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CSX/NS-117 

BEFORE THE 
SURFACE TRANSPORTATION BOARD 

Finance Docket No. 33388 

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 

RESPONSE OF APPLICANTS TO ANN ARBCR 
RAILROAD'S REQUEST FOR A TWO WEEK 

EXTEN.SION TO FILE COMMENTS, REQUESTS 
FOR CONDITIONS AND A RESPONSIVE APPLICATION 

On October 21, 1997, the due date f o r t he f i l i n g o f 

comments, requests f o r c o n d i t i o n s and responsive a p p l i c a t i o n s , 

Ann Arbor R a i l r o a d ("AA") f i l e d a request f o r a two week 

e x t e n s i o n of the deadline.' A p p l i c a n t s oppose the requested 

e x t e n s i o n of two weeks, or of any time p e r i o d , and r e s p e c t f u l l y 

ask t h a t t h e Request be denied. 

The p u r p o r t e d basis f o r t he two-week e x t e n s i o n i s t h a t AA 

has been n e g o t i a t i j i g a s e t t l e m e n t w i t h the A p p l i c a n t s which 

precluded p r e p a r a t i o n of t h e r e q u i r e d October 21 f i l i n g , and t h a t 

a s e t t l e m e n t remains a p o s s i b i l i t y . Request a t 1-2. CSX, 

however, has had no s u b s t a n t i v e d i s c u s s i o n s or n e g o t i a t i o n s w i t h 

' Ann Arbor's request i s designated as AA-4. 
r e f e r r e d t o h e r e i n as the "Request." 

I t w i l l be 
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AA abou*- concessions i n the c o n t e x t of the trc.nsaction.- While 

NS' n e g o t i a t i o n s w i t h AA o n l y r e c e n t l y concluded, t he e x t e n t o f 

the n e g o t i a t i o n s was no more i n t e n s i v e than n e g o t i a t i o n s NS had 

w i t h o t h e r p a r t i e s d u r i n g t h a t same time p e r i o d , none of whom has 

requested an e x t e n s i o n . Indeed, when AA appr i s e d NS of i t s 

i n t e n t t o seek an e x t e n s i o n , NS informed AA t h a t i t would oppose 

th e r e q u e s t . While CSX and NS have been and c o n t i n u e t o stand 

ready t o n e g o t i a t e w i t h any p a r t y t o the proceeding, such 

n e g o t i a t i o n s should not be used as a p r e t e x t f o r a v o i d i n g a long 

e s t a b l i s h e d and im p o r t a n t d e a d l i n e . 

I t should be noted t h a t both CSX and NS have been i n 

i n t e n s i v e n e g o t i a t i o n s w i t h a number of p a r t i e s i n the same 

p o s i t i o n as : \ r i g h t up t o the October 21 f i l i n g d a t e . None of 

these p a r t i e s requested an e x t e n s i o n . 

Under the Board's p r o c e d u r a l schedule, which has been i n 

e f f e c t s i n c e May 22, 1997, a p e r i o d of n e a r l y f i v e months, 

comments, requests f o r c o n d i t i o n s and responsive a p p l i c a t i o n s 

were due on October 21 and A p p l i c a n t s have 55 days t o f i l e 

r e b u t t a l t o the scores o f submissions t h a t have been f i l e d . ' A 

^ On October 22, 1997, the day a f t e r t h e d e a d l i n e , a CSX 
e x e c u t i v e , who was i n Ann Arbor Michigan on o t h e r business, 
r e c e i v e d a telephone c a l l from AA's Chairman, r e q u e s t i n a an 
immediate meeting on an u n s p e c i f i e d matter. At the meeting, A^'s 
Chairman r a i s e d AA's i n t e r e s t i n a s e t t l e m e n t , and CSX's e x e c u t i v e 
agreed t o communicate t h a t i n t e r e s t t o the a p p r o p r i a t e CSX 
of f i c i a l s . 

' At l a s t count, A p p l i c a n t s have r e c e i v e d s e r v i c e of 113 
f i l i n g s . 
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14-day extension s i g n i f i c a n t l y reduces Applicants' time t o 

analyze and prepare responses t o AA's comments, responsive 

a p p l i c a t i o n , and any supporting evidence. AA has provided the 

Board with no good basis why Applicants should be p r e j u d i c r J i n 

t h i s manner. 

In a d d i t i o n , given the time c o n s t r a i n t s , Applicants w i l l 

have t o make decisions immediately as t o the nature and scope of 

t h e i r December f i l i n g , including what evidence t o submit as part 

of t h e i r r e b u t t a l and what discovery t o conduct. I f r e l i e f 

sought by AA overlaps or i s inconsistent w i t h r e l i e f sought by 

another party, t h i s could a f f e c t Applicants w i t h respect t o 

e.ither one or both requests f o r r e l i e f . Granting the extension 

sought i n the Request w i l l prejudice Applicants' a b i l i t y to 

timely put i n place t h e i r plans f o r preparing the most thorough 

and responsive r e b u t t a l f i l i n g . 

AA's commitment t o respond to discovery w i t h i n f i v e days and 

make t h e i r witnesses available f o r depositions at a time and 

place convenient t o Applicants misses the point and i n no way 

reduces the harm t o Applicants of AA's d i l a t o r y t a c t i c s . 

Applicants w i l l be making c r i t i c a l decisions over the next two 

weeks about the basic scope and approach of t h e i r r e b u t t a l f i l i n g 

and granting the request means tha t Applicants w i l l have t o do so 

at least p a r t i a l l y i n the dark, a r e s u l t t h a t i s p l a i n l y u n f a i r 

to the Applicants. 
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on the f o r e q o i n g bases. A p p l i c a n t s r e s p e c t f u l l y request t h a t 

t he Board deny AA's request. 

R e s p e c t f u l l y s u b m i t t e d , 

James C. Bishop, J r . 
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James L. Howe, I I I 
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(757)629-2838 , 

Richard A. A l l e n 
James A. Calderwood 
Andrew R. Plump 
John V. Edwards 
Zuckert, Scout & 

Rasenberger LLP 
888 Seventeenth St., N.W. 
Washington, D.C. 
(202) 298-8660 
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Meagher & Flom LLP 
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Public Version--Highly Cnnf ider.r i al 
and Confidential Information Has Been Redacte4 

UNITED STATES OF AMERICA 
DEPARTMENT OF TRANSPORTATION 
.URFACE TRANSPORTATION BOARD 

t 

^ Finance Docket No. 3 3388 

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 

JOINT COMMENTS, EVIDENCE, AND REQUEST FOR CONDITIONS 
OF ATLANTIC CITY ELECTRIC COMPANY 

AND INDIANAPOLIS POWER & LIGHT COMPANY 

INTRODUCTION 

A t l a n t i c City E l e c t r i c Company and Indianapolis Power i 

Light Company ( j o i n t l y "ACE, et al.") hereby submit t h e i r Joint 

Comments concerning the a p p l i c a t i o n of CSX Corporation and CSX 

Transportation, Inc. ( j o i n t l y "CSX") and Norfolk Southern Inc. 

and Norfolk Southern Railway Inc. ( j o i n t l y , "NS") to acquire and 

divide among themselves the assets of Conrail Inc. and 

Consolidated Rail Corporation ( j o i n t l y , "Conrail").^ 

^ We use the terms "merger," or "acquisition, or 
"control" synonymously, unless the co>ntext requires otherwise 



transportation of coal, much of which i s transported by 

Applicants. Their j o i n t concern i s that the a c q u i s i t i o n of 

Conrail may re s u l t i n rate increases f o r coal t r a n s p o r t a t i o n , as 

well as d i s t o r t i o n s i n the j u r i s d i c t i o n a l threshold i n 49 U.S.C. 

§ 10707(d)(1)(A)(Supp. 1995) of the Board's r a i l r o a d rate 

regulation under and i n the Board's determinations of r a i l r o a d 

revenue adequacy under 49 U.S.C. § 10704(a) (1) (Supp. 1995) . 

In support of these comments, ACE, et a l . are submitting 

herewith, as ACE, et a l . Exhibit No. 1, the j o i n t V e r i f i e d 

Statement of Dr. Al f red E. Kahn, Robert Junius Thome Professor 

Emeritus at Cornell, and Dr. Freder_ck C. Dunbar, both of whom 

are with the National Economic Research Association, Inc., and as 

ACE, et a l . Exhibit No. 2, the V e r i f i e d Statement of Thomas D. 

Crowley, President of L.E. Peabody and Associates, Inc. 

Documents referred to i n these comments are included i n ACE, et 

a l . Exhibit No. 3. 

EXECUTIVE SUMMARY 

This i s an unprecedented transaction i n v o l v i n g the 

a c q u i s i t i o n and d i v i s i o n of a major Class I r a i l r o a d -- Conrail 

-- by two other, major Class I ra i l r o a d s -- CSX and NS. While 

the transaction may o f f e r benefits to some, i t may cause harm to 

others, including ACE, et a l . 
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of g r e a t e s t importance t o r a i l r o a d customers and t o 

companies which depend on r a i l r o a d transportat:'.on (such as c o a l 

producers), CSX and NS are paying the l a r g e s t a c q u i s i t i o n premium 

ever p a i d f o r a r a i l r o a d -- $3.8 b i l l i o n over C o n r a i l ' s market 

value purposes and $6.7 b i l l i o n over C o n r a i l ' s book value.^ 

Under the Board's accounting procedures, the amount CSX and NS 

have p a i d f o r C o n r a i l can be t r a n s l a t e d i n t o prem..inms t h a t would, 

absent the Board's i n t e r v e n t i o n , a f f e c t the revenue adequacy of 

CSX and NS and the c a l c u l a t i o n of the j u r i s d i c t i o n a l t h r e s h o l d : 

SUMMARY OF CSX AND NS 
PREMILTM PAID FOR CONRAIL 

($ IN MILLIONS) 

For Revenue Adequacy 

$3,827 

$9,113 

Fcr J i r i s d i c t i o n a l 

$3,248 

$4,485 
$7,733 

^ Based on 42* of Che t o t a l premium. 
^ Based on 58% of the t o t a l premium. 

Source: ACE. et a l . Ex. No 2. Crowley VS. at 29. 

' Unless t.he context s p e c i f i c a l l y r e q u i r e s o t h e r w i s e , we 
r e f e r t o e i t h e r value as " a c q u i s i t i o n premium." 

' The premiums f o r revenue adequacy and j u r i s d i c t i o n a l 
c o s t i n g procedures d i . i e r because of -Jirferences i n the 
procedures f o r computing revenue adequacy and the j u r i s d i c t i o n a l 
t h r e s h o l d . A c o u i s i t i o n p r i c e i s ured f o r revenue adequacy 
whereas f a i r value i s used f o r j u r i s d i c t i o n a l t h r e s h o l d purposes, 
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The Board has not previously ruled o.i whether such 

> a c q u i s i t i o n premiums should be used to " j u s t i f y " higher rates, an 

increase i n the j u r i s d i c t i o n a l threshold applicable to r a i l r o a d 

rate regulation, or an increase i n r a i l r o a d investment base f o r 

determining revenue adequacy. Nevertheless, the Board's Uniform 

Rail Cost System ("URCS") would appear to allow the a c q u i s i t i o n 

I premium to increase the e f f e c t i v e threshold unless the Board 

intervenes and takes appropriate remedial action. Also, t.he 

revenue adequacy procedures, although adopted i n the context of 
I 

a c q u i s i t i o n values below book values, would appear to allow the 

ac q u i s i t i o n premium paid f o r Conrail to a f f e c t adversely the 

# revenue "adequacy" of CSX and NS automatically unless the Board 

rules otherwise. 

CSX and NS have paid tnsse &ub>staritial prem.iums to 

consummate a tran.saction thai w i l l increase t h e i r market power. 

While the Board, and before i t , the I n t e r s t a t e ComT".''*-ce 

I Commi. ion ("xCC"), have adopted a theory that consolidation uf 

railro a d s w i l l not increase prices to shippers because the 

rail r o a d s can be presumed to be maximizing p r o f i t s already, the 

evidence obtained from the r a i l r o a d s themselves shows that the 

railro a d s involved i n t h i s case are not now p r i c i n g t h e i r 

^ services as t h i s Board presumes. There ara a number of obstacles 

-4-



to the rai l r o a d s ' p r i c i n g t h e i r services as the Board presumes. 

This transaction w i l l remove or lessen some of these obstacles 

and thus w i l l increase the surviving r a i l r o a d s ' a b i l i t y to raise 

prices to pay the costs of acquiring Conrail. This i s of 

c r i t i c a l importance to coal shippers since a subs t a n t i a l p o r t i o n 

of the delivered cost of coal i s the cost a t t r i b u t a b l e to 

r a i l r o a d shipment. 

In view of t h i s , ccal shippers are seeking reasonable 

regulatory protection and safeguards from p o t e n t i a l rate 

increases that may be a t t r i b u t a b l e to the a c q u i s i t i o n , e i t h e r 

through the a c q u i s i t i o n premium or otherwise. No other regulated 

industry i s allowed to use a c q u i s i t i o n premiums to j u s t i f y rate 

increases. Likewise, no other regulated industry i s permitted to 

have I t s revenues aeemed to be inadequate because of an 

a c q u i s i t i o r premium. Manifestly, r a i l r o a d s should not be allowed 

to do so e i t h e r . 

The need f o r protection here i s underscored by the fa c t that 

the a c q u i s i t i o n premium i s the d i r e c t r e s u l t of the p r i v a t e 

negotiations among the monopolist r a i l r o a d s . I t i s not a 

r e f l e c t i o n of any consultation or agreement with any r a i l r o a d 

customer or shipper. Indeed, i n the ini m i t a b l e words of NS's 

Vice President of Strategic Planning, James W. McClellan, 

-5-



recovery of the a c q u i s i t i o n prem.ium i s "a r i s k NS takes." 

McClellan Dep'n Tr. 86.' And he was r i g h t . I t i s a r i s k NS (and 

CSX) take. But the a c q u i s i t i o n premium i s •̂ '̂ .phar i c a l l y not a 

r i s k NS's or CSX's or Conrail's cus«-Qmers have taken or can 

r a t i o n a l l y be forced to assume now. They had no part t c plav i n 

paying cash for Conrail p r i o r to Board approval of co n t r o l of 

Conrail by CSX and NS. On the contrary, several of these 

commenting parties objected to the process of the Applicants' 

paying the a c q u i s i t i o n premium ahead of time, but the Board 

allowed i t while admitting that the premium would be an issue i n 

t h i s proceeding. Decision No. 4 (served May 2, 1997) at 3. 

Therefore, ACE, et a l . are opposed to the proposed 

transaction unless p r o t e c t i v e conditions are imposed to assure 

t h a t : 

(1) the a c q u i s i t i o n Ccnrail does not lead to rate increases 
for shippers on CSX or NS adversely affected by the 
transaction through the loss of, or reduction i n , 
competition; 

(2) the j u r i s d i c t i o n a l threshold i n 49 U.S.C. 
§ 10707(d) (1) (A) f c r CSX and NS i s not affect e d by t.he 
a c q u i s i t i o n premium; and 

(3) the determination of r a i l r o a d revenue adequacy under 49 
U.S.C. § 10704(a)(1) f o r CSX and NS i s not affected by 
the a c q u i s i t i o n premium. 
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The Board must adopt such protective ccnditions i f i t approves 

the proposed transaction. 

ARGUMENT 

I . 

THE GOVERNING LEGAL STANDARD. 

Under i t s i n t e r p r e t a t i o n of the governing s t a t u t e , the Board 

i s to approve the a c q u i s i t i o n of con t r o l over a r a i l r o a d i f the 

Board finds the transaction "consistent w i t h the public 

i n t e r e s t . " 49 U.S.C. § 11324 (c) (Supp. 1995). The Board must 

consider several factors i n making such a f i n d i n g . Among them, 

the Board must consider: 

• the "effect cf the proposed transaction on the adequacy 
of transportation to the public;" 

• "the t o t a l f i x e d charges that r e s u l t from the proposed 
transaction;" and 

• "whether the proposed transaction would have an adverse 
e f f e c t on competition among r a i l c a r r i e r s i n the 
affected region or i n the national r a i l system." 

49 U.S.C. § 11324(b)(1), (3), and (5)(Supp. 1995). The Board 

also imposes conditions on an a c q u i s i t i o n "when needed to advance 

the public i n t e r e s t . " Lam^cille Valley R.R. Co. v. ICC. 711 F.2d 



295, 300 (DC. Cir. 1933) (discussing 49 U.S.C. § 11324(c) when 

i t was co d i f i e d as 49 U.S.C. 11344 1c}}.* 

The Board's c r i t e r i a f o r imposing "public i n t e r e s t 

conditions" are set f o r t h m Union Pacific Ccntrol -- Missouri 

P a c i f i c , 366 I.C.C. 462 (1982). T.here, the ICC held: 

The basic consideration for determining 
v/hether a need f o r a public i n t e r e s t 
condition exists i s whether the transaction 
w i l l have anticompetitive consequences (or 
threaten other possible harm to the public 
i n t e r e s t ) . I f a transaction does not pose 
any problems of possible harm tc t.he public 
i n t e r e s t , then no public i n t e r e s t conditions 
should be imposed. I f a transaction 
threatens harm to the public i n t e r e s t , then 
public i n t e r e s t cc. ''tions should be imposed 
i f they are operat. . l a l l y f easible, 
ameliorate or eliminate the harm threatened 
by the transaction, and they are of greater 
benefit to the public than they are 
detrimental to the transaction. 

