21,136,520

1
2
3
4
5
6
7
8
9
10

$506,812,926

Source: 1995 STB Waybill Sample.




Figure 11

INCREASED RAIL OPTIONS AT CONRAIL SOLELY SERVED PORTS
(1995)

VALUE OF ALL IMPORTS PRE- POST- VALUE
AND CXPORTS TRANSACTION TRANSACTION  SHARE OF
PORT (thousands) RAIL SERVICE RAIL SERVICE TOTAL

NEW YO™¥, NY $67,210,761 SOLELY SERVED DUAL 93.9%
PAULSBORO, NJ $1,508,480 SOLELY SERVED DUAL 2.1%
MARCUS HOOK, PA $1,172,742 SOLELY SERVED DUAL 1.6%
CAMDEN, NJ $786,474 SOLELY SERVED DUAL 1.1%

GLOUCESTER CITY, NJ $404,558 SOLELY SERVED DUAL 0.6%
CLEVELAND, OH $367,629 SOLELY SERVED DUAL 0.5%
OSWEGO, NY $565,121 SOLELY SERVED SOLELY SERVED 1%
NEW BEDFORZ, MA $47,616 SOLELY SERVED SOLELY SERVED c.1%
FALL RIVER, MA $34,151 SOLELY SERVED SOLELY SERVED 0.05%

SHARE (by total import/export value) REALIZING
DUAL RAIL OPTIONS: 99.8%

Source: U.S. Waterborne Exports and General Imports (U.S. Department of Commerce, Bureau of the Census), July 1996.




Ashtabula dock, but CSX would acquire trackage rights to complement its other Lake Erie

lakefront options on its own line. NS would be allocated Conrail’s dock facilities, with CSX

receiving use of up to 42% of the associated capacity in exchange for charges covering the unit

costs of facilities use. Currently, NS has service rights to the dock facilities, but has not found it
feasible to provide substantial service. The CSX/NS proposal can be expected to represent an

expansion of rail options for movements to Ashtabula Harbor.

Other ports (i.e., Philadelphia, Baltiniore, and Wilmington, DE), currently served by two
carriers, will receive the opportunity for single-line service from two carriers with networks
spanning the entire eastern U.S. Currently, these ports are served by one carrier (Conrail) with a
network that expands out to the north and west and another carrier (CSX) with a network that
expands out to the south and west. Post-transaction, shippers at these ports will have two major
rail options, both in the direction of the current Conrail network and in the direction of the
current CSX network. Effectively, then, many shippers that have depended on a single network

will have dual options for reaching the ports of Philadelphia, Baltimore, and Wilmington, DE.

Expanded options for Monongahela coal producers: The CSX/NS proposal for joint
use of the former Monongahela Railway (MGA) will provide two rail options for Monongahela
area coal mining operations currently solely served by Conrail. These mining operations lie
primarily within the Morgarntown BEA, with some located in the Pittsburgh region as well. As
indicated by Figure 7, all of the Morgantown points that are currently solely served by Conrail

will see two railroad options under the CSX/NS proposal, as will MGA points in the Pittsburgh




BEA. As discussed at length in the Verified Statement of Robert L. Sansom, this will expand

transportation alternatives for affected mines, expand the range of customers that those mines can
reach, and expand the coal source options of a significant number of coal-using utilities and other

coal customers.

As discussed by Sansom, these effects of joint use of the Monongahela Railway on area
coal mining operations will be complemented by the introduction of dual rail opiions to Conrail
solely served destinations. Approximately one-third of Monongahela coal that currently flows to
Conrail-only terminations will have CSX and NS terminations at destinations following the

implementation of the CSX/NS proposal.