I i i . , 366 I.C.C. at 562 -64; see also Decision Nc. 29 (served Sept. 

11, 1997) at 3. 

* The Board's counsel characterized the statute as "pro 
merger" i n defending the approval of the Burlington Northern-
Santa Fe merger. ATE, et a l . do not agree, since that overly 
s i m p l i s t i c c h a r acterization could, i f construed l i t e r a l l y , r e s u l t 
i n one r a i l r o a d i n the e n t i r e United States. Rather, the statute 
i s properly read as balancing a series of competing i n t e r e s t s , 
such as competitive harms and e f f i c i e n c i e s . Here, f o r some 
pa r t i e s , such as Indianapolis Power & Light Company ("IPL"), the 
transaction w i l l be especially .harmful to competition and 
i n e f f i c i e n t . IPL i s f i l i n g supplemental comm.ents to address i t s 
i n d i v i d u a l issues. 
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The instant transaction requires the attachment of "public 

i n t e r e s t conditions" to any approval of the a c q u i s i t i o n and 

contrcx of Conrail. CSX and NS have paid a huge sum f o r Conrail 

- - a t least $9,395 b i l l i o n . This purchase price f a r exceeds the 

market value of Conrail -- by $3.8 b i l l i o n . The purchase p r i c e 

exceeds the net book value of Conrail by an even large amount --

$6.7 b i l l i o n . For revenue adequacy purposes, the premium i s 

larger s t i l l $9,113 b i l l i o n -- because $2,387 b i l l i o n must be 

added to the $6.7 b i l l i o n premium to account f o r Conrail's 

accumulated depreciation and asset d i s p o s i t i o n . For 

j u r i s d i c t i o n a l threshold purposes, the premium w i l l be s l i g h t l y 

smaller, but s t i l l $7,733 b i l l i o n . ACE, et a l . Ex. No. 2, 

Crowley V.S. at 2 9 and Ex. No. TDC-11. 

The substantial purchase price and premium paid f o r Conrail 

already have imposed substantial costs on CSX and NS and w i l l 

continue to do so f o r years to come i n the form of increased 

depreciation, amortization, debt expense, and debt repayment, as 

w i l l be shown below. The threat presented by these s u b s t a n t i a l 

cost increases i s that CSX and NS w i l l raise shippers' rates t o 

pay for these costs. CSX and NS have portrayed t h i s transaction 

as one that w i l l pay f o r i t s e l f through expected growth of 

r a i l r o a d t r a f f i c and the increased e f f i c i e n c i e s the a c q u i s i t i o n 
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w i l l b r i n g , and not through rate increases. In f a c t , a CSX 

Executive Vice President, John Q. Anderson, wrote to CSX's 

customers assuring them that they should not expect t o pay f o r 

the a c q u i s i t i o n through increased rates: 

Many of you have asked i f we w i l l be 
forced to raise prices to fund our 
ac q u i s i t i o n of Conrail. In response, l e t me 
say that our plans are to grow our business 
aggressively and to attack a market t.hat i s 
8G% dominated by business moving on the 
highway. Improved service and e f f i c i e n c y 
available from an enhanced CSX r a i l system 
should allow us to put together price and 
service packages that make inroads in^o t h i s 
market and help us meet our growth 
objectives. Com.petitive factors w i l l also 
come i n t o play as there v ; i l l now be two Class 
I r a i l r o a d s vying f o r business i n many of the 
markets now dominated by one c a r r i e r . l u 
short, we do not see.raising prices as the 
path to funding t h i s acqi.iisition• we see 
e f f i c i e n c y and new business growth. 

ACE, et a l . Ex. No. 3 (emphasis added). 

But CSX and NS have not cori;m,itted. and w i l l not commit, t o 

protect shippers from rate increases to pay f o r the a c q u i s i t i o n 

of Cc.nrail. This i s a c r i t i c a l omission because the ben e f i t s CSX 

and NS need to pay for the a c q u i s i t i o n may not be re a l i z e d : CSX 

and NS may not be successful i n making inroads i n t o highway 

t r a f f i c t o the extent they expect; the t r a f f i c CSX and NS gain 

may not generate s u f f i c i e n t cash flow because the t r a f f i c they 
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expect t o gam i s generally r e l a t i v e l y low-margin t r a f f i c ; or the 

Applicants' piojected e f f i c i e n c i e s may not m.aterialize i n the 

time CSX and NS contemplate, i f at a l l . * 

ACE, et a l • understand that seme part i e s are challenging 

CSX's and NS's pr o j e c t i o n of benefits, wnich are projected tc be 

several hundred m i l l i o n , cr even almost a b i l l i o n d o l l a r s 

annually, f o r CSX and NS combined. See Application, Vol. 1 at 

19, 123-27. ACE, et a l . are not doing so. But given the 

enormous benefits the Applicants claim, the Board can and must 

take a f f i r m a t i v e steps to protect shippers from the harms that 

w i l l or may occur to them from the proposed transaction. This i s 

a fundamental regulatory r e s p o n s i b i l i t y . Despite tne claimed 

benefits of th.? proposed transaction, many customers w i l l remain 

captive to e i t h e r CSX cr NS or w i l l see less competition f o r 

t h e i r business than before. Even worse, i f the claimed benefits 

that would enable CSX and NS to pay the substantial acq-Jisition 

* The post-merger experience of the merged Union 
Pacific/Southern Pa c i f i c (with i t s extraordinary service 
problems), the merged Union Pacific/Chicago & Northwestern 
Transportation Company 'which led to an unprecedented apology to 
shippers from UP's then-President), and the implementation 
d i f f i c u l t i e s faced by BN-SF fol l o w i n g i t s recent merger, 
precludes the Board from t r e a t i n g the current Applicants' claims 
of increased e f f i c i e n c y and business growth as c e r t a i n t i e s , or 
even p r o b a b i l i t i e s . The d i v i s i o n of a Class I c a r r i e r i s 
unprecedented and may be the most complex such transact.uon yet. 
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premium paid f o r Conrail do not materialize, shippers w i l l be 

forced to pay higher prices as CSX and NS attempt to pay o f f 

t h e i r a c q u i s i t i o n dcLt and other f i x e d charges r e s u l t i n g from the 

transaction; the public d e f i n i t i v e l y w i l l be harmed; and the 

transaction w i l l not be con.sistent w i t h the public i n t e r e s t . 

Common sense dictates that i f the plans and hopes of CSX and 

NS fo r new business and e f f i c i e n c i e s do not m a t e r i a l i z e , then CSX 

and NS w i l l have to recover the acq'uisition premium by passing i t 

through t o customers i n t.he form of higher rates. There i s no 

r a t i o n a l basis for i n f l i c t i n g t h i s harm on shippers or the 

public. The Board therefore must conaition t h i s t r a n s a c t i o n to 

protect the public against merger-related rate increases. This 

i s a reasonable r e s u l t since i t puts the r i s k that the b e n e f i t s 

w i l l not materialize where i t belongs --on the Applicants.' 

• The Federal Energy Regulatory Commission ("FERC") has 
recently revised i t s merger p o l i c y I'ndcr Section 203 of the 
Federal Power Act, 16 U.S.C. § 824b, to avoid the p i t f a l l s of 
assessing "estimates of somewhat am±>iguous net merger b e n e f i t s " 
by r e q u i r i n g merger applicants to "propose ratepayer p r o t e c t i o n 
mechanisms to assure that customers are protected i f the expected 
benefits do not materialize." As the FERC noted, t h i s "puts the 
r i s k that the benefits w i l l not materialize where i t belongs --
on the applicants.-' Order No. 592, Tnq^uirv roncerning the 
Commission's Merger Policy Under the Federal pgwer w ; PciiCY 
Statement. I l l FERC Stats. & Regs. (CCH) 1 31,044, at 30,123 
(1996) . 
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The Board should broadly condition the transaction to ensure 

that CSX and NS w i l l not impose a c q u i s i t i o n - r e l a t e d increases cn 

any customer adversely affected by the transaction. This w i l l do 

no more than make binding the assurances cf CSX Executive Vice 

President Anderson that shippers w i l l not see increased rates as 

a r e s u l t of the acquisition.'' 

The Board m.ust aiso condition the transaction to assure that 

CSX and NS do not include any of the a c q u i s i t i o n premium ana 

associated w r i t r - u p i n Conrail's assets i n the determination of 

the j u r i s d i c t i o n a l threshold under 49 U.S.C. § 10707(d) (1) (A). 

This i s v i t a l . I t i s the only measure that w i l l ensure that the 

rate p r o t e c t i o n Congress adopted to estab l i s h to protect shippers 

against e x p l o i t a t i o n by a market-dominant c a r r i e r i s not v i t i a t e d 

through asset acquisitions and write-ups. As a c o r o l l a r y to 

t h i s , the Board should condition i t s approval on CSX and 

excluding the a c q u i s i t i o n premium and associated write-up of 

Conrail's assets i n c a l c u l a t i n g t h e i r revenue ade-ruacy under 4 9 

U.S.C. § 10704(a)(2). This too i s a c r i t i c a l safeguard since, 

unless t h i s i s done, the a c q u i s i t i o n premium CSX and NS have paid 

' .:n f a c t , many of the shippers who have submitted 
support statements wit h the Application may have r e l i e d on CSX's 
assurances i n that l e t t e r to t h e i r detriment, since the purpose 
of that l e t t e r was to s o l i c i t t h e i r support. 
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would be permitted to i n f l a t e valuations which automatically 

would be translated i n t o i n f l a t e d return targets f o r subsequent 

revenue adequacy calculations. 

These conditions are f u l l y consistent w i t h the c r i t e r i a f o r 

imposing "public i n t e r e s t conditions." Uni^h P^ci-^i? -- CPhtr?! 

-- Missouri Pacific. 366 I.C.C. at 564. The conditions are 

d i r e c t l y related to t h i s transaction. They do not ameliorate 

longstanding problems which were not created by the merger. Nor 

do they require CSX or NS to protect another c a r r i e r . Moreover, 

they do not threaten t h i s transaction. I f CSX and NS are correct 

that they w i l l be able to pay f o r t h e i r a c q u i s i t i o n of Conrail 

through growing t h e i r businesses and through e f f i c i e n c i e s , these 

conditions w i l l have no pinch. They w i l l only pinch i f the 

Applicants' representations concerning the benefits of the 

transaction are not realized. But j u s t as i s done by 7ERC, those 

projected benefits should be of no concern to the Board. They 

should be of concern to CSX and NS only, since they projected the 

b e n e f i t s and they alone chose t o pay what they paid f o r Conrail 

without p r i o r approval of the a c q u i s i t i o n . 
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I I . 

THE THREAT TO THE PUBLIC BY THE PROPOSED TRANSACTION 

A. The Premium CSX and NS Have Paid for Conrail 
Subjects the A p p l i c a n t s t o S u b s t a n t i a l Increased 
Costs . 

The t o t a l purchase p r i c e CSX and NS have agreed t o pay f o r 

C o n r a i l i s $9,895 b i l l i o n , ' e x c l u d i n g t r a n s a c t i o n c osts, which 

are themselves s u b s t a n t i a l . ' This purchase p r i c e g r e a t l y exceeds 

the net book value of C o n r a i l . According t o the A p p l i c a t i o n , as 

of December 31, 1995, C o n r a i l ' s net book /alue was $3,169 

b i l l i o n . " T h is means t h a t CSX and NS have p a i d a premium of 

$6,726 b i l l i o n over C o n r a i l ' s net book value. As Witness 

Crowley shows, t o t h a t value must be added $2,387 b i l l i o n f o r 

C o n r a i l ' s accumulated d e p r e c i a t i o n t h a t w i l l be e l i m i n a t e d and 

adjustments f o r C o n r a i l ' s 1995 asset d i s p o s i t i o n , f o r a t o t a l 

' This represents the purchase of 36.475 m i l l i o n shares 
of C o n r a i l stock at $110 or $115 per share p l u s costs of 
unexercised stock o p t i o n s . Whitehurst Dep'n Tr. 24-25. 

* ACE, e t a l . Ex. No. 2, Crowley V.S. a t 26. 

°̂ V o l . 1, Ex. No. 16, Appendix C, p. 3, and Appendix G, 
p. 10. The net book value i s the d i f f e r e n c e between C o n r a i l ' s 
t o t a l assets and i t s t o t a l l i a b i l i t i e s . I t i s equal t o t o t a l 
shareholder e q u i t y . 

" Whitehurst Dep'n Tr. 25. 
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a c q u i s i t i c n premium f o r revenue adequacy purposes of $9,113 

b i l l i o n . " 

The purchase price f o r Conrail also exceeds tne market value 

of Ccnrail by a substantial margin. Immediately before the 

merger of CSX was announced i n October, 1996, the market value of 

Conrail was $6,140 b i l l i o n . * ' The $9,895 b i l l i o n purchase price 

thus includes a premium of approximately $3,755 b i l l i o n over 

Conrail's market valuation. 

To j u s t i f y the substantial premium they have paid f o r 

Conrail, CSX and NS have r e l i e d on an estimate of the " f a i r 

value" of Conrail s property and equipment of $16,243 b i l l i o n . * * 

This " f a i r value" of Conrail's properties and equipment exceeds 

the net book value of Conrail's property and equipment of $6,6 93 

" ACE. et a l . . Exh. No. 2, Crowley V.S. at 29 and Ex. No. 
TDC-11. 

" On October 14, 1996, the l a s t t r a d i n g day before the 
merger's announcement, Conrail's stock closed at $71 per share. 
CSX October 16, 1996 Tender Offer (SEC Sch. 14(D)(1)), Vol. 7B, 
p. 24. This price i s consistent w i t h t r a d i n g ranges f o r 
Conrail's stock f o r the p r i o r three quarters: 1st q t r . 1996 --
$77 1/4 high and $67 5/6 low; 2nd q t r 1996 -- $73 high and $66 
1/4 q t r . low; 3rd q t r . -- $74 5/8 high and $63 3/4 low. Ic^. The 
market value i s computed using the 86,475,000 Conrail shares CSX 
and NS have purchased. 

*• Whitehurst Dep'n Tr. 29-30. 
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b i l l i o n " by $9,550 b i l l i o n . The e f f e c t of t h i s enormous premium 

w i l l be to add $7,733 b i l l i o n to CSX's and NS's accounts f o r 

Conrail's property and equipment for j u r i s d i c t i o n a l costing 

purposes, on top of the gross amounts aiready recorded on 

Conrail's books, as witness Crowley shows.*' 

The write-up i n Conrail's assets and the a c q u i s i t i o n premium 

w i l l impose substantial f i x e d charges on CSX and NS f o r years t o 

come. These include: 

• i n a d d i t i o n a l depreciation annually t o 
depreciate cne portion of the $9,550 b i l l i o n write-up 
i n Conrail's assets allocated to s p e c i f i c equipment and 
properties.*' This a d d i t i o n a l f i x e d charge w i l l l a s t 
f o r 4 5 years.*' 

• i n annual amortization of the goodwill, 
which i s the p o r t i o n of the $9,550 b i l l i o n write-up not 
yet allocated to s p e c i f i c equipment and p r o p e r t i e s . 
This f i x e d charge w i l l l a s t 40 years.*' 

** Vol. 1, Ex. No. 16, Appendix C at 3; Whitehurst Dep'n 
Tr. 2 9; 

16 

TDC-11. 
ACE, et a l . Ex. No. 2, Crowley V.S. at 2 9 and Ex. No. 

*•' ACE, et a l . Ex. Nc. 2, Crowley V.S. , Ex. No. TDC-14. 

*' Whitehurst Dep'n Tr. 41-43. 

*« ACE, et a l . Ex. No. 2, Crowley V.S. at 26; Wolf Dep'n 
Tr. 34, 39. 
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• m annual i n t e r e s t during the "Normal 
Year" on the b i l l i o n i n ac q u i s i t i o n debt incurred 
t o finance the a c q u i s i t i o n of Conrail.*" 

In a d d i t i o n to these substantial fi x e d charges, CSX must 

repay the b i l l i o n i n a c q u i s i t i o n debt i t has incurred, and 

NS must repay the b i l l i o n i n a c q u i s i t i o n debt i t has 

incurred.^* In the f i r s t three years a f t e r the a c q u i s i t i o n , CSX 

w i l l pay o f f i n a c q u i s i t i o n debt 

while NS w i l l repay i n a c q u i s i t i o n debt. 

A f t e r paying these substantial sums, CSX and NS s t i l l w i l l have 

i n a c q u i s i t i o n debt to repay.*' In the "Normal 

Year" f o l l o w i n g the transaction, both CSX and NS w i l l use a l l 

t h e i r r esidual cash flow to repay the a c q u i s i t i o n debt. In that 

year alone, CSX and NS estimate t h e i r combined residual cash flow 

to be per year." 