V. CONCLUSION

Rail service o the northeastern United States has provided the ground for numerous and
contentious rounds of policymaking. Although the region is rich in commerce and at least
potential rail traffic, many railroads have found it difficult to thrive or even survive in the
northeastern area. The present system in the region, Conrail, was bomn of political
considerations, and possesses a route structure reflective of those considerations. The resulting
system’s structure and ownership, particularly its lack of integration with the other east-of-the-
Mississippi rail networks, demonstrably impede the realization of substantial economies of
network density and scope. These shortcomings are manifested in untappzd opportunities to cut

costs and improve the quality of service in some of the most important traffic areas of the




country. Shippers directly bear the burden of these shortcomings, and the national economy as a

whole suffers from underperforming eastern rail networks.

The proposal by CSX and NS would address these problems in a manner wholly

consistent with the public’s interest in efficient transportation networks and a healthy national

economy. These two major eastern railroads would acquire Conrail and integrate separate
components of its system into their respective systems. This woul. provide a seamless network
of rail lines linking the important areas of New York, New Jersey, Pennsylvania, and New
England to the rest of the east-of-the-Mississippi region. The integration of the components of
Conrail into CSX and NS would allow the realization of substantial network economies. The
quality of rail service would be substantially improved, as the integrated systems would expand
single-line service, shorten routes, cut transit times, extend market access for shippers, increase
the frequency of service, decrease congestion at key nodes, improve customer service and safety,

and enhance the utilization of shippers’ equipment.

On the cost side, the transaction would result in cost savings in the hundreds of millions
of dollars annually. These cost savings in CSX’s instance would arise from the specialization of
yards and routes, higher utilization and less empty and dwell time for equipment, elimination of
duplicative overhead and support costs, better crew utilization, smoother traffic flows with less
handling and classification, and synergies affecting maintenance and capital investment. In
addition, the improved service would cause shippers to choose to move more of their traffic on

rail and less on other modes, particularly trucks. In so doing, the economy would realize cost




savings attendant to meeting transportation needs via rail, which generally has lower costs than

trucks per unit of shipment.

Finally, the CSX and NS acquisition and integration of Conrail’s system would introduce
dua! rail options into heavily ‘rafficked regions of the country that currently have Conrail as their
sole major rail option. The results will be two higher-quality and lower-cost railroads able to
compete with each other and with trucks for shippers’ business. The integration of Conrail inio

two such railroads can only be concluded to be in the public’s interest.
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Darius W. Gaskins, Jr.

L Introduction _

My name is Darius W. Gaskins, Jr. I am currently a partner at Carlisle, Fagan, Gaskins &
Wise (CFGW), a transportation-based management consulting firm in Concord, Massachusetts, as
well as a partner at High Street Associates, a private investment and management company based
in Ipswich, Massachusetts. I have served on the Board of Directors of Burlington Northern, Mid-
South, and Leasev-ay, all transportation companies. I currently serve on the Board of Directors at
UNR, Sapient, Northwest Steel and Wire, and Anacomp. I hold a Ph.D. in economics from the

University of Michigan, as well as two Masters degrees in engineering from the same institution.

Prior to my current positions, I served as President and Chief Executive Officer of the
Burlington Northern Railroad. Before joining the railroad, I served as Chairman of the Interstate
Commerce Commission from 1979-1981, a period of dramatic change in the regulation of our
nation’s transportation system. Furthermore, I have written a number of papers in the economics
and transportation fields, including “Managing the Transition to Deregulation,” which appeared in
Law and Contemporary Problems in 1982. A more detailed background of my qualifications is

provided in Appendix A of this statement.

The purpose of this statement is to offer my views regarding the competitive implications

and public benefits of the proposed transaction involving the CSX and Norfolk Southern

acquisition of Conrail and the effective division of its assets (which I will refer to as the "proposed

transaction”). As I will show, competition will not decrease as a result of the proposed




transaction. On the contrary, competition will increase in the Eastern United States. I base this

contention on three fundamental propositions: (1) motor carriers compete aggressively and
effectively with rail, (2) head-to-head rail competition between CSX and NS will expand in the

Eastern United States, and (3) rail network integration will improve rail service to shippers.

I will also present the results of analyses conducted on the implications of converting
current CSX-Conrail interline lznes to CSX-only single-line lanes.' I will present historical data
demonstrating that mergers creating single-line lanes improve rail competitiveness in the long run.
Furthermore, I will present an estimate of the long-term opportunity to divert traffic from the

highway to rail as a resuit of the proposed transaction.

Finally, I will discuss the public bencfits of the proposed transaction and estimate those
benefits in terms of reduced transportation costs and highway damage. As I will show, the public

benefits are substantial.

IL. The Competitive Environment

The proposed transaction wil' create more -- rather than less -- competition between and
among transportation providers in the Eastern United States. Indeed, this is the most pro-

competitive rail acquisition that I have yet seen proposed to the ICC/STB. There are three

' For the purposes of this statement, a lane is defined as an origin-destination BEA pair. Also, an interline
shipment requires two or more rail carriers to handle a shipment from origin to destination; a single-line shipment
can be handled from origin to destination by a single rail carrier.
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independent reasons for this, each of which, alone, would adequately support my position. First,
motor carriers offer an intensely competitive transportation alternative for shippers that is both
nationally pervasive and particularly strong in the East. If the transaction is approved by the STB,
it will intensify competition between trucks and the broadened rail networks that will be created.
Second, by providing two rail service options for shippers who today are served by only one rail
carrier, the transaction will create an environment of vigorous rail competition between CSX and
NS in certain important areas, notably th: New York/Northern New Jersey area. Third, the
benefits of rail network integration will improve rail competitiveness in the marketplace.
Together, these three factors will create a climate of robust competition among transportation
providers in the East -- to the benefit of the shipping community, in particular, and the general

public at large.
A. Motor Carrier Competition

Motor carrier competition is ubiquitous in U.S. transportation, particularly in the East and

especially where only interline rail service is available. With the full manifestation of motor carrier

deregulation since 1980, motor carriers enjoy major inherent advantages over rail. These
competitive advantages come from three key characteristics of the motor carrier industry. its

structure, its product, and its pervasiveness.

First, since motor carrier deregulation in 1980, the industry has witnessed a massive inflow
of trucking providers and the creation of nationwide motor carrier systems. The relative absence
of regulatory barriers to entry have created a highly competitive industry. While capital
investment in tractors and trail s is not trivial, motor carriers can expand their capacity and enter
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anc exit new markets far more readily than railroads. While a motor carrier can easily re-deploy

its trucks to different lanes, a railroad must bear the huge sunk costs cf its rights of way.

Second, motor carriers hold an inherent scheduling and service advantage over rail. The
truckload motor carrier “sells” a tractor, a trailer, and a driver -- all dedicated to the specific
shipper’s individual shipment. Motor carriers provide shippers with flexible, seamless, dock-to-
dock transportation options that rail carriers have difficulty matching. A motor carrier can
provide a scheduled morning pick-up and supplement that service with an unscheduled afternoon
pick-up on a customer’s sudden request. The economies of rail seldom permit multiple pick-ups

per day, and virtually never allow a special call for a few loads.

Shippers’ growing use of just-in-time inventory management techniques in recent years
has played directly to the motor carriers’ service advantage: The marketplace is increasingly
demanding nearly flawless service and strict, time-definite pick-up and delivery requirements.
Moreover, recent efforts by many motor carrier companies to deliver value-added logistics

services has also enhanced their attractiveness as service providers.

Third, the motor carrier industry is pervasive in its penetration of the U.S. freight
transportation market, especially in the East -- and, to no one’s surprise, empirical studies have
clearly verified this finding. As Figure 1 shows, in 1995 motor carriers handled 69 percent of the
total intercity freight tons in the United States and captured 82 percent of the total intercity

freight revenues.




Figure 1%

Intercity Freight Transportation
Total U.S.. by Motor Carrier and Rail, 1995

Revenues

E-—-g\ 2 Rail

4 18%

Tons

A

Source: Reebie Transearch Database, 1995.