" ACE, et al. Ex. No. 2, Crowley V.S. at 26. 

" Id. 

23 Id. 

CSX's outstanding debt at the beginning of the "Normal 
Year" i s estimated to be 

NS's outstanding a c q u i s i t i o n debt at the 
beginning of the "Normal Year" i s estimated to be 

" ACE, et a l . Ex. No. 2, Crowley V.S. at 26. 
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The e f f e c t of these substantial f i x e d charges, plus others 

not mentioned, i s predictable. CSX and NS expect to s u f f e r net 

losses as a r e s u l t of the a c q u i s i t i o n i n the f i r s t two years 

f o l l o w i n g the transaction and expect to increase net iacor.2 by 

only $86 m i l l i o n i n the "Normal Year" f o l l o w i n g the 

t r a n s a c t i o n . " 

The a c q u i s i t i o n premium, the associated asset write-up, and 

the increased depreciation expense r e s u l t i n g from the write-up 

w i l l also increase variable costs (because investment i s included 

i n the URCS d e f i n i t i o n of variable costs). As Mr. Crowley shows, 

t h i s increase produces an increase i n CSX's and NS's vari a b l e 

costs o f . t r a n s p o r t i n g a ton of coal by and percent, 

respectively.** 

B. CSX and NS Have the Motive, the Will and the 

Ability to Raise Rates to Pay for the Acquisition. 

The increase i n variable costs f o r CSX and NS t h a t w i l l 

r e s u l t from the a c q u i s i t i o n may be o f f s e t i f everything works out 
as CSX and NS plan and a l l the benefits they p r o j e c t i n increased 

t r a f f i c and increased e f f i c i e n c i e s m a t e r i a l i z e . But t h e i r plans 

25 Id. 

i i ACE, et a l . Ex. No. 2, Crowley V.S. at 3 3 and Ex. Nos 

12 and 13 . 
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may not work out as anticipated, and CSX and NS w i l l then face 

higher variable costs. This i s what i s of concern to ACE, et a l 

and other shippers -- that CSX and NS w i l l then seek to cover 

t h e i r increased variable costs by r a i s i n g shipper rates. 

The shippers' concerns are altogether warranted by two 

fundamental facts -- CSX and NS have the motive and the w i l l to 

increase rates as much as possible and they have the clear 

a b i l i t y t o do so unless the Board provides some regulatory 

p r o t e c t i o n . 

1. CSX and NS Have the Motive and the 
Will to Raise Rates. 

As has been shown, Lhe a c q u i s i t i o n w i l l increase NS's (and CSX's) 

var i a b l e costs. 

i f the market allows. CSX 
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Coal Marketing Vice President Sharp and NS Coal Marketing Vice 

President Fox admit that t h e i r jobs can be characterized as 

charging coal shippers the highest rates that can be charged 

without losing t h e i r business. Sharp Deposition Tr. 43-44; Fox 

Deposition Tr. 99-100, 118. 

Of course, i t 

i s not sur p r i s i n g that the Applicants would s t r i v e to maximize 

cheir p r o f i t s , which the Board assumes f o r purposes of t h i s 

proceeding. Decision No. 17 (served July 31, 1997), at 3. This 

makes i t a l l the more important that constraints are placed on 

t h e i r a b i l i t y to pass on to shippers the cost of the 

extraordinary premium paid f o r Conrail. 

2. CSX and NS Have the A b i l i t y to Raise Rates. 

In p r i o r merger cases, the Board and the ICC have adopted or 

followed a theory that concludes that sole-served shippers are 

not at r i s k from mergers. Burlington Northern Inc.. et a l . . 

Finance Docket No. 32549, Decision No. 38 (Aug. 16, 1995) 

("Burlington Northern") , a f f d sub nom. W^Swem ReSgUCgeS, Ing. 

V. Surface Transp. Bd.. 109 F.3d 782 (D.C. Cir. 1997) ("W££i££n 

Resources"); Chicago. Milwaukee. St. Paul and Pa c i f i c Railroad 

Co.• et a l • • 2 I.C.C.2d 161, 234, (1984), 2 I.C.C.2d 427 (1985); 

Union Pac i f i c , et a l . . 366 I.C.C. at 538. The theory holds t h a t : 
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there i s only one monopoly p r o f i t to be gained 
from, the sale of an end-product or service (here 
the transportation of coal for use at an e l e c t r i c 
generating p l a n t ) . 

Western Resources. 109 F.3d at 787 ( c i t i n g 3 Areeda & Turner, 

Antitru.qt Law % 725b, at 199 (1978)). 

In p r i o r orders i n t h i s proceeding, the Board has asserted 

that ACE, et a l . were challenging t h i s theory: 

[ACE, et al•1 are asserting, i n essence, that 
Conrail has some as yet unexercised market power 
that e i t h e r CSX or NS w i l l exercise i f we allow 
them to acquire Conrail's l i n e s . They are, i n 
essence, challenging a basic p r i n i c i p l e of 
economics, that firms w i l l generally attempt to 
maximize t h e i r p r o f i t s . "This i s a basic premise 
the ICC and the Board have long applied, w i t h 
court approval, when viewing competitive issues i n 
assessing mergers: i f c a r r i e r s have a d d i t i o n a l 
market power, they w i l l use i t . " 

Decision No. 42 (served Oct. 3, 1997), at 8 (quoting Decision No. 

17 (served Aug. 1, 1997), at 3). This i s simply i n c o r r e c t . ACE, 

a l , , as wel l as Drs. Kahn and Dunbar and Mr. Crowley accept 

the theory. But they recoginze i t f o r what i t i s -- a theory 

only, not a fa c t -- so that the market power of the su r v i v i n g 

r a i l r o a d s may be able to increase prices. 

This i s e n t i r e l y consistent with p r i o r precedent. The ICC 

and the Board have both made clear that the theory gives r i s e 

only to a presumption that can be rebutted. Burlington Northern. 
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s l i p op. at 71 (quoting Union P a c i f i c , et a l . . 4 I.C.C.2d 409, 

476 (1988) . Chicago. Milwaukee. St. Paul and Pacific Railroad 

Co.• et a l . . 2 I.C.C.2d at 4 55. The Court i n Western Resources 

also made clear t h a t whether the merger of two c a r r i e r s w i l l harm 

sole-served shippers depends on the theory being "both correct 

and applicable. . . ." 109 F.3d at 787 (emphasis added). ACE, 

et a l . do not believe the theory i s being followed c o n s i s t e n t l y 

i n the r e a l world, and the evidence presented by Drs. Kahn and 

Dunbar and Mr. Crowley, which was obtained from Conrail, CSX, and 

NS, shows that i t i s not. 

There are number of reasons the theory i s not being followed 

i n the r e a l world. As Drs. Kahn and Dunbar show, the theory 

requires several extremely demanding assumptions to be v a l i d . 

Among the required assumptions are: 

• There i s no actual or p o t e n t i a l a l t e r n a t i v e to the 
e x i s t i n g bottleneck, the entry or a v a i l a b i l i t y of which 
might be affected by the v e r t i c a l i n t e g r a t i o n or merger 
under consideration; 

• The bottleneck c a r r i e r has perfect information about 
the demand function of the shipper; 

• The bottleneck c a r r i e r has perfect information about 
the cost functions of competing c a r r i e r s ; 

• There i s no uncertainty about future costs and prices; 

• D i f f e r e n t c a r r i e r s have i d e n t i c a l b e l i e f s about the 
nature of any regulatory constraints; and 
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• Revenue-sharing agreements do not preclude the 
bottleneck c a r r i e r from r e a l i z i n g the prof it-maximizing 
monopoly p r o f i t . ^ ' 

Eut shippers are c e r t a i n l y reluctant to reveal t h e i r demand 

functions to the c a r r i e r , so the bottleneck c a r r i e r i s u n l i k e l y 

to know the shipper's demand function p e r f e c t l y . A witness f o r 

CSX recognized that, f o r the r a i l r o a d s to capture the economic 

rents t o a monopolized de s t i n a t i o n , they needed "perfect 

knowledge," but acknowledged that the "the knowledge that the 

r a i l r o a d s have of coal markets i s l i m i t e d . " " Carriers are also 

u n l i k e l y to share t h e i r cost structures with other c a r r i e r s , so 

the bottleneck c a r r i e r i s u n l i k e l y to know the o r i g i n c a r r i e r ' s 

cost s t r u c t u r e p e r f e c t l y . 

D i f f e r e n t c a r r i e i s are l i k e l y to have d i f f e r e n t views of 

regulatory contraints, and the bottleneck c a r r i e r i s c e r t a i n not 

to have perfect foresight about future prices and costs. The 

r a i l r o a d industry has a h i s t o r y of d i v i d i n g revenue from 

i n t e r l i n e movements. This h i s t o r i c a l practice undoubtedly 

continues because, with so few railroads remaining, each r a i l r o a d 

2S ACE, et a l . Sx. No. 1, Kahn/Dunbar V.S. at 7-8. 

" ACE, et a l . Ex. No. 3, Sansom Dep'n Tr. at 113 and 172, 

see algg, 
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i s l i k e l y to f i n d i t s e l f i n the p o s i t i o n of bei.ng a bottleneck 

c a r r i e r on one route and dependent on a bottleneck c a r r i e r on 

another. This creates a s i t u a t i o n where the c a r r i e r s are l i k e l y 

to continue to divide revenue f o r fear cf r e t a l i a t i o n on another 

route. Such fear i s a fact of l i f e , as NS Witness McClellan 

t e s t i f l e d : 

Q. Ana i s NS going to have any ownership i n t e r e s t i n 
the Hawthorne Yard? 

A. No. 

Q. And how i s i t that you could be so confident 
that Norfolk Southern w i l l have adequate 
capacity f o r t r a f f i c i n and out of the 
Hawthorne Yard? 

Q. Because we have -- the agreement says that we 
w i l l have adequate capacity. And I believe 
that we could, i f there's a disagreement, 
make a case that they were t r y i n g to squeeze 
us there. 

And, furthermore, the nature of t h i s 
transaction, there are are a number of places 
where CSX w i l l be r e l y i n g on NS and vice 
versa. So . . . there's pressure on both 
sides. Let me be blunt about i t . We have 
some places where, i f they're not reasonable 
m Indianapolis, we can be somewhat 
unieaSQaagle wjtn them. And that's the way 
i t WQCKS, 

McClellan Dep'n Tr. 129 (emphasis added). 

-25-



In view cf the rigorous assum.ptions necessary to support the 

theory, Drs. Kahn and Dunbar conclude that the assumptions "are 

not l i k e l y to be met i n practice with s u f f i c i e n t u n i f o r m i t y t o 

j u s t i f y a presumption that the theory applies v a l i d l y to every 

transact i o n " . " 

To determine whether t h i s a c q u i s i t i o n w i l l harm shippers, 

Mr. Crowley and Drs. Kahn and Dunbar analyzed data from the 

Costed Waybill Samples f o r Conrail, CSX and NS f o r 1988 through 

1995" and c e r t a i n documents from the marketing f i l e s the 

" ACE, et a l . Ex. No. 1, Kahn/Dunbar V.S. at 10. 

" The Administrative Law Judge ("ALJ") ordered the 
Applicants to provide to counsel f o r ACE, et a l . t h e i r t r a f f i c 
tapes f o r coal movements to the generating plants owned by ACE, 
et a l . f o r 1995 through mid-1997 and f o r the two years before 
and two years a f t e r the l a s t merger a f f e c t i n g each Applicant. 
Decision No. 11 (served July 18, 1997). The Board upheld the 
ALJ, despite the sworn a f f i d a v i t s of Drs. Kahn and Dunbar and Mr. 
Crowley that data the ALJ ordered be produced was too l i m i t e d to 
t e s t r e l i a b l y whether the Applicants were fol l o w i n g the Board's 
theory. Decision No. 17 (served Aug. 1, 1997^ . As Witness 

(continued...) 
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Applicants produced i n discovery and tested whether the evidence 

supported the predictions of the theory. One such p r e d i c t i o n i s 

that the merger of an o r i g i n c a r r i e r and a monopolist destination 

c a r r i e r w i l l not cause prices tc r i s e because the desti n a t i o n 

c a r r i e r i s already e x t r a c t i n g the f u l l mor:opoly p r o f i t . The only 

m.erger involving the Applicants for which s u f f i c i e n t data i s 

available i s Conrail's a c q u i s i t i o n of Monongehela Railway Company 

("MGA") that was approved i n 1991. 

"(...continued) 
Crowley t e s t i f i e s , the t r a f f i c tape data was too l i m i t e d to t e s t , 
over time, the ra i l r o a d s ' r a t e s e t t i n g f o r destinations captive to 
one r a i l r o a d . ACE, et a l . Ex. No. 2, Crowley V.S. at 8. 
Consistent w i t h the suggestion of NS's counsel at the July 16, 
1997 Discovery Conference, ACE, et a l . then turned to the Board's 
Costed Waybill Sample for data, which are only available through 
1995 and provide variable costs, a necessary factor , only since 
1988. Since the actual revenues are masked, ACE, et a l . , sought 
the masking factors t o have as accurate a p i c t u r e of t.̂ ê 
r a i l r o a d ' s ratesetti.ng practices as possible. While the ALJ 
ordered the Applicants to produce the masking factors f o r the 
same routes as he had ordered f o r the t r a f f i c tapes, the Board 
reversed. Decision No. 42 (sfirved Oct. 3, 1997) . Mr. Crowley 
derived his own masking f a c t o i s using the actual revenues from 
the t r a f f i c tapes f o r 1995. Thus, the evidence ACE, et a l . i s 
presenting i s the most accurate evidence the Board has allowed 
ACE, et a l . to have. 
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Drs. Kahn and 

Dunbar also tested the data using a regression analysis. 

Another p r e d i c t i o n of the theory i s that the c a r r i e r ' s 

c o n t r i b u t i o n on a s i n g l e - l i n e service to a monopolistic 

d e s t i n a t i o n w i l l be the same as the c o n t r i b u t i o n on the 

des t i n a t i o n segment of an i n t e r l i n e m.ovement. 

33 
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This evidence i s d i r e c t l y contrary to the predictions of the 

Board's theory. But i t i s consistent w i t h the ra i l r o a d ' s 

expections. For example, the then Chairman of Union P a c i f i c 

aamitted i n his deposition i n the Union Pacific/Southern P a c i f i c 

merger proceeding. Finance Docket No. 32760 (Tr. 148) that a sole 

d e s t i n a t i o n c a r r i e r cannot reap a l l of the p r o f i t from the 

i n t e r l i n e movement: 

Q. In other words, you thi n k t h a t , i f a shipper i s served 
by a single c a r r i e r at de s t i n a t i o n but another c a r r i e r 
might be involved at o r i g i n , that the des t i n a t i o n 
c a r r i e r cannot extract a l l of the p r o f i t from the move? 

A. No way. 

The Applicants i n t h i s proceeding have had the same 

experience. 
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Another pr e d i c t i o n of the theory i s that o r i g i n competition 

should not reduce prices to the shipper at a monopolized 

d e s t i n a t i o n . 

In sum, the evidence, which was produced by the Applicants 

thviiuselves, shows that the Board's theory has not been followed 
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consistently by the Applicants. As Dr. Kahn and Dunbar s u c c i n t l y 

state: 

We have examined four hypotheses implied by 
the one-lump theory. None i s supported by 
the available empirical evidence. Taken 
together, the weight of t h i s empirical 
evidence i s overwhelming. I t i s simply not 
true that bottleneck c a r r i e r s t y p i c a l l y 
extract a l l the monopoly p r o f i t from a coal 
shipment; nor i s i t the case that a reduction 
i n o r i g i n competition has no e f f e c t on the 
prices paid by shippers.** 

This means that the r a i l r o a d s curviving a f t e r t h i s 

transaction w i l l have the a b i l i t y to increase prices. Shippers 

are thus at r i s k f o r rate increases as the Coal Marketing Vice 

Presidents of CSX and NS do t h e i r jobs of charging coal shippers 

the highest rates that can be charged without losing t h e i r 

business so that CSX and NS can recover the increased costs t h i s 

a c q u i s i t i o n imposes on them. The shippers thus require 

p r o t e c t i o n from the Board, and the Boc^d's own precedents, 

discussed supra. require that i t be granted. 
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I I I . 

THE ABILITY OF NS AND CSX TO RAISE RATES BECAUSE 
OF THE INCREASED MARKET POWER THEY WILL OBTAIN IF 
THE TRANSACTION IS APPROVED REQUIRES THE BOARD 

TO ADOPT REMEDIES TO PROTECT SHIPPERS. 