Moreover, since 1970 motor carriers have steadily earned an increasing share of the freight

iransportation market, particularly after deregulation in 1980 (see Figure 2)

“ Rail percentage includes rail carload and intermoda!. Truck percentage includes truckload, LTL and private
truckload shipments, water, air, and pipeline shipments were excluded in these graphs and in the diversion
analysis so that highway diversions could be isolated from pipeline and water diversions. See Appendix B for
details on Reebie Transearch Database.
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Figure 2%;

Total USS., by Mbtor Carier and Rail, 19701995
U.S. Rail Market Share U.S. Rail Market Share
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Sowrce: Fro Fowdation, 1995.

" Includes all rail and motor carrier movements; excludes water. air and pipeline shipments.
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Focusing on the Eastern United States alone, we found that motor carriers were highly

competitive. In fact, motor carriers were more competitive in the East than in the nation as a

whole (see Figures 3a and 3b").

Figure 3a:

Intercity Freight Transportation
Total U.S. and Eastern US, by Motor Carrier and Rail, 1995

Tons
Total US Eastern US

Source: Reebie Transearch Database, 1995.

" Rail percentage includes rail carload and intermodal. Truck percentage includes truckload, LTL and private
truckload shipments; water, air, and pipeline shipments were excluded. See Appendix B for details on Recbie
Transearch Database.
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Figure 3b:

Intercity Freight Transportation

Total US and Eastern U S., by Motor Carrier and Rail, 1995
Revenues
Total US Eastern US

Rail
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\\, )

A\

N

2%

Source: Reebie Transearch Database, 1995.

These results are not surprising because railroads tend to be less competitive with trucking in
shorter haul lanes. The shorter average length-of-haul of eastern traffic (284 miles versus 432
miles nationwide)" and the fewer single-line rail options in the Eastern United State. plays directly

to the strength of motor carriers in providing highly responsive and cost-effective short-haul

service."

We next investigated and isolated those lanes that CSX will transfor n from interline to

single-line as a result of the proposed transaction (henceforth "Conrail-CSX interline lanes"). The

average length-of-haul on these lanes was much higher than the national average (874 milcs

" These mileage numbers are freight-weighted averages. i.c., they were calculated by weighting a given length of
haul by the percent of overall tons on that iength of haul. Source: the 1995 Reebie Transearch Database, Highway
miles: see Appendix B for more details.

" 1995 Reebie Transcarch Database, Highway miles; see Appendix B for more detail.

e
96




versus 432 miles nationwide). This would lead us to expe.t a higher rail share and lower motor
carrier share on these lanes than the nation as a whole. In fact, we found the opposite: Average

motor carrier share across the Conrail-CSX interline lanes was not only higher than the national

average, but it was also higher than the eastern average, as Figures 4a and 4b"™ show. This

suggests that motor carriers are not only very competitive in the East, but even more so on

Conrail-CSX interline lanes.

Figurz 4a:

Intercity Freight Transportation
Total U.S., Eastern US, and Conrail-CSX Interline Lanes,
By Motor Carrier and Rail, 1995 :
Conrail-CSX

Total US Tons Interline Lanes

s Rail

Eastern US i \\\zm

L

Source: Reebie Transearch Database, 1995

“"Rail percentage includes rail carload and intermodal. Truck percentage includes truckload, LTL and private
truckload shipments; water, air, and pipeline shipments were excluded. See Appendix B for details on Reebie
Transearch Database.

i
97




Figure 4b:

Intercity Freight Transportation
Total U.S. Eastern US, and Conrail-(?SX Interline Lanes
By Motor Carrier and Rail, 1995 Conrail-CSY

Total US Revenues Interline Lanes
Redl

c ?:s"s Eastern US

Source: Reebie Transearch Database, 1995.

In short, motor carriers have had a large and increasing share of the freight transportation
market across the nation; and they have a particularly significant, vital, and highly competitive

position in the Eas:, especially on Conrail-CSX interline lanes.