The evidence shows that a l l coal shippers i n the service 

t e r r i t o r i e s of the Applicants are at r i s k of having t h e i r rates 

f o r r a i l transportation increased as a r e s u l t of t h i s 

a c q u i s i t i o n . These increases could r e s u l t from reductions i n 

competition, e i t h e r at o r i g i n or at de s t i n a t i o n , and thus 

increases i n market power, and by increases i n the vari a b l e costs 

CSX and NS must cover on every transaction (because re t u r n on 

investment i s included i n the d e f i n i t i o n of "variable costs" i n 

URCS). The ac q u i s i t i o n premium and associated asset write-ups 

w i l l also cause d i s t o r t i o n s i n regulated rate l e v e l s i f the 

acquistion premiums are included i n the c a l c u l a t i o n s of the 

j u r i s d i c t i o n a l threshold and revenue adequacy. As discussed more 

f u l l y throughout t h i s Section, these threats of harm to the 

publ i c require the Board to adopt conditions to protect the 

p u b l i c . The necessary conditions do no more than hold the 

Applicants to t h e i r statements -- that NS has taken the r i s k of 

recovering the a c q u i s i t i o n costs and that CSX does not see paying 
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f o r the acquistion through rate increases but through increased 

competition and e f f i c i e n c i e s . 

A. The A c q u i s i t i o n Premium and Associated Write-up i n 
Assets Must Be Excluded From The Determination of the 
J u r i s d i c t i o n a l Threshold Applicable to the Board's Rate 
Authority. 

The governing statute provides that the Board does not have 

j u r i s d i c t i o n over rates where the r a i l r o a d does not have market 

dominance over the transportation to which the rate applies. 4 9 

U.S C. § 10707(b) (Supp. 1995). A f i n d i n g that t.he rate r e s u l t s 

i n a revenue-variable cost percentage less than 180 percent i s 

determinative that the r a i l r o a d does not have market dominance. 

49 U.S.C. § 10707(d)(1)(A). The revenue-variable cost percentage 

of 180 percent i s thus e f f e c t i v e l y the threshold of the Board's 

j u r i s d i c t i o n over r a i l rates, and constitutes a rate " f l o o r " f o r 

captive t r a f f i c . 

I f the Board finds that the r a i l r o a d has market dominance, 

the Board may then f i n d the rate unjust and unreasonable i f the 

rate exceeds a "reasonable maximum." CSX coal witness Sansom 

conceded that the revenue-variable cost percentage of 180 percent 

i s e f f e c t i v e l y the "reasonable maximum" and thus, the regulatory 

constraint on the market-dominant rail r o a d ' s rates: 

Q. I'm now going to ask you to assum.e that there 
i s regulatory j u r i s d i c t i o n over the 
bottleneck portion serving the destination, 
okay? 

-33-



• 

A. Where we have in e l a s t i c demand. 

• * • • 

Q. I'm. sorry, e l a s t i c demiand. We're going to get to 
i n e l a s t i c demand m a m,inute. Regulatory 
j u r i s d i c t i o n , m u l t i p l e o r i g i n s serving the sam.e 

• interchange from d i f f e r e n t c a r r i e r s . Should the 
shipper be able to extract some of the benefits of 
o r i g i n competition? 

A. Yes . 
• 

Q. Now, answer the same question i f i t ' s i n e l a s t i c 
demand? 

A. No. 
• 

Q. And why not? 

A. Because I think the -- subject to regulatory 
constraints, the d e l i v e r i n g c a r r i e r would acquire 

• those savings. 

Q. Okay. I f the regulatory constraints are the same 
i n both circumstances, whether the demand i s 
e l a s t i c or i n e l a s t i c , would your answers have 

• s t i l l been the same? 

* * * 

MS . TAYLOR: Do you know what he means by that. Dr. 
• Sansom? 

THE WITNESS: No. 

BY MR. MCBRIDE: 
• 

Q. I thought you ea r l i e r t e s t i f i e d or you threw m a 
phrase subject to regulatory l i m i t s . Do you 
remember saying that? 

• A. Yes. 
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• 

• 

Q. That's what I'm r e f e r r i n g t o . I don't mean to use 
a d i f f e r e n t word i f you want to use l i m i t s . Do 
you understand what the regulatory l i m i t s are when 
the STB asserts j u r i s d i c t i o n ? 

A. Yes . 

• Q. What do you understa.nd them, to be? 

• 

A. 

Q-

Well, I think i t would be the market dominance 
t e s t , which we're assum.ing exclusive market 
dominance here? 

Yes . 

• 

A. 

Q. 

And then the 1.8 times regulatory cons t r a i n t on 
the rates, 180 percent of v a r i a r l e costs. 

180 percent of variable costs. 

A. Right. 

• Q. Which i s your shorthand assumption f o r what 
happens when you do a stand-alone cost analysis; 
i s that correct? 

• 
A. 

Q. 

Yes . 

Because you understand that i n most circumstances, 
i n the SAC cases, the shipper has been able to get 
a rate prescribed at the 180 percent level? 

• A. Yes. 

Sansom Dep'n Tr 117-120; see aJLSii Goode Dep'n Tr. 61. Thus, f o r 

• 

most coal shippers, 180 percent of variable costs i s , 

e f f e c t i v e l y , the rate f l o o r as well as the rate c e i l i n g . 

In e s t a b l i s h i n g t h i s regulatory regime through the "4-R Act" 

• and the Staggers Rail Act on rates only where the shipper i s 

subject t o a market-dominant c a r r i e r , Congress's i n t e n t was 

• 
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uiimistakable. I t wanted to allow "a r a i l c a r r i e r t c e s t a b l i s h 

any rate f o r transportation unless a c a r r i e r has market 

dominance, i n which case the rate must be -.ist and reasonable. " 

H.R. Rep. 96-1430, 96th Cong., 2nd Sess. 88 U980), reprinted .n 

1980 U.S.C.C.A.N. 4110, 4120 ('emphasis added). In other words, 

Congress decided to " r e t a i n the prot e c t i o n of ICC rate r e g u l a t i o n 

i n areas i n which no e f f e c t i v e competition existed." Western 

Coal T r a f f i c League v. United States. 719 F.2d 772, 778 (5th Cir. 

1983) (en banc), cert. denied, 466 U.S. 953 (1984). 

Of course, the whole purpose of r e t a i n i n g t h i s regime of 

maximum, rate protection i s to i n h i b i t the m.arket-dom.mant c a r r i e r 

from e x p l o i t i n g i t s market power. This purpose would be 

eviscerated i f the Board allowed the a c q u i s i t i o n premium and the 

associated write-up i n Conrail's assets to a f f e c t the c a l c u l a t i o n 

of variable cost f o r purposes of c a l c u l a t i n g the j u r i s d i c t i o n a l 

threshold and thus, e f f e c t i v e l y , the rate f l o o r f o r captive 

t r a f f i c . 

This increase can be enormous -- $7,733 b i l l i o n as Witness 

Crowley shows.*' Including t h i s premium and associated asset 

*' ACS, et a l . Ex. No. 2, Crowley V.S. at 2 9 and Ex. No. 
TDC-11. This amount r e f l e c t s the difference between the 
Applicants' estimate of the f a i r value of Conrail's property and 
equipment, which i s $16,243 b i l l i o n as noted above, and the grcss 
book value of Conrail's property and eq^iipment, which Witness 
Crowley shows i s $8.51C b i l l i o n . ACE, et a l . Sx. No. 2, Crowley 

(continued...) 
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write-up i n the c a l c u l a t i o n w i l l increase t.he j u r i s d i c t i o n a l 

threshold and therefore the rate f l o o r f o r a t^-pical coal 

movement on CSX from per ton without the premium, to 

per ton w i t h the premium.*-' The new e f f e c t i v e threshold i s 

for CSX and percent of variable costs NS.** 

I f the Board permitted these increases, the Board would be 

p e r m i t t i n g tlie c a r r i e r s to do i n d i r e c t l y what the st a t u t e i s 

designed to prevent i t from doing d i r e c t l y -- charge a rate i n 

excess of the "reasonable maxim.um," or defined by Congress i n 

s e t t i n g the j u r i s d i c t i o n a l threshold at 180 percent. As Drs. 

Kahn and Dunbar note, t h i s would be a "mockery" of the captive 

shipper protections of the Staggers Rail Act.*' A hypothetical 

h i g h l i g h t s the simple, but fundamental P r i n c i p l e , at issue. 

Assume Mr. Smdth owns a water company. There i s only one 

water company i n town, and the town therefore has passed an 

ordinance r e q u i r i n g water rates not to exceed a "reasonable 

maximum." The "reasonable maximum" rate provides Mr. Smith w,.th 

an income of $50,000 a year. Since there i s only one water 

* ' ( . . . continued) 
V.S., Ex. No. TDC-11. 

*' ACE, et a l . Ex. No. 2, Crowley V.S. at 3 3 and Ex. No. 

TDC-12. 

" ACE, et a l • . Ex. No. 2, Crowley V.S. at 33 n.29. 

*̂  ACE, et a l • . Sx. No. 1, Kahn/Dunbar V.S. at 20. 
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company, .Mr. Smith could increase water rates and earn $100,000 a 

year, but the ordinance w i l l not l e t Mr. Smith increase the rate 

above the "reasonable m.aximum" l e v e l . 

Suppose, however, the town allows a buyer of Mr. Smith's 

water company to raise his rates to a l e v e l that gives him a f a i r 

r e t u r n on the amount he invested i n the company. A prospective 

buyer realizes that the water company can produce twice as much 

income as i t does f o r Mr. Smith. So he w i l l pay a p r i c e that 

c a p i t a l i z e s the income the company can generate. This enables 

Mr. Smith to appropriate the income that the town seeks to deny-

by establishing a "rea.<;onable maximum" rate l e v e l that he makes 

available to the buyer. Mr. Smith s e l l s the company and the 

buyer promptly raises the rates to generate the $100,000 i n 

income. 

Two things have happened here. F i r s t , Mr. Smith has 

appropriated the economic benefits of his strong bargaining 

p o s i t i o n i n ("he water market. He has done i n d i r e c t l y what the 

towTi prevented him from doing d i r e c t l y . The second i s that the 

consumiers of water are now paying the market-clearing price from 

which the town sought to s h i e l d them by e s t a b l i s h i n g a 

"reasonable maximum" l i m i t on rates. The s h i e l d turns out to be 

no s h i e l d at a l l . The l i m i t s are formal, not r e a l . 
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The same would be true of the Board's regulation of the 

rates of market-dominant c a r r i e r s i f the Board were to allow any 

part of the a c q u i s i t i o n premium CSX and NS have paid for Conrail 

and the associated write-up of Conrail's assets to a f f e c t the 

c a l c u l a t i o n of the variable costs f o r purposes of determining the 

j u r i s d i c t i o n a l threshold. The Board would be pe r m i t t i n g CSX and 

NS to raise t h e i r rates and those of Conrail's customers above 

the previous "reasonable maximum." 

Such an outcome i s wholly inconsistent with the st a t u t e . 

Congress chose to maintain maximum rate regulation where ^he 

c a r r i e r i s market-dominant to protect shippers from the c a r r i e r s ' 

economic power. I t has long been a p r i n c i p l e of maximum rate 

r e g u l a t i o n , u n i v e r s a l l y recognized, that a c q u i s i t i o n - r e l a t e d 

asset write-ups are not allowed to a f f e c t the investment base.*' 

I t i f were otherwise, " a l l that need be done to raise rates and 

obuctiu y i e a t c r income w^uld be to .have die company buy u t i l i t y 

properties from another company at a higher p r i c e than o r i g i n a l 

cost and i n t h i s very simple way . . . increase the c-ist of 

service to customers." United Gas Pipe Line Co.. 25 F.P.C. 26, 

64 (1961), rev'd on other ground's sub nom.. Wjilmut: QaS & O i l Cg. 

V. FPC. 299 F.2d 111 (D.C. Cir. 1962). 

*' ACE, et a l . • Ex. No. 1, Kahn/Dunbar V.S. at 17. 
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This i s but one example where a write-up m assets has been 

excluded from, the investm.ent base by the Federal Power Commissior 

and i t s successor, the FERC, under the Natural Gas Act, 15 U.S.C. 

§ 717, et seq.. and Federal Power Act, 16 U.S.C. § 825, et seq.*^ 

The Federal Communications Comm.ission also excludes a c q u i s i t i o n 

write-ups from the investme.nt base under the Cable Act of 1992: 

We continue to believe that the prices 
paid f o r cable systems, e s p e c i a l l y during the 
period when those systems possessed market 
power, are not a r e l i a b l e or reasonable basis 
for ratemaking, and that t h e i r use i s not 
required or supported by public u t i l i t y 
p ractice, the purposes of the Cable Act of 
1992, or the Constitution. I t appears 
c e r t a i n that t.hose prices of t e n include som,e 
expectation of supra-competitive p r o f i t s that 
the market power cf cable systems operating 
i n a less than f u l l y comoetitive environment 
could expect to generate. 

* •* * 
T r a d i t i o n a l l y , such excess a c q u i s i t i o n 

costs have been p a r t l y or wholly excluded 
from the rate base of regulated concerns, 
because these costs are seen as inappropriate 
costs f o r ratepayers to bear. This i s 
because these costs t y p i c a l l y benefit the 
s e l l e r , not the ratepayer; they do not 
contribute to the plant supporting regulated 
service. *•' See also, e.g.. Northwestern Elec. Co. v. FPC. 321 U.S. 

119 (1944) ; Transcontinental Gas Pipe Li.-.e Corp. v. FERC. 652 
F.2d 179 (D.C. Cir. 1961':; .Yontana Power Zc. v. FERC. 599 F.2d 
295 (9th Cir. 1979); Carolina Power ^ Luh t Co. v. FPC. 433 F. 2d 
158 (4th Cir. 1970); California Oregon Power Cp. v. FPC, 150 F.2d 
25 '.9th Cir. 1945^, cert, denied. 326 U.S. 781 (1946); Pacific 
Power & Light Co. v. FPC. 141 F.2d 602 (9th Cir. 1944). 
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We believe that disallowing a c q u i s i t i o n 
costs, to the extent they i.nclude c a p i t a l i z e d 
supra-competitive p r o f i t s , i s consistent 
with, i f not indeed compelled by, the theory 
and purposes of the Cable Act of 1992. The 
Act does not i n s t r u c t us to consider 
a c q u i s i t i o n costs or the prices i n d i v i d u a l 
shareholders paid for cable companies before 
the adoption of the Act. The language a.nd 
l e g i s l a t i v e h i s t o r y of the Cable Act of 1992 
demonstrate a primary concern wi t h preventing 
the undue market power of cable operators 
subject to neither regulation nor e f f e c t i v e 
competition from s e t t i n g supra-competitive 
rates. Allowance of the a c q u i s i t i o n price of 
cable systems as part of the costs of service 
would present a substantial p r o b a b i l i t y , i n 
our view, of passing on to customers costs 
that r e f l e c t neither the costs of providing 
service nor the costs that would be incurred 
under competition. 

In Re Implementation of Sections cf the Cable Television Consumer 

Protection and Competition Act of 1992, Report and Order and 

Further Notice of Proposed Rulemaking. 9 FCC Red 4527, 4578-80 

(1994)(footnote omitted). 

S i g n i f i c a n t l y , the Board's predecessor h i s t o r i c a l l y 

disallowed r i c q u i s i t i o n costs from the investment base. For 

example, i n Ex Parte 2-̂ 1. Net Investment Railroad Rate Base & 

Rate of Return. 345 I.J.C. 1494 (1976), the ICC acknowledged that 

" [ t ] h e governing p r i i . . '.p]e underlying [transportation] property 

accounts i s that trpusporcation property s h a l l be recorded f o r 

ratemaking purposes acrcrding to o r i g i n a l cost." I d . . 345 ICC at 
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1519 (emphasis added). O r i g i n a l cost excludes any a c q u i s i t i o n 

write-up i n the assets. When the ICC attempted to give j u s t 

p a r t i a l recognition (in the context of o i l p i p e l i n e regulation) 

to an a c q u i s i t i o n write-up i n determ.ining the depreciation 

component or the maxim.um. rate (which i s one way the a c q u i s i t i c n 

premium would a f f e c t the c a l c u l a t i o n of the revenue-variable cost 

percentage), the Court of Appeals declared the r e s u l t 

" i r r a t i o n a l " : 

The f i n a l i r r a t i o n a l i t y i s that the 
deprec [iable] basis used . . . allows 
depreciation charges, and thus the rates, to 
change dramatically from one day to the next 
-- so long as a purchase of the assets intercedes 
-- even though the cost of the c a r r i e r s ' public 
service has not a c t u a l l y changed. 

Farmers Union Cent. Exchange v. FERC. 584 F.2d 408, 420 (D.C. 

Cir. 1978) c e r t , denied, 439 U.S. 995 (1978).*' On remand, the 

agency held that the "purchase price i s not e n t i t l e d to any 

recognition at a l l f o r any ratemaking purpose." Williams Pipe 

Line Co.. 21 F.E.R.C. 1 61,260, at 61,636 (1982) . The Court of 

Appeals resoundingly affirmed t h i s aspect of the decision: 

FERC soundly held that the use of purchase 
price instead of o r i g i n a l cost i n rate base 
calculations would engender an undue 
incentive to trade p i p e l i n e assets at a high 

*' The respondent was the FERC because the Department of 
Energy Organization Act had tra n s f e r r e d r e s p o n s i b i l i t y f o r 
regulating o i l pipelines from the I n t e r s t a t e Commerce Commission 
tc the FERC. The order under review war issued by the ICC. -
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price, which, under a p-jrchase price regime, 
would increase allowable rates. 

Farmers Union Cent. Exchange v. FERQ. 734 F.2d 1486, 1527 (D.C. 

Cir. 1984) , cert, denied. 469 U.S. 1- , \ (1984) . 

Using URCS, the Board's formula for determining the 

j u r i s d i c t i o n a l threshold would include investment i n plant and 

equipment as a "variable cost," thus enabling NS and CSX to 

recover the a c q u i s i t i o n premium. ACE, et a l . Ex. No. 2, Crowley 

V.S. at 27. But as NS Vice President McClellan t e s t i f i e d , the 

recovery of the a c q u i s i t i o n premium i s "a r i s k NS takes." 

McClellan Dep'n Tr. 86. And he i s r i g h t -- i t i s a r i s k NS (and 

CSX) have taken. I t i s emphatically .not a r i s k t h e i r customers, 

and Conrail's customers, have taken. 

To avoid yet another " i r r a t i o n a l " r e s u l t , the Board must not 

allow the write-up i n Conrail's assets to be included i n the 

c a l c u l a t i o n of variable costs of eit h e r CSX or NS f o r purposes of 

c a l c u l a t i n g the j u r i s d i c t i o n a l threshold. ACE, et a l . Ex. No. 1, 

Kahn/Dunbar V.S. at 20. This can be accom.plished, as Mr. Crowley 

explains, by d i r e c t i n g CSX and NS to record t h e i r p o r t i o n of 

Conrail's h i s t o r i c a l gross book value and accumulated 

depreciation as i t was reported to the Board before t.he 

a c q u i s i t i o n . The difference between the appraised value and 

h i s t o r i c a l book value shculd be recorded i n CSX's and NS's 
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Account 80-- Other Elements of Investment.*' By placing the 

premium i n Account 80, the u n i t costs of CSX and NS developed i n 

URCE w i l l not be affected by the a c q u i s i t i c n premium. 

B. The Acq u i s i t i o n Premium and Associated Asset 
Write-ups Should not Be Allowed to A f f e c t 
Determinations of Revenue Adequacy for CSX or NS. 

The Board should also condition i t s approval of the 

transaction on CSX and NS excluding a l l a c q u i s i t i o n - r e l a t e d costs 

and asset write-ups from t h e i r calculations of revenue adequacy 

under 49 U.S.C. §10704 (a) . ACE, et a l . recognize that i n £2i 

Parte No. 483. 6 I.C.C.2d 933, 940-42 (1990), a f f d sub nom. 

Association of America Railroads v. ICC. 978 F.2d 737 (D.C. Cir. 

1992) , the ICC adopted the use of ac q u i s i t i o n costs f o r purposes 

of computing the investment base i n revenue-adequacy 

determinations. But that decision i s not binding i n a l l 

circum.stances. I t was adopted i n the context of acquisitions at 

prices hslSM. book value. Moreover, the ICC stated that i t would 

not "accept the sale price of r a i l assets as a su b s t i t u t e f o r old 

book values i n every case. Our decision w i l l be driven by what 

i s the most accurate and reasonable valuation i n each p a r t i c u l a r 

case." 6 I.C.C.2d at 941. 

Here, there i s no credible basis f o r assuming that the 

va l u a t i o n CSX and NS have placed on Conrail's property and 

ACE, et a l . Ex. No. 2, Crowley V.S. at 39. 
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equipment to j u s t i f y the purchase price i s accurate. That 

valuation r e f l e c t s a write-up i n the net book value of well over 

100 percent, from $3,169 b i l l i o n to $9,895 b i l l i o n . No 

explanation is provided i n the Application as to why Conrail's 

assets are worth so much more i n the hands of CSX and NS. 

Surely, t h i s does not r e f l e c t i n f l a t i o n . Nor can i t r e f l e c t the 

market's valuation. The market valued Conrail at a l e v e l only 

s l i g h t l y below the net book value of Conrail's property and 

equipment ($6,140 b i l l i o n market value versus a net book value of 

Conrail's propaity and equipment of $6,693 b i l l i o n ) . Nor can the 

Board c r e d i t CSX's and NS's $16,243 b i l l i o n v a luation of 

Conrail's property and equipment as reasonable 

." 

Moreover, i n accepting the use of a c q u i s i t i o n costs, the ICC 

noted that i t would not recognize an a c q u i s i t i o n cost where the 

*° The Witnesses sponsoring the pro forma f i n a n c i a l 
statement and who r e l i e d on the $16,243 b i l l i o n v a luation of 
Conrail i n preparing t h e i r V e r i f i e d Statements were not involved 
i.n the preparation of t h i s estimate and were not even c e r t a i n who 
prepared i t Whitehurst Dep'n Tr. 30-31, 34; Wolf Dep'n Tr. 23. 
The estimate, which i s included as an ex.hibit to Mr. Crowley's 
V e r i f i e d Statement (ACE, QX. al Ex. No. 2, Crowley V.S. Ex. No. 
10) 

Applicants claim s t i l l -O be 
valuing Conrail's assets, which seems odd since they have ri r e a d y 
paid f o r Conrail. Applicants' counsel have agreed t h a t , i f the 
f i n a l report i s the basis for any part of t h e i r r e b u t t a l , ACE, 
al.'s counsel w i l l be provided with the report when Applicants' 
counsel receive i t . 

-45-



a c q u i s i t i o n price had been "held down p r i m a r i l y as a r e s u l t of 

governmental action or p o l i c y . " Jd- But the same p r i n c i p l e 

should apply when the purchase price has been i n f l a t e d by 

governmental action or p o l i c y . 

The fundamental reason other regulatory agencies have not 

included the premium, i n determining rates i s that doing so "wculd 

engender an undue incentive to trade . . . assets at a high 

price, which, under a purchase price regime, would increase 

allowable rates." Farmers Union Cent. Exch. v. FFRC. 734 F.2d at 

1527. The ICC's and Board's p o l i c y of using a c q u i s i t i o n costs 

appears to have had precisely the e f f e c t the Court of Appeals, 

and every other regulatory agency, feared. Since 1990 there has 

been an increasing number of acquisitions i n the r a i l r o a d 

industry w i t h ever greater a c q u i s i t i o n premiums. But none have 

been n-^arly as large as that paid f o r Conrail; the instant 

transaction i s only the l a t e s t and largest. The Board should 

disregard the a c q u i s i t i o n premium and associated write-up i n 

Conrail's assets, j u s t as i t would disregard write-downs of 

assets caused by governmental action. 

In Ex Parte No. 4d3. the ICC sought to avoid the established 

rule against including asset write-ups i n the investment base by 

claiming t h a t , unlike the rates of most u t i l i t i e s , most r a i l 

rates are not subject to maximum rate regulation. 6 I.C.C. 2d at 

-46-



941. But the fact i s that the revenue-adequacy determiinations 

are, as a s t a t u t o r y matter, only used i n determining whether a 

rate under challenge exceeds a reasonable maximum. Moreover, the 

cal c u l a t i o n of revenue adequacy i s (or ought to be) based on rate 

of return on net book value -- the classic means of determining a 

maximum rate f o r a regulated e n t i t v i n other regulated 

industries. See Ex Parte No. 393 (Sub-No. 1), supra. Thus, the 

Board cannot avoid the " f a t a l c i r c u l a r i t y " i n i t s method that was 

exposed long ago by the Supreme Court i n FPC v. Hope Natural Gas 

QQ^, 320 U.S. 591, 601 (1944) : 

The heart of the matter i s that rates cannot 
be made to depend upon " f a i r value" when the 
value of the going enterprise depend.-: on 
earnings under whatever rates may be 
ant i c i p a t e d . 

ACE, et a l . Ex. No. 1, Kahn/Dunbar V.S. at 17. I f the Board 

allowed a c q u i s i t i o n asset write-up." to be included i n the 

investment bases of CSX and NS, the Board would permit Conrail's 

assets to be transfe r r e d at prices i n f l a t e d above the net 

o r i g i n a l cost and then would allow those i n f l a t e d valuations 

automatically to be translated i n t o correspondingly i n f l a t e d 

return targets f o r subsequent revenue adequacy c a l c u l a t i o n s . 

This would permit an easy evasion of the Board's regulatory 

mandates and would perpetuate r a i l r o a d claims of revenue 

inadequacy. I d . 
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This would c l e a r l y be true here. I f the a c q u i s i t i o n premium 

were included i n the c a l c u l a t i o n , NS, which was revenue-adequate 

before the acquistion, with a cost of c a p i t a l above the Board's 

1996 cost of c a p i t a l rate (13 percent versus 11.9 percent), wculd 

become revenue-inadquate simply because of the a c q u i s i t i o n , w i t h 

a cost of c a p i t a l below the 1996 cost of c a p i t a l rate ( 

percent versus 11.9 percent). CSX, which was revenue - inadequate 

i n 1996 before the a c q u i s i t i o n would becom,e dramatically more so 

a f t e r the a c q u i s i t i o n (8.9 percent before versus percent 

a f t e r ) 

Thus, both the numerator (the return) and the denominator 

(the investment) elements of the revenue adequacy c a l c u l a t i o n 

w i l l be d i s t o r t e d by the a c q u i s i t i o n premium paid f o r Conrail 

unless the Board prevents that r e s u l t . To avoid inaccuracies and 

the " f a t a l c i r c u l a r i t y " described by Drs. Kahn and Dunbar, the 

Board must do so. Mr. Crowley shows that t h i s can be done by 

i d e n t i f y i n g Conrail's net railway operating income and net 

investment base at pr e - a c q u i s i t i o n or e x i s t i n g book l e v e l s . The 

amounts should be divided between CSX and NS on the basis of the 

percentage of Conrail they acquire (42 and 58 percent, 

respectively) and would be taken i n t o account i n determining 

t h e i r revenue adequacy. The premium CSX and NS have paid f o r 

ACE, e- a l • Ex. No. 2, Crowley V.S. at 34-35 
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Conrail would be recorded i n Account 80--Other Elements of 

Investmient and would not be allowed to a f f e c t revenue adequacy 

determi.nations. As Witness Crowley shows, t h i s procedure 

maintains the status quo f o r the revenue adequacy of CSX and 

NS." 

C. Coal Shippers Currently Benefitting From Competition at 
Origin or Destination Which Will Be Reduced or 
Eliminated by the Proposed Transaction Are Entitled to 
Protection From the Board. 

Drs. Kahn and Dunbar and Mr. Crowley have demonstrated 

convincingly that coal shippers benefit from o r i g i n competition, 

contrary to the presumptions applied i n p r i o r r a i l mergers and 

a c q u i s i t i o n s . Despite these presumptions, the ICC and the Board 

have conceded i n the past that they Lve rebuttable, and thus ACE, 

et al.'s evidence e n t i t l e s ACE and IPL (and any other coal 

shipper who makes an a f f i r m a t i v e request f o r such r e l i e f i n t h i s 

proceeding) to appropriate r e l i e f . Drs. Kahn and Dunbar would 

also provide such r e l i e f to coal shippers whose de s t i n a t i o n 

competition i s reduced or eliminated, as would the Board under 

i t s established precedents. Drs. Kahn and Dunbar explain that 

there are only three appropriate remedies to protect shippers 

from the loss of such competition -- equal access f o r CSX and NS 

to a l l such shippers at t h e i r destinations for the receipt of 

" ACE, et a l . Ex. No. 2, Crowley V.S. at 36-37 
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coal, acceptance of rate j u r i s d i c t i o n over the "bottleneck" 

segment of any such movem.ent of coal, or a rate cap w i t h 

adjustments f o r cost changes using tne Rail Cost Adjustment 

Factor (Adjusted) f o r some period of time (most l i k e l y f o r f i v e 

years or longer). Their preference i s f o r equal access because 

i t i s s t r u c t u r a l a.nd does not require regulation. Their second 

and t h i r d choices f o r the appropriate rem,edy would be i n the 

order l i s t e d . Because .ngress did not intend r a i l shippers to 

be deprived of p r o t e c t i o n from mergers that threaten to weaken 

the competition the [Stacgers Rail] Act was incended to unleash," 

ACE, et a l . Ex. No. 1, Kahn/Dunbar V.S. at 23, the Board mus^ 

adopt one of these remedies from the proposed transaction. The 

equal access remedy i s preferable because i t would best carry out 

the intent of Congress; i t would minimize tne need f o r 

.•egulation; and i t . most closely corresponds to the s t r u c t u r e of 

the remedies the Applicants themselves devised to ensure 

competition where they thought i t appropriate. 

-50-



CONCLUSION 

The Board should not approve the proposed transaction unless 

i t adopts pr o t e c t i v e conditions that: 

(1) Provide A t l a n t i c C i t y E l e c t r i c Company, I i d i a n a p o l i s 
Power Sc Light Company," and any other coal shipper 
making an a f f i r m a t i v e request f o r such r e l i e f i n t h i s 
proceeding e f f e c t i v e equal access for NS and CSX at 
t h e i r destinations f o r the receipt of coal. I f the 
Board i s d i s i n c l i n e d to adopt t h i s remedy i t should i n 
the a l t e r n a t i v e require NS and CSX to accept 
"bottleneck rate" l u r i s d i c t i o n f o r these shippers. 
F i n a l l y , i f the Board i s disincli.ned to adopt e i t h e r of 
these two remedies, the Board must impos.e a rate cap 
with adjustments f o r cost changes using the Rail Cost 
Adjustment Factor (Adjusted) fo.r ACE and IPL f o r at 
least f i v e years, wit h the Board leaving open the 
p o s s i b i l i t y of extending the cap i f circumstances 
warrant; 

(2) Prevent the a c q u i s i t i c n premium paid f o r Conrail from 
a f f e c t i n g the j u r i s d i c t i o n a l threshold under 49 U.S.C. 
§ 10707(d)(1)(A); and 

53 IPiL i s f i l i n g supplemental Comments addressing 
Company-specific issues. Those Comments propose a d d i t i o n a l 
p r o t e c t i v e conditions or other appropriate r e l i e f . 
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(3) Prevent the a c q u i s i t i o n premium from a f f e c t i n g t h e 
c a l c u l a t i o n of r a i l r o a d revenue adequacy under 49 
U.S.C. § 10704 (a) (1) . 

Dated: October 21, 1997 

R e s p e c t f u l l y submitted, 
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EXHIBIT 1 



ACE, et al. Exhibit No. 1 

BEFORE THE 
SURFACE TR.\.NSPORTATION BOARD 

FINANCE DOCKET NO. 33388 

State of New "I'ork 

County of Tompkins 
SS. (for Dr. Kahn) 

State of New York 

Countv of New 'V'ork 
SS. (for Dr. Dunbar) 

VERIFIED ST.\TEMENT OF .\LFRED E. K.A,HN 

AND FREDERICK C. DI NBAR 

My name is .Alfred E. Kahn. I am the Robert Julius Thome Professor of Political 

Economy. Emeritus. Cornell University and Special Consultant vsith National Economic 

Research Associates. Inc. (NER.A.). I have been Chainnan of the New York State Public 

Service Commission and of the Civil .Aeronautics Board; and in my capacity as Advisor to 

Presiden Carter on inflation. I participated actively in the successful efforts of his 

.Administration to deregulate both the trucking industry and the railroads. 1 am the author of the 

two-volume The Economics of Regulation, repnnted in 1988 by MIT Press, and have wrinen 

and testified extensively in the area of direct economic regulation and deregulation, and 

particularly of the telecommunications, electnc power, railroad and airline industries. I have 

also been a member of the Attomey General's National Committee to Study the Antitmst Laws 

(1954-56) and the National Commission on .Antitrust Laws and Procedures (1978-80); I am the 

co-author of Fair Competition. The Law and Economics of .Antitrust Policy and have published 

numerous articles in lhat area. I attach a copy of my full re.sume as Appendix B. 
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My name is Frederick C. Dunbar. 1 am Senior Vice President of NEP^. Among other 

areas. 1 specialize in transportation and antitmst economics. I have testified frequently before the 

Interstate Commerce Commission (ICC), the predecessor agencv to the STB. on the conceptual 

and practical issues involved in the regulation of transportation rates. This testimony has included 

Verified Statements in the proceedings in v\hich the ICC adopted S.AC as the appropriate cost test 

for maximum rate reasonableness in coal shipping rate cases.' I have authored several 

professional publications in transportation economics. Prior to joining N...RA. 1 was an economics 

professor teaching courses in mathematical economics, statistics and economic regulation. 1 am 

currently on adjunct professor at Fordham Law School where 1 teach antitrust economics. My 

curriculim vitae, which is attached as .Appendi.x C. prov ides an overv iew of this expenence. 

NERA was established in 1961 and now employs about 300 people in 11 offices 

worldwide. The senior staff at NERA consists largely of former economics professors who now 

provide research and analysis. Over the past n\o decades, NERA has gaii.ed a special competence 

in antitrust transportation and resource economics. 