The expanded CSX rail network that will result from the transaction will allow a more
effective competitive rail response to truck competition than either Conrail or CSX, individually,
is able to pose today. Accordingly, for reasons discussed below and in the testimony of other
witnesses, I believe that there will be significant diversion of freight to the newly-expanded CSX
system -- and particularly to intermodal services -- from motor carriers as a result of the proposed
transaction. Thus, one of the primary impacts of the transaction will be to intensify truck-rail

competition and to increase rail market share on important traffic lanes. At the same time, the

pervasiveness, flexibility and other inherent advantages of motor carriers discussed above will




ensure that they will remain the dominant competitive alternative for virtually all traffic in the

East.

B. Expanded Rail Competition

The transaction will create new competition between CSX and NS where Conrail is today
the primary carrier providing service -- notably the New York/Northern New Jersey area,
Southern New Jersey and the Monongahela coal mining area in Western Pennsylvania. For the
first time in decades, shippers located along important north-south and east-west traffic lanes will
have competitive rail options made available by head-to-head competition between CSX and NS.
The vigorous competition between two rail carriers serving the coal mines of the Powder River
Basin in the 1980's made a deep impression on me. I have concluded from my experience during
that period and from many other examples that two strong railroads serving any origin and

destination can and do compete vigorously.

Vigorous competition between two railroads occurs regularly and iz =*‘mulated by the
economics of the industry even in the rare instances where rail does not face competition from
other modes. First, the rail industry has a relatively high ratio of fixed to short-run variable costs.
With the bulk of its costs already sunk, a railroad has strong incentives to compete for the
incremental carload (or trainload) of traffic, as long as the revenue from the movement exceeds

short-run variable costs.

Second, the typical rail customer has substantial buying power, not only from existing

volumes and diverse operations, but also from potential future investments anywhzre on the




nation’s rail system. Industrial logistics managers have become increasingly skilled in exercising

that leverage in contract negotiations with transportation providers.

Finally, geographic source competition for the product being transported often
dramatically increases the alternatives for both shippers and railroads -- providing competition

well beyond the two railroad competitors i1 any particular origin-to destination market.

The STB has recognized the intensity of two railroad competition in a variety of decisions.
As the industry has consolidated, competition has, if anything, beco:..e more intensive. In the

UP/SP decision, the STB explicitly stated:

We now believe that rail carriers can and do compete effectively with each other in
two-carrier markets . . . In prior mergers, the ICC often permitted the number of
railroads offering service in a given market to decrease to two railvoads. Indeed,
it approved mergers resulting in orly two major railroads serving large portions of
the East. The two railroads, CSX and NS, have competed effectively in these
markets . . . [and] there is no evidence that railroads have colluded, overtly or
tacitly, to maintain inefficient operations, unresponsive service, or above-market
rate levels."

C. Improved Rail Competitiveness

The cuirent rail network structure makes it difficult for rail carriers to provide shippers in
the Northeast with the high-quality rail service they enjoy in other regions where there is more
single-line service and the rail systems have broader reach. Without a highly effective single-line

rail transportatic . option, shippers in the Northeast have turned to motor carriers to a greater

™ STB Finance Docket No. 32760, Union Pacific Corporation, Union Pacific Railroad Company and Missouri
Pacific Railroad Company--Contros and Merger--Southern Pacific Rail Corporation (Aug. 12, 1996) (UP/SP
Decision), pp. 117-119.
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extent than in other regions. The data presented above demonstrate what rail marketers have long
considered to be the case: Motor carrier market penetration is higher on Conrail-CSX interline

lanes than on all national -- and even all eastern -- lanes.

Despite the fact that motor carriers can offer attractive competitive advantages as they vie
for shippers’ business, new single-line rail services created by the transaction will increase rail’s
competitiveness in the marketplace. CSX and NS will be able to compete more effectively with
motar carriers on lanes where they will provide seamless, single-line service with their expanded

networks.