I. INTRODUCTION AND SUMMARY 

We have been asked by several ofthe clients represented by .Mr. Michael F. McBnde to 

analyze whether the acquisition of Conrail assets by CSX and Norfolk Southem will leave 

captive shippers less protected than before from monopoly pricing by the railroads. In 

particular, we have been asked to consider two specific questions: 

• whether the possibility that captive shippers may be subject to higher rates or 

poorer service after the merger is precluded by the phenomenon purportedly 

described by the "one-lump" theorv—which necessitates our examining whether 

the theory accurately descnbes railroad pricing behavior; and 

• whether the large acquisition premium paid by CSX and Norfolk Southem for 

Conrail's assets could itself lead to an increase in the rates charged by those 

"Using 3 DvTiamic Discounted Cash Fio* Analysis to Calculate Stand Alone Costs," Dunbar. Fredenck C and 
Petersen. R.. Journal ofthe Transponalion Research Forum {1990) 
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successor companies over certain of Conrail's former routes and or reflect an 

cinticipated weakening of competition flowing from the merger, trom which 

shippers deserve protection. 

Wc have also been asked to suggest remedies to the potentially harmful effects 

described above lhat are consistent with sound economic principles and the promotion of 

competition. In addition, vve have been asked bv the same clients and by Consumers Energy to 

analyze the effect ofthe acquisition on the jurisdictional threshold for captive shipper protection 

and the calculation of railroad revenue adequacy. 

II. THE "ONE LUMP" THEORY 

A. Relevance of the One-Lump Theory to the Transaction 

The "one-lump" theorv- simply states that uhen one supplier has a monopoly of any 

input essential to a production process, it will capture all the monopoly rents that are available, 

subject to regulatory restraints, if any. .A corollary is that suppliers elsewhere in the chain will 

make zero economic profit. This is a standard result in the economics of industrial 

organization, usually formulated in terms of vertical integration; 

Consider an admittedly extreme example. A monopolist supplier sells to a 
perfectly competitive industry. .Assume the monopolist extends its monopoly 
downstream, acquinng the competitive industry through a series of vertical 
mergers. Does this monopolization al a second level result in any additional 
efficiency losses....[T]he answers to all these questions are negative." 

This theory is often credited to .Aaron Director and its most thorough-going explication in the 

antitnist context to Robert H. Bork.' 

In the raihoad context the theory applies to any situation in which a shipper uses a rail 

route (or several routes) at least one link of which is a bottleneck. (Often, the bottleneck camer 

serves the receiver at the destination, but. in pnnciple. it may reside anywhere else—at an ongin 

W K. Viscusi, J.M Vemon and J.E Harrington. Economics of Regutation and .Antitrust, D C Heath and 
Company. 1992 (First Edition), p 229 

R Bork. The .Antitrust Paradox. New York: Basic Books (1978). pp. 224-231. 
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or a bridge link, for example.) It follows from the theory that ,1 railroad merger among carriers 

participating in a shipment already dependent on a bottleneck camer will no* result in increa.sed 

rates, because the shippers would already have been charged the maximum price that a rational, 

profit-maximizing monopolist would charge. 

The validity ofthe one-lump theory is at issue in this proceeding, since it is clear that the 

transaction vvill reduce competition on some portion of a number of the routes used by coal 

shippers, another portion of which was already controlled by a single camer. In particular, 

there are a number of routes used by coal shippers dependent on a bottleneck camer at 

destination but not at origin. 

The transaction at issue will reduce the number of choices among carriers on these 

freight movements. According to the one-lump theory, however, this will have no adverse 

effect on the coal shippers, since despite the existence of competition on part of the several 

affected routes, thev' would already be paying the bottleneck camer the profit-maximizing 

monopoly price for ihe total carriage—that is. the maximum price that a rational, profit-

maximizing monopolist with sole control over the whole route would have charged. 

There is a widespread belief among coal shippers and receivers, however, lhat in 

practice competition tends to reduce the pnces that they pav- overall, even if there is a bottleneck 

elsewhere on the route. In such an instance as described, they believe. Conrail does not charge 

as high a pnce as it would if it confronted no competition at all along any ofthe segments ofthe 

route; and after the merger, iherefore. with some of lhat competition eliminated. Norfolk 

Southem and'or CSX are likely to increase their rates for coal shipments—despite the 

prediction ofthe one-lump theory. 

B. The STB View 

Before proceeding to our appraisal of the one-lump theory, it is necessary to correct a 

number of misconceptions that appear to have crept into the STB s understanding of .ACE, et 

aL's arguments in this case. The STB's current view of those arguments appears to be well set 
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out in its Decision Number 42 in this case/ as follows; 

the proposition that movants seek to prove with the unmasked revenues is highly 
questionable. Movants are asserting, in essence, that Conrail has some as yet 
unexercised market power that either CSX or .NS will exercise if we allow them 
lo acquire Conrail's lines. They are. in essence, challenging a basic principle of 
economics, that firms will generally attempt to maximize their profits. 

W'e submit, respectfullv. that this statement both mischaracterizes the .ACE. et al. 

position and is inconsistent also with generally accepted principles and practice in empirical 

economics and with the state of'.he art in the economics of industrial organization. 

The first problem is its elevation of theory over practice. There is an old joke about the 

theoretical economist who, upon being informed lhal the facts do not support his theory, 

declares, "So much the worse *"or the facts." The STB appears lo be guilt v oi the same myopia. 

Most theoretical economists v orking in this field today would emphasize the need to examine 

the empirical evidence in a given situation before coming to any such general conclusions. As 

the leading advanced text on the theory of industnal organization, wrinen by a prominent 

economic theorist, puts it: 

even a theorist should regret the very high ratio of theory to ev idence in a field in 
which theoretical models are often lacking in generality and in which practical 
implications are so crucial. 

The second misconception in the STB's statement is its explicit premise that any 

rejection of the one-lump theory in this case can be based only on the belief that Conrail is not 

exploiting market power that it already possesses and that CSX or NS will do so after the 

takeover. This is simply not so. We are seeking to determine, rather, whether the takeover of 

Conrail's lines by CSX and NS will increase market power. Our main theoretical point is that 

even within the profit-maximization framework, there are a number of situations in which a 

reduction in origin competition on a route with a destination bottleneck would lead to an 

increase in prices. I f for example, origin competition constrains prices even in the presence of 

' STB Decision Number 42, STB Finance Docket No. 33388. Decided October 3. 1997 

' J. Tiiole. The Theory of Industrial Organization. Cambridge; MIT Press ^ 1994). p. 3. 



a destination bottleneck, then a reduction in that competition vvill increase the market power of 

the surviving destination carrier. (See, for example, our numencal example in .Appendix .A.) 

Our empirical work attempts lo test that hypothesis. The search is not. iherefore. for evidence 

of market power that Conrail is not currently exploiting but for market pow er that does not exist 

at present but would be created by the merger.*' 

C. Theoretical Discussion 

There is no dispute lhat the one-lump theory can be derived from some set of specific 

highly abstract assumptions (just as. given a certain set of carefully chosen assumptions, it can 

be shovvn that legally prescribed minimum wages increase employment or that an increase in 

prices produces an increase in demand—propositions that most practicing economists believe 

are usually false in the real world). Nor do we deny that the theory can provide useful guidance 

to public policy, provided il is not taken as an immutable law- and exempted from critical 

appraisal on the basis ofthe specific facts in each situation. What we deny is that the one-lump 

theory is in any sense either generally valid for vertical mergers in practice, or accepted as the 

last word in the economic theory of vertical integration, ll is easy to construct equally—indeed 

more—plausible economic models in which it will not hold, and in which the reduction in 

competition on part of a rail route will indeed result in a socially undesirable increase in prices. 

In such models, this result occurs because of different and probably more realistic behavioral 

assumptions.̂  

A recent, detailed review of the literatt're on this subject by the author of the leading 

graduate textbook on industrial organization. Jean Tirole (with Oliver Hart), describes it as 

follows: 

Some commentators have argued that a purely vertical merger will not affect a 

\V e point out also, although this is not the main thrust ot our argument, that much modem industrial organization 
economics—for example the extensive and well-recognized principal-agcnt hterature—does not assume profit-
maximizaticn by firms See ihid.. pp 34-51, for an extensive discussion ofthe profit-maximization liypoihesis 
(our italics) and the circumstances in which it may or may not be plausible. 

See, for example. M Salinger. "Vertical Mergers and Market Foreclosure," 103 Quarterly J of Econ 345 
(1988). J. Ordover, G Saloner. and S. C Salop, "Equilibrium Vertical Foreclosure." 80 .-Imer f c " ffei 127 
(1990). 
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firm's monopoly power ... Other commentators have responded by developing 
models in which vertical integration can lead to the foreclosure of competition in 
upstream or downstream markets.... Thus al this stage the debate about the 
conditions under which vertical mergers are anticompetitive is far from settled.** 

Tirole and Hart proceed to dismiss the more extreme claims of the proponents of the 

one-lump theory in no uncertain terms: 

It is sometimes claimed that in this case [the upstream monopolist] would never 
have an incentive lo merge with a downstream firm..because [it] is alrear"y a 
monopolist in the upstream market. (For exan-nle. as Posner and Easterbrook 
[1981, p.70] have written: "there is only one monopoly profit to be made in a 
chain of production.') This claim is false.... 

There is also a considerable literature on the issue of vertical foreclosure specifically in 

the railroad industrv-. .Again, this literature fails to support the v iew that vertical foreclosure can 

never raise competitive problems.' Rather, it concludes that the competitive effects of vertical 

mergers are likely to depend on the precise cost stmctures. relative bargaining positions and 

nature of the contracts between the merging railroads and their customers. 

Our conclusion is consistent vvith that ofthe aforementioned literature—namely, lhat the 

circumstances in which the pure one-lump theory is likely lo hold represent an "extreme 

example.""^ Our review of the literature suggests that among the required assumptions 

necessary for the one-lump theory to hold are that; 

• there is no actual or potential altemative to the existing bottleneck, the entry or 

availability of which might be affected by the vertical integration or merger under 

consideration; 

O. Hart and j . Tirole, "Vertical Integration and Market Foreclosure." Brooliings Papers on Economic Actt\ir\ 
Microeconomics 205 (1990) Professor Tirole is also the author of the standard advanced text on industrial 
organization, Theon,- of Industrial Or^ani:ation. which contains a similar, though less extensive, discussion of 
vertical foreclosure issues 

See, for example, C. Grimm and R Harris, "Vertical Foreclosure in the Rail Freight Industry Economic 
Analysis and Policy Prescriptions." ICC Practitioners Journal 508-531 (1983), W Tye. "Post-Merger Denials of 
Competitive Access and Trackage Rights in the Rail Industrv," Transportation Practitioners Journal 413, C. 
Grimm. C. Evans and C. Winston. "Foreclosure of Railroad Markets: a Test of Chicago Leverage Theory," 
Journal ofLa^ and Economics 35 (1992 I 
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• the bottleneck canier has perfect information about the demiind functioi: of the 

shipper; 

• the bottleneck camer has perfect information about the cosl funciions of 

competing carriers; 

• there is no uncertainty about future costs and prices; 

• different carriers have identical beliefs about the relevant regulatory constraints, 

and 

• revenue-sharing agreements do not preclude the bottleneck carrier from realizing 

the profit-maximizing monopoly profit. 

In the real world, these conditions are unlikely to be ftilly satisfied. 

Before proceeding to the cntical p.iii of our analysis—the statistical testing of the 

predictions that flow from these assumptions—we cannot refra..i from pointing out how 

implausible they are. Fur example, it is a commonplace observation that bottleneck 

monopolists cannot possibly possess perfect information about either shippers" present demand 

functions or competitors' costs or. even more so. about tiieir futtire course—infonnation that is 

automatically disclosed by a competitive market. The more competitors there are. the more 

likely the market results will be dictated by the one with the strongest expectations of demand 

elasticity, for example, or the applicable regulatory restraints. 

In particular, the first assumption is implausible. .Monopoly power is not unvarying over 

time, and bottleneck segments are not free ofthe threat of competitive challenge, particularly by 

competitors already operating on vertically adjacent routes. One of us pointed out the 

importance of this fact as long ago as 1959; 

Were market position and power fixed and immutable oumta vertical 
integration could do no harm and might do only good. It could not of 

See note 2. above. 



STB FD 33388 10-21-97 182968 2/5 



-9 

itself enhance horizontal market power; and by causing complementary 
fimctions to be performed al cosl. it might induce ev?n monopolists to 
'ower prices. In fact, however, market positions are subject constantly to 
encroachment and market power to erosion in a dynamic economv. 
Everv' business .n the real world, therefore, must devote a good deal of 
attention to securmg itself againsi the inroads of competition. Vertical 
i'ltegration is one important and lamiliar wav of tiying to do this. Like 
others of the tactics companies use to protect or extend their marko; 
positions, it mav be a competitive pheiiomenon, productive of soc'al 
benefit. But it mav also be a method of torcstalling potential competitive 
or counterv ailing pres;>ures." 

Consider the following example. Suppose that two carriers com.pete over most of a 

route but one of them has a bottleneck monopolv for some part of it. and that the second camer 

could constmct the remaimng portion of the rou'j. bypassing the bottleneck portion if the 

charges of the integrated compelilOi 'vere figh enough. In this case, economic theory 

predicts—contrary to the pure one-lump theory—that the bottleneck camer would not be able to 

extract all the potential monopoly profits on the whole route because, if il tned to (*o so. the 

competing carrier would tind it profitable lo construct the remaining portion. The monopoly 

power ofthe bottleneck canier would be at least partially constrained.'' It would still appear to 

have a bottleneck monopoly because the competing camer would not actuall' constmct the 

additional portion; the merely implied threat of such constmction would constrain prices. 

In these ci-cumstaroes. a vertical merger of the bottleneck camer and its potential 

compctircr coi'.ld eliminate the competitive tlireal lo its bottleneck monopoly. It will now, by 

virtue of lhat vertical merger, be able lo charge the full monopoly pnce. since the credible threat 

to constmct an altemative would be eliminated. So in this case tiie merger would increase the 

effective monopoly power rnd would increase pnces and reduce welfare, contrary to the 

predictions of the simple one-lump theorv. This is because the one-lump theory assumes that 

the degree of monopoly power conveyed by control of the bottleneck facility î  given and not 

subject to enhancement or reinforcement against challenge by a v ertical merger of its possessor 

M G deChazeau and .\ I Kahn. InKs^ation and Comptiiuon in ihr I'eiroieum InJusin). Petroleum Monofiraph Senes. Volume 3 (Yale 
i;niversit> Press. I ' J f l Reprinted in p 48 

A market that appears to be a monopoK but where prices are in fact constrained by the threat of entry , is know i 
as a contestable market See V> J Baumol, J C Panzer and R.D Willig, Contestable Markets and the Theory .)f 
Industrx Structure. ê'A \OTk Harcourt Brace Jovaiunitch. 1982. 
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and a potential challenger. Because of the importance of this case, vve present an arithmetic 

example demonstrating rigorously lhat in this situation a merger will lead to an increase in 

prices, assuming profit-maximizing behavior on the part of all firms both before and after. (See 

.Appendix .\) 

Since we proceed to test the predictions nf the one-lump theory against the empirical 

evidence, we refrain from explicating in a prion tei-n-.s the unlikelihood of their being met in 

practice with sufficient uniformity to justifv- :•> presumption that the theorv applies validly to 

ever, transaction. What matters is whether they are suffioientiv close to being valid to ensure 

lhal prices after the merger will behav c; more or less as the pure one-lump d'.eory predicts - that 

is, that they will not change lo the disadvantage of shippers. '.\'e o';oei-ve, h jvvever. that there 

already has been an empirical smdy lhat attempted tc lest whether the ex jtence of potential 

interline competition reduces prices and increases welfare.'' Il concluded lhat "the effect of 

interline carriers on the welfare difference is substantial and statistically reliable, thus refuting 

the applicability ofthe Chicago [one-lurnp] hypothesis" and concluded "our results also support 

recent theoretical contributions [which we have described above] that one cannot a priori 

assume away potential vertical or tied-sales foreclosure harms". 

D. Statistical Analysis 

The one-lump theorv- provides a number of testable hypotheses: 

• a merger lhat reduces or eliminates origin competition on certain routes should not 

tend to increase prices on those routes relative lo other routes; 

• on routes where there is a bottleneck at the destination but potential interline 

competition at ongin, the bottleneck camer should make the same "protlt' 

regardless of whether it handles tratfic for the whole route or foi only the 

C. Grunm, C. Evans and C. Winston, Foreclosure of Railroad Markets: A Test of Chicago Leverage Theory, 
Joumal of Law and Economics, vol. 35 (1992). 
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bott.leneck portion; 

on such routes, the competitive origin camer should make zero profit; 

the existence or extent of origin competition should not lend to reduce prices for 

local service; 

The first hypothesis was tested by Thomas D. Crowley.'̂  These data show that after 

Conrail's purchase ofthe Monongaliela Railroad (MG.A). the average rate per ton for Conraii 

terminating iraffic from former .MG.A ongins . while the average rate per ton on 

other Conrail terminating traffic 

We emphasize that this single observation represents averages, respectively, of ,md 

data points, and that this was the only recent easiem U.S. merger for which vve have 

auequate information. We also examined these data using regression analysis. We used only 

data on those routes where coal was shipped both in 1991 and 1995. We regressed the change 

in the rate on an indicator vanable for routes affecied by the merger and the change in the tons 

shipped (weighing observations by tons shipped). 

The results of these regressions are shown in Table 1; 

' TTie conception of "profit" has little meaning, in its usual sense, when applied to single products provided in 
common by a multi-product firm V̂  e use "profit" here in the sense of the differences between revenues and 
variable costs of particular units of tratTic or business, representing the contribution that those units make toward 
recovering fixed and common costs of the firm and therefore toward its total profit. That is the contribution that 
a profit-maximizmg firm would seek to maximize from the several components of its output or sales. 

Verified Statement of Thomas D Crowlev. October 21, 199". pp. 13-15 
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RcL'ression ! Regression 2 

Dependent \'ariable Change in Rate Per Ton Change in Rate Per Ton 

Merger Indicator Variable 

Change in Tons Shipped 

Constant 

This is perhaps as pure an experiment as could be conceived ofthe underlying question 

at issue in this proceeding: is a merger that reduces origin competition likely to lead to an 

increase in the rates paid by coal shippers? 

In order to provide .additional evidence on the empirical validity of the one-lump theory, 

vve also tested the other three hypotheses descnbed above, using data on a sample of 166 routes. 

The original source of these is the STB's Costed Waybill Sample, and thev vvere provided to us 

by L.E. Peabody and .Associates. Data examined included the tons hauled in each year from 

1988 to 1995 on local and interiine service and revenues eamed and the variable cosl incurred 

la) by the bottleneck camer where il was the onlv carrier and (b) by both carriers on interline 

hauls. 

We tested the second and third hypotheses by examining average contributions, defined 

as revenues minus variable costs, for the bottleneck carrier in cases where it had the entire haul 

and where it was im interline haul We also looked at the averace contribution for the 

" See "Verified Statement of Thomxs D Crowley." October 21. 1997, pp. 8-12, for more detail. 
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competitive origin canier. To ensure comparability, vve looked only at routes and years where 

there was both single-line and interline traffic. From a sample of observations (where an 

observation is a route and a vear). we found the following (with the standard errors of the 

estimates in parentheses): 

.Average Contribution for Bottleneck C amcr 
on Single-Line Haul 

Average Contribution for Bottleneck Canier 
on Double-Line Haul 

.Average Contribution for Competitive Ongin 
Camer 

Next, we tested the fourth hypothesis by analyzing the dependence of the prices paid by 

shippers in the presence or absence of origin competition, using regression analysis. We 

constmcted two variables for prices paid by the shipper: the first was simply the average price 

per ton; the second was the average contnbuiion paid by the shipper per ton over vanable 

costs.'** We also constmcted two vanables designed to serve as proxies for the degree of ongin 

c ompetition. The first was the proportion of tons shipped in a given year that was carried on 

interline (two-line) rather than sinale-line hauls. The second vvas an indicator variable that look 

Very similar results were obtained w hen we used regression analysis to control for tons hauled. 

" We used price and contribution per ton rather than per ton-mile, since it is the pnce per ton that the shipper cares 
about (and presumablv the price or contribution per ton the camer cares about) rather than the number of miles 
over which the shipment travels Of course, both revenues and vanable costs will vary systematically with 
distance: out this does not bias our estimates because the cross-sectiona) time series regression analysis allows 
different efTects on prices on different routes 
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the value 1 if a significant proportion of coal shipped (more ih:.n 1.000 tons and more than 10 

percent of lotal) was shipped on interline hauls. The reason for constmcting these two different 

indicatoi v^mables was that il is not necessanly clear whether, if origin competition does indeed 

depress prices, that effect vvill occur simply because of its existence (in which case the indicator 

variable would be the relevant one) or whether the depressing effect vvill be greater the greater 

the proportion of shipments camed by the competitive (non-bottleneck) camer (which would 

show up in the proportion variable). 

We regressed both dependent variables, price and margin, on each origin competition 

variable separately. This exercise yielded a lotal of four separate regressions. Since we are 

using cross-sectional time series data, an estimation approach lhal allows for imobserved 

differences between the different routes is required. The form of the model tc be estimated is 

therefore: 

y[i.t] = a + B*x[i,l] + u[i] + e[i,t] 

We used a generalized least squares random-effects estimator in each case; the 

altemative fixed effects estimator produced results qualitatively similar, but showing a greater 

depressing effect of origin competition on prices.''̂  The results are shown in Table 2: 

Reg 1. Reg 2. Reg Reg 4 

Dependent 
Variable 

Pnce Price Margin Margin 

Origin 
Competition 
(Indicator) 

Ongin 
Competition 
(Proportion) 

Constant 

—, ....... 

Very similar results \vere obtained using tons hauled as an additional explanatory variable. 
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The salient points that emerge are the following: 

We have examined four hypotheses implied by the one-lump theory. None is supported 

"cy the available empirical evidence. Taken together, the weight of this empirical evidence is 

overwhelming. It is simply not tme that bottleneck camers typically extract all the monopolv 

profit from a coal shipment; nor is it the case that a reduction in origin competition has no effect 

on the prices paid by shippers. 

I I I . THE ACQl ISITION PREMIl M 

The second issue we vvere asked to analvze was whether the large "acquisition 

premium" paid by CSX and Nortolk Southem for Conrail's assets is likely itself to itself lead to 
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an increa.se in the rates charged by CSX and Norfolk Southern ever certain of Conrcil's former 

route, and the economic consequences of any such increase. We consider this effect from three 

different perspectives 

• the effect of tne :icquisil!on premium on the book value ofthe assets currentlv held 

by Conrail and the consequent effect on the rates camers are permitted to charge 

on movements whe.e rates are currently constrained by regulatory ceilings; 

• the effect on the revenue adequacy of CSX and .N'orfotk Southem; 

• its implications for the competitive effects ofthe acquisition. 

A. Effect ofthe Acquisition Premium on Regulated Rates 

The transaction will increase the book value of Conrail's assets from its present S8.5I0 

million. For the purposes ofthe transaction. CSX and Norfolk Southem have appraised them at 

SI6.243 million as of this writing, and it is to be presumed that it is at this level that CSX and 

Norfolk Southem will seek to value Conrail's assets in their accounts. This has been the 

practice in recent railroad mergers: the last two major railroad ones which hav e completed their 

accounting—BN/SF and UP/CNW—used appraised value in adjusting the property accounts of 

the acquired railroads.'" 

This revaluation will have the effect of increasing the rates that CSX and Norfolk 

Southem are permitted lo charge on certain routes that are subject to regulatory constraints, 

because the Variable Cost definition for the purpose of calculating the so-called "jurisdictional 

threshold" of a rail movement is affected by the appraised value of a railroad's assets. 

Such an increase would be wholly unjustified on economic or traditional regulatory 

grounds or, indeed, in terms of the intent of the Staggers .Act, which prescribed that threshold. 

.As a matter of both economic and regulatory principle, market values simply cannot be allowed 

to affect regulated pnces, since lhal would involve the fatal circularitv' recognized by the 

See "Verified Statement of Thomas D. Crowlev," October I I , 1997, TO 23-24 
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Supreme Court 50 years ago: if a company is allowed to earn a "reasonable" retum on whatever 

pnce il pays for an asset, that vvill m tum determine the pnce it is willing lo pay. up to the 

present discounted value of the future stream of unconstrained monopolv profits. Instead of 

regulated price being determined by cost, independenllv determined, the cost vvill itself be 

deiermined by pnce and. in tum. "juslit\" whatever pnce maximizes profits. No sensible 

system of regulation can allow such an outcome. 

As a direct consequence of this principle, w henever and wherever the net book value of 

a company's stock or assets serves as the basis for determining ;ts permissible rates or return for 

regulatory purposes, it is axiomatic that those book values must be based on the original cost of 

the assets. To incorporate markei-value-based write-ups in the rate base to which the allowable 

rate of retum is applied in determining a regulated company's revenue requirements or 

entitlements—which in tum determine its allowable pnces—is lo introduce a fatal circularity 

into the process. As the Supreme Court aptly put it; 

The heart of the matter is that rates carmot be made to depend on "fair value' 
when the value of the going enterprise depends on eamings under whatever rates 
may be anticipated "' 

Precisely the same reasoning applies to the net book value that serves as the investment 

base in these calculations of the jurisdictional threshold would eviscerate the regulatory process 

if it were the asset prices at which they were subsequently valued in or as the result of asset 

transfers, mergers or acquisitions. It would permit easy evasion of regulation: the assets could 

be transferred al pnces or valuations inflated above net onginal cost and those inflated 

valuations would then automatically be translated into conespondingly inflated threshold 

values. The etfect would be to exempt many rail rates from any regulatory restraints. 

B. Effect of the .Acq-tisition Premium on Revenue Adequacy 

.A similar problem anses with respect to the calculation of revenue adequacy for CSX 

and Nort'olk Southem after the transaction. Cunentiv, the net book value of Conrail's assets for 

FPC V. Hope Natural Gas Co.. 320 U S 591.601 (1944) 
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revenue adequacy purposes is S6. 474 million. The result of the transaction will be to increase 

net investment for revenue adequacy purposes by some S9,l 13 million." 

Just as in the case of the threshold pnce to captive shippers, il would be simply wrong to 

allow CSX and Norfolk Southern's judgment about the market value of Tonrail's assets to 

influence calculations of their revenue adequacy. It would introduce the same circularitv into 

the regulatory de'.rminations of whatever constraints are subject to the revenue adequacy test, 

and allow railroads lo manipulate those constraints at the expense of their customers. 

Unfortimately. this is preciselv what has occuned as a result of previous mergers, 

acquisitions, consolidations and reorganizations: the asset reevaluations entailed by them have 

simpiy have found their way into the book value;̂  on the basis of which assessments of revenue 

adequacy and rate ceilings have been made—in a self-justifying upward spiral. 

C. Implications of the Acquisition Premium for the Effects of the Acquisition 
of Shippers 

Finally, the premium incorporated in the acquisiiion price paid by CSX and Norfolk 

Southem over the market value of Conrail's assets (as distinguished from its net book value, 

which has been the subject of our preceding discussion) has significant implications for the 

competitive effects of the merger. Tliat premium clearly represenls the incremental net 

cashflow s expected by Norfolk Southem and CSX as a consequence of the acquisition. 

As of Oclobter 14, 1996, the last trading day before CSX made its original offer for 

Coru-ail, the market value of Conrail's shares was about $6,140 million. Eventually, the total 

cost lo Nortolk Southem and CSX was $9,895 million. The difference of some $3,755 million 

reflects the incremental nel revenues that the management of Norfolk Southem and CSX 

thought they could secure by taking over the Conrail assets. 

There are several possible sources of those additional net revenues: 

• increased efficiencies in the operation ofthe Corû ail assets; 

See "Verified Statement of Thomas D. Crowley", October 21, 1997. p. 29. 



- 19 

• increased efficiencies resulting from the joint operation of the Conrail assets with 

the assets of the acqiiiring camers; 

• increased monopolv power resulting from reductions in competition. 

We are not in a position lo assess the relative contributions of these three possible 

benefits to the acquiring party to the overall premium paid for the Conrail assets and are not in a 

position to make a recommicndation about whether the benefits outweigh the possible injurv to 

customers of the railroads and the consuming public. But we believe the acquisiiion will 

increase monopoly power; ard the Board must therefore assume, as it consistently does, that 

CSX and NS will exercise all ofthe market power available to them lo raise shippers" rates. 

IV. POSSIBLE REMEDIES 

Having demonstrated, both theoretically and empincally. that the elimination of 

competition on originating routes is highly likely to result in higher rates to shippers hitherto 

benefiting from that competition, despite their dependence both jre and after on single 

destination carrier, and that the acquisition premium paid for Conrail vvill in fact raise the 

tlireshold for application of the captive shippers cause and the revenue adequacy threshold for 

whatever regulatory intervention may be effected by such determinations, we submit that we 

have established an ineftiiable case for preventing those harmful consequences if the merger is 

to be permitted lo go into effect. 

As a general proposition our preference as economists would be for stmctural rather 

than regulatory remedies aimed al preserving access of competitive carriers and shippers to one 

another as a more consistent with the national polic> of leaving the disciplining of the 

transportation industties to unregulated competition rather than additional regulation. .At the 

same time, since the Staggers Act itself provided for continuing regulatory protections in 

situations in which competition is inadequate, clearlv the first remedy must be to ensure that 

those continuing staiulorily-prescribed protections are not weakened by the merger. We then 

proceed to consider other remedies—with a preference for stmctural—the basis for which we 

have already provided in our theoretical and empincal analyses. 
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.A. The Acquisition Premium .Vlust Not Affect Regulated Rates or Revenue 
.Adequacy Calculations Competitive Access Should Be Permitted 
Wherever Possible 

Our preceding discussion of t.hese possible consequences of the premium that NS and 

CSX paid for Conrail above its net book value would, if unconecled. raise the barriers to 

application ofthe safeguards in the Staggers .Act itself—including whatever the effect would be 

of reclassifying the acquiring railroads as revenue—inadequate. Clearlv, it would make a 

mockery of captive shipper and revenue adequacy provisions if companies could circumvent 

them merely by combining or acquiring another's assets at prices above the levels that 

previously provided the basis for the threshold for captive shipper protection or revenue 

adequacy of the railroads in question. Further discussion of this obvious remedy seems to us 

superfluous. 

B. To Preserve Competitive Access 

The potentially anticompetitive effects of the merger and injurv- to shippers exposed by 

our preceding analysis are not confined to shippers and shipments qualifying under the pertinent 

statutory- and regulatory provisions for captive shippers protection. Where that injury- is the 

consequence of a merger or acquisiiion subjecl lo regulatory approval or disapproval, sound 

regulatory- policy, statutory- constmction and antitmst theory- and practice all not onlv permit 

but—if the acquisition itself is lo be approved—dictate the imposition of .safeguards applicable 

lo all situations in which shippers are likely to suffer from the consequent reduction in 

competition, and not merely in situations in which they qualify formally as captive shippers. 

Our analysis suggests lhat some form of remedy is required for all destinations that vvill 

be served henceforth by either or both of the acquiring carriers, NS and CSX, where 

competition, actual or potential, is eliminated or lessened at either origin or destination as a 

result of the acquisiiion of Conrail."" Examples of such instances are discussed by Mr. 

We have not discussed separately the loss of, or reduction in .destination competition because, as we understand 
it. there is no dispute by anyone (including the Board and the .Applicants) that so-called "2-1" shippers ( j ^ , those 
shippers losing a destination carrier) are entitled to protection We have not determined which destinations are in 
this category but are aware that Indianapolis Power & Light Company claims its Stout Plant is so atTected and 
.\pplicants' wimess Hart has stated that there are a number of other such "2-1" points resulting from the 
transaction. 
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Crowley. 

As we have already observed, policies of both deregulation and competition give rise to 

a preference, lo which vve subscribe, for automatic, stmctural remedies rather than additional 

regulatory- prescnptions. In conformance with this preference, we propose the following: 

1. Extension ofthe "shared asset area" provision of the merger agreement 

As we understand it. the acquisition agreement between CSX and NS has provided for a 

jointly-owned independent operator to provide destination camage in three areas—in northem 

Jersey, southem New Jersey and Philadelphia, and around Detroil—in which the operator would 

handle all traffic in and out of those areas and is under obligation to provide equal access to 

both partners, thereby enabling them lo compete with one another for all traffic in and out of 

those areas, using the facilities of the joint access operator. Such an arrangement will provide 

an opportimity for both the acquinng camers to compete for business hitherto served by a 

destination monopolist and, in a sense more importantly, it gives shippers in those areas the 

opporttmify to bargain wiih each of them separately in order lo obtain the best possible terms. 

Such anangements could be extended to other areas (for example, Ir dianapolis). 

In recommending this, we endorse the concept of equal access for CSX and NS but are 

not wedded to an> particular aixangements they plan for their "shared asset areas" or "joint 

access areas," such as the MGA. The Applicants, having cdorsed the concept of equal access 

in various regions of their own choosing, are not in a position lo argue that the same concept 

should not be extended to otb.er areas advers';ly aifected bv the acquisiiion. 1 his is particularly 

so because we are advised that there were no objective criteria used to determine which areas 

would have equal access. 

2. Extension ofthe n̂ ĥt of shippers to seek captive shipper protection in the 
charges for bottleneck routes 

The logic of this provision is clear: having demonstrated that the presence of origin 

competition (whether from the same originating point or a separate, competing originating 

point) does provide protection to shippers, and having demonstrated that elimination of that 

competition exposes shippers to higher rates, vve suggest that additional protection may in sorre 

circumstances best be provided by permitting shippers to seek captive shipper protection for the 
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previous, separate bottleneck segment alone."'' This is particularly likelv to be the case on 

destinations previously served by a Conrail monopoly, where now NS and CSX compete for the 

originating traffic (e.g. from diffenng origins). .A Conrail destination monopoly might have 

been inditTerent about whether CS.X or NS obtained the originating business bul in the new 

circumstances either NS or CSX would have inhenled the destination monopoly and might 

succeed, by exploiting that power, in either diverting traffic originating with its competitor or 

weaken the ability of shippers lo play those two competitors off againsi one another. 