Single-line rail service is generally superior to interline service. For time-sensitive traffic,
particularly intermodal traffic, the additional handling, terminal delays and scheduling problems
often make interline service too slow or unreliable to compete effectively with motor carriers.
Beyond these transit time issues, interline service raises several other obstacles that stem from the
increased transaction costs of dealing with and coordinating between two rail carriers, rather than
one. In interline service, the shipper too often is required to communicate with both the
origination and destination rail carrier to fix service and equipment problems, resolve invoice and
freight claim questions, track shipments, and even negotiate rates and contracts. Loss and
damage claims can be especially frustrating, as the shipper may need to assume the role of both
customer and mediator between the two carriers. Furthermore, interline service can be difficult
for the railroads to market in relatively short and medium haul lanes -- particularls for low margin

commodities. With two carriers involved, it is also more difficult for the railroads to respond

quickly and aggressively to motor carrier pricing initiatives. The increased costs associated with




the need for each carrier to, in effect, originate a move can price the rail mode out of the market.
Coordinating train schedules poses another, often unmet, challenge to interline services,
particularly with respect to time-sensitive cargo. In the face of these difficulties, rail market
managers and shipper traffic managers often cannot justify investing the time and effort needed to

arrange effective interline rail service.

During my tenure at Burlington Northern, we began a series of initiatives designed to remedy
the pronounced service problems we persistently encountered on interline lanes. Despite our
efforts to create an interline service that appeared to be seamless to the customer, we had

significant difficulties. Cars were frequently delayed, lost, mis-switched, and inefficiently

prioritized -- while each carrier pointed to the other as the guilty party. As a result, shippers face

an increase in actual transit time and transit time variability. As any inventory management
professional will state, an increase in either will lead to a costly increase in product inventory

levels, further reducing the attractiveness of rail.

The advantages of single-line rail service to customers have long been recognized. As the

ICC stated in the 1980 Chessie-Seaboard merger:

Single-system service will provide an incentive to encourage the movement of
traffic if it is profitable to the system as a whole, even if it might be unattractive to
the origin carrier viewed alone. -

Again, in the Chessie-Seaboard decision, the ICC said:

* CSX Corp.--Control--Chessic System, Inc. and Seaboard Coast Line Industries, Inc.. 363 ICC 517, 554 (1980).
(Chessie-Seaboard Decision).
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[B]y creating a single system operation connecting major north-south city pairs...the
affiliated carriers will be able to compete more effectively with truck and barge operations,
which now provide shippers a multiplicity of single carrier options.”

In the 1995 UP/CNW decision, the ICC recognized the “...substantial efficiencies of

single-line service compared to joint-line service.”™ That same year, the ICC stated in the BN/SF

decision that:

Traditional interline railroad service has had difficulty competing with
truck service...Rail servicr, if it is to compete with truck service, must
match trucks’ quality threshold and provide competitive rates. The record
indicates that a commonly controlled BNSF will have the wherewithal to
compete with trucks.™

Most recently, in its August 1996 UP/SP Decision, the Board supported the ICC’s track
record of “consistently recogniz[ing] the substantial public benefits that can be derived through

X

creating new single-line services.

In my opinion, a central advantage of the proposed transaction is the expansion of single-
line services. CSX will undoubtedly become far more competitive with trucks in lanes where it
only competes today through interline service with Conrail. As a result, I am confident that CSX

will be successful in winning significant volumes of traffic from the highway.

* Chessie-Seaboard Decision, pg. 563.

* ICC Finance Docket No. 32133, Union Pacific Corporation, Union Pacific Railroad Company and Missouri
Pacific Railroad Company--Control--Chicago and North Western Railway Company (1995) at 66. (UP/CNW

Decision).

X4 ICC Finance Docket No. 32549, Burlington Northern Inc. and Burlington Northern Railroad Company--Control
and Merger--Santa Fe Pacific Corporation and The Atchison, Topcka and Santa Fe Railway Company. (1995) at
61. (BN/SF Decision).

4 UP/SP Decision, pg. 133.




IIl. The Enhanced CSX System

In this section, I will assess, in general, the long-term impact of converting lanes from interline

to single-line service on the CSX system. The proposed transaction will create an enormous
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