The reasons lhat this remedy is appropriale, if the equal access remedy is not adopted, 

are several. First, of course, if destination competition is lost, it is obvious that there may be a 

need for regulation lo replace the lost competition Second, the mere obligation to quote a 

separate rate for the bottleneck segment would make it possible for shippers to invoke and 

achieve the benefits of competition on the non-bottleneck segment, which competition our data 

shows the shippers had. ITiird. the Staggers Rail .Act designed a regulatory system that relied 

on competition lo the maximum extent possible to restrain prices. L'nder this scenario, 

regulation should not be necessary c.vcept where the bottleneck carrier fails lo act in accordance 

with the regulatory constraints that the Board agrees merits its assertion of regulatory 

jurisdiction over the rate for the bottleneck segment. 

We see extension of the shared assets provision and reversal of the bottleneck decision 

as altemative remedies, with the first, stmctural one preferable to the second. 

3. .A Rate Cap W ith .Adjustment for Cost Changes 

Ifthe Board refuses to adopt either of our prefened remedies, it may not fail altogether 

lo proiect shippers from loss of competition. If a shipper is not permitted either a stmctural 

remedy or potential regulatorv lemedy. either of which should restore lost competition, the only 

remaining remedy lhat we can devise would be for the Board, as a condition for approval ofthe 

transaciion, to impose a cap on rales for shippers in jeopardy from the potential loss of 

Clearly, this recommendation would appK also m those instances in which destination competition is eliminated 
or reduced 



competition, subject to the Boaid's Rail Cost .Adjustment Factor (.Adjusted) for some penod of 

time. At a minimum, we suggest 'his period should be five years, vvith the Board leaving open 

the possibility of extending the cap ii'circumstances vvanant. 

CONCLUSION 

Because virtually every one pays electric rates that directly incorporate the cost of rail 

transportation of coal, the Board must recognize that il must provide meaningful protection for 

shippers exposed to jeopardy from the limitation on competition that may flow from the 

acquisition of Conrail Having been involved in the debate that led to the passage ofthe 

Staggers Rail Act of 1980, we emphatically believe that Congress did not intend rail shippers lo 

be deprived of protection against mergers that threaten to weaken the competition the Act was 

intended to unleash. 
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APPENDIX A 

Consider the following situation. .A route mns from .A to C. via B. B to C is cunently a 

bottleneck. There are two competitive routes from .A to B. Canier 1 owns one of the .AB 

routes, and the BC bottleneck, while Carrier 2 owns the BC route. This is the classic "one-

lump" situation. Now suppose the vanable cost of a shipment is as follows: .A to B, on Carrier 

I , $10; A to B, on Carrier 2, $10: B to C, on Camer I , $5. Let us also suppose the shipper's 

willingness to pay for one shipment is $20. The situation can be represented like this; 

Carrier 2 

$10 

Af \ B 

$10 $5 
Carrier 1 

The classic one-limip theory makes three predictions: that Carrier 1 should offer to 

make the shipment for $20. or very slightly less, extracting all the monopoly profit ($5)'; that 

Carrier 1 should be indifferent as to whether the shipment from A to B O v̂els on its line or 

Carrier 2's line, but that if it does go on Camer 2's line then Camer 2's revenue share should 

be $10, or very slightly more, with all the monopoly profit still going to Camer 1; and that a 

merger between Camer 2 and Carrier 1 will have no effect. 

Suppose, however, that it is possible to c mstmct a new route from B to C, and that such 

a route would have a long-run variable cost of $7 This situation can be represented like this; 
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Carrier 2 

$10 $7 

A / B 

$10 $5 
Carrier 1 

In these circumstances, il is clearly not an equilibrium outcome for Carrier 1 to charge 

$20, because in that event it would be profitable for Carrier 2 lo consd^ct the new route from B 

to C and to undercut its price. Nor is the "competitive" price of $15 an equilibnum, since at 

that price there would be no incentive to build the new route. The only equilibrium is for 

Carrier 1 to charge $17, just enough lo deter entt̂  on the BC route. The route still looks like a 

bottleneck, since the new- BC route is never constmcted; but its potential existence is enough lo 

constrain prices. 

See note 14 in the main tex' for a discussion of this definition of "profit". 



Now suppose Carriers I and 2 merge, and that the cost of constmcting a new .AB route 

would be 15. 

Potential Entrant 

$15 $7 

A/ _ \ B 

$10 S5 
Carrier 1+2 

In these circumstances, the merged carrier can put prices up to $20 without feat of entry, 

since a new carrier that built the entire .ABC route would have a long-nm vanable cost of $22. 

Nor would it be economic for a carrier to constmct simply the BC portion of the route, since it 

would in this case be excluded frcm the market by the bottleneck over the AB portion. 

The point of this example is to show that it is perfectly feasible, and entirely consistent 

with conventional economic theory-, for a profit-maximizing carrier which controls the 

bottleneck portion of a route not to possess the market power necessarv to charge the ftill 

monopoly price; that this can continue indefimtely even if no actual competition is ever 

observed over the bottleneck portion; and that in cases a merger which reduced ongin 

competition could indeed lead lo a reduction in competition and an increase in prices and 

market power over the entire route. 
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the Investigation Regarding InttaL.ATA Toll Service Competition on a Presubscnption Basis. 
Docket No TX9409C388, on behalf of Bell Atlanttc - Nf-w Jersey, Inc., May 31. 1995. 

Testimony "oefore the Connecticut Depamnent of Public Utility Conttol on sttandable investtnents, 
on behalf of Umted Illuminatmg, Dockel 94-12-n Aprd 1995. 

"Rebuttal Evidence on Rate-base Splitting, Price Caps and the Treaonent of Economies of Scope 
in Telecommunications Regulation," submission to Canadian Radio/television and 
Telecommumcations Commission, Ottawa, Ontario, Canada, on behalf of AGT Lumted, March 
30, 1995. 

"Preconditions of Efficiently Competitive Local Exchange Markets," submission to Canadian 
Radio/television and Telecommumcations Commission. Ottawa, Ontario, Canada, on behajf of 
AGT Limited, March 15, 1995. 

Testimony before the Connecticut Department of Public Utility Conttol, Docket Nos. 94-10-01-
02, on incremental cost standards for network unbundling, on behalf of the Southem New England 
Telephone Company, January 10, 1995; Rebuttal Testunony, Febmary 13, 1995. 
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"Comments on Competition in Electric Power." submission to Rhode Island Division of Public 
Utilities and Carriers, inquiry into retail competition in tfie electric utility- industry, on behalf of 
The Narragansett Electric Conipany, Docket D-94-9, November 18, 1994. 

Testimony before the State of New York Public Serv ice Commission in the Petition of RcKhesier 
Telephone Corporation for Approval of Proposed Restmcmring Plan (Panel on Public Policy 
Issues with Robert W. Crandall), Case Nos. 93-C-0033 and 93-C-0103, Febmary- 3, 1993; 
Testimony of Panel on Public Policy Issues in Support of .Settlement. June 17, 1994; Rebuttal 
Testunony of Panel on Public Policy Issues, July 22. 1994. 

Affidavit before the Federal Communications Commission In the Matter of Price Cap Performance 
Review for LcKal Exchange Carriers, Notice of Proposed Rulemaking, on behalf of Bell Atlantic, 
filed June 29, 1994. 

Affidavit before the U.S. Disttict Court for the Northem Disttict of .\labama Southern Division 
on behalf of BellSouth Corporalion on overmrning the stamtory prohibition of telephone 
companies carrying their own video programming, filed June 3, 1994. 

Reply Affidavit before the U.S. District Court for the District of Michigan (Eastem Division) on 
behalf of .Ameritech Corporation on overmrmng the stamtory prohibition of telephone compames 
carrying their own video programming, filed May 16. 1994. 

Affidavit before the U.S. Disttict Court for the District of Columbia on behalf of Southwestern 
Bell in support of request for oui-of-region waiver from the inierLATA MFJ restticlions (with 
William E. Taylor), filed May 12. 1994. 

Reply Affidavit before the U.S. Disttict Court for the Disttict of Maine on behalf of NYNEX 
Corporation on overtummg the stamtory prohibition of telephone compames carrymg their own 
video proj;ramming, filed May 6, 1994. 

Testimony on behalf of Bell Atlantic-New Jersey in proceeding involving the issue of opening the 
inttaLATA toll market to competition, filed April 7, 1994; Rebuttal Te.stunonv filed April 25, 
1994. 

Testunony on behalf of Massachusetts Electtic Company before the Federal Energy Commission 
on w.iolesale wheeling and the problem of sttanded invesrj,.c it. FERC Docket No. ER94-129-
(X)0. filed March 14,1994. 

Testimony on behalf of The Chesapeake and Poiomac Telephone Company of Maryland, Case 
No, 8584, on the regulatory- principles applicable to deiermimng an efficient price for MFS-I's 
interconnection with C&P's network (with William E. Taylor), filed November 19, 1993; Rebuttal 
Testunony filed January 10, 1994; Surrebuttal Testunony filed January 24. 1994. 

Affidavit to the Federal Commumcations Commission with respect to Interstate Long Distance 
Competition and AT&T's Motion for Reclassification as a Nondominani Carrier (witfi William E. 
Taylor), filed Novem.ber 12. 1993. 
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Affidavit to the High Court of New Zealand on behalf of .New Zealand Rail Limited involving 
wharfage charges by Port Marlborough, September 27, 1993. 

Testunony before the Federal Energy Regulatory Commission On Behalf of a Group of 
Independent Refiner Shippers on the proposed Revision to Oil Pipeline Regulations under the 
Energy Policy Act of 1992, Docket No. RM93-11-0O0, August 12, 1993. 

Affidavit to the High Court of New Zealand on behalf of .Air New- Zealand, Ltd., and others in a 
proceeding involving landing charges by Wellington International .Airport. Ltd., June 25, 1993. 

Affidavit before the U.S. District Court for the Easiem District of Virgima in die matter of The 
Chesapeake and Potomac Telephone Companv of Virginia v. United States of Amenca. Civil 
Action No. 92-1751-A, June 5. 1993 and before the Federal Commumcations Commission In the 
Matter of Amendments of Pans 32. 36. bl, 64 and 69 ofthe Commission's Rules to Establish and 
Implement Regulatory Procedures for Video Dial Tone Service. Petition for Rulemaking RM 8221, 
June 7, 1993. 

Testimony before Denver County District Court, Denver, Colorado, on behalf of Metropolitan 
Denver Water Authority re City of Denver water rates. May 17, 1993. 

"Review of Regulatory Framework: Telecom Public Notice CRTC 92-78," on behalf of AGT 
(Alberta Government Telephone Company), Alberta Canada, April 13, 1993. 

"Major Elements of a Competitive Telecommunications Policy." on behalf of AGT (Alberta 
Govenunent Telephone Company), Alberta, Canada, Febmary 15, 1993 

Testimony on behalf of the Mumcipal Electtic Association evaluating the soundness of Ontario 
Hydro's Demand Side Management program, Decem.ber 1992. 

Affidavit before the Federal Communicatioas Comrmssion In the Matter of .Amendment ofthe 
Commission's Rules to Establish New Personal Communications Services. GEN Docket No. 
90-314, ET Docket No. 92-100. November 6, 1992. 

Testunony on behalf of New Zealand Telecom in an antitmst prtxeeding before the High Court of 
New Zealand involvoig terms of interconnection with Clear, a competitive provider of local 
ttansport, April 27, 1992, 

Testimony on behalf of AMR Corporalion and .American Airlines, Inc.. against UAL Corporation, 
United Airlines, Inc., UAL Acquisition. Inc.. An Wis Services, Inc., and Au Wisconsin, Inc., 91 
CIV. 7773 (KMW). analyzing United .Aulines' acquisition of Air Wisconsin's 50 O'Hare jet slots. 
March 2. 1991. Supplemental and Second Supplemental Tesiimomes, March 10 and 15, 1992. 

Testimony before the Illinois Commerce Commission on behalf of Illinois Power Company, 
Dockel No. P91-0001, on certification of a competing namral gas pipeline, Febmary 24, 1992. 

Rebuttal Testimony before the Florida Public Serv ice Commission, Tampa Electric Co. Docket 
No. 910883EI. on electtic utility company responsibilities for demand side management, 
November 20, 1991. 
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Affidavit before the Federal Communications Commission In the .Matter of Expanded 
Interconnection Benveen Local Telephone Facilities. CC Docket No 91-141 E.NF-87-14, August 
5. 1991. 

Statement on behalf of United Kingdom of Great Britain and .Northern Ireland in US/UK 
Arbitration Concerning HeatJirow- Airport User Charges. .April 1991. Rebuttal and Surrebuttal 
Stalemenls. June and July 1991; testimony before the International Court. The Hague, July 1991. 

"The Treattnent of New Services Under Price Cap Regulation," on behalf of BellSouth, Federal 
Communications Commission, June 10. 1991. 

Testimony on behalf of Fireman s Fund Insurance Company before the Insurance Commiss oner 
of the Stale of Califorma re proposed action lo repeal and adopt regulations concerning prop'crty 
and casualty insurance rates, Febmary 20, 1991. 

Testimony before the Federal Energy Regulatory- Commission on behalf of Conoco, Inc. Kaneb 
Pipeline Ope.ating Partnership, L.P., and Kerr-McGee Refimng Corporation (Williams Pipeline), 
Febmary 4, 1991. 

Affidavit to the U.S. District Court for District of Columbia on behalf of Bell Atlantic Corporalion 
in United States of Amenca v. Westem Electric Company, Inc. and American Telephone and 
Telegraph Company , re MFJ restticlions on Bell Operating Compames' ability to offer 
information services. January 8, 1991. 

Oral testimony before the Puerto Rican Legislamre on privatization and fumre regulation of the 
Puerto Rico Telephone Company. June 20, 1990. 

Testimony on behalf of Centtal Telephone Company of Florida before the Public Service 
Commission, June 12, 1990. 

Testimony on behalf of Fireman's Fund Insurance Company on Proposition 103 Rate Regulation 
Hearings. Febmary 5, 1990. 

Testimony before Denver County Disttict Court, Denver, Colorado, on behalf of Southgate Water 
District vs. Denver Water .Authority on conduit extension charges. May 25, 1989. 

"Efficient Pricing of Congested Airport Facilities," A Report to the Departmenl of Transport, 
Great Britain, April 1989. 

Testimony on behalf of ETSI Pipelme Project v. Burlington Northem Inc., et al, in the Umted 
States District Court for the Ea.stem Disttict of Texas, Beaumont Division. Civil Action No. B-84-
979-CA, Febmary 23. 1989. 

Reply Verified Statement on behalf of Concemed Shippers, In the Matter of Railroad Cosl 
Recovery Procedures-Productivity .Adjusttnent; Ex Parte No. 290 (Sub-No. 4), January 17. 1989. 
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Testimony on behalf of Califorma Coalition for Tmcking Deregulation before the Public Utilities 
Commission of the State of Califorma, In the .Matter of Lhe Regulation of General Freight 
Transportation by Tmck, Case No. 1 88-08-046, October 27. 1988. 

Testimony before the Public Sen ice Commission of f e State of New York on the application to 
contmci the Empire State gas pipeline. Case No. 88-T-132. October 1988. 

Testimonv before the Federal Communications Commission on behalf of Bell Soutii on adjustment 
factor for kKal exchange compames under rate cap regulation. In the .Matter of Policy and Rules 
Conceming Rates for Dominant Carriers (CC Docket 87-313), July 1988. 

.Affidavit on behalf of Massachu,setts Port .Autfiority in a proceedng on the proposed stmcmre of 
landing fees for Logan .Airport. Boston, U.S. District Court, District of Massachusetts, June 1988. 

.Affidavit on behalf of Financial Interchange Inc in an antitmst arbitration proceeding on the 
legality of jointly set interchange fees of an electronic hinds transfer network, .April 1988. 

Verified Statement before the Intersute Commerce Commission m Coal Trading Corporation, et 
al. V. Baltimore & Ohio Railroad Company, et al. (Docket No. 38301S) on the computation of rail 
stand-alone costs, April 1988. 

Testimony on behalf of Public Service Electtic & Gas Company, New Jersey on the used and 
useful doctrine m the context of utility performance standards, .April 1988. 

Testunony on behalf of the U.S. Postal Service on the pricing of Express Mail. March 28. 1988. 

Testimony on behalf of Kenmcky Industtial Utility- Customers Case No. 9934 on the criteria for 
deciding whether a nuclear plant should be completed, Febmary 8, 1988. 

Testimony and Rebuttal Testimony before the Iowa State Utilities Board Department of Commerce 
on behalf of Northwestem Bell on the regulatory- treattnent of depreciation reserve deficiencies, 
October 1987 and November 1987. 

Testimony before the Slate of Connecticut Department of Public Utility Conttol on behalf of the 
Connecticut Cable Television Association on regulating cable television rates. November 13, 
1987. 

Testimony before the Federal Communications Commission on behalf of Bell South In the Matter 
of Policy and Rules Concermng Rales for Dominant Camers (CC Docket 87-313) October 1987 
and Reply Testunony, November 1987. 

Reply Verified Statement before the Interstate Commerce Commission on behalf of McCarty 
Famis et. al. and Montana Department of Commerce, on the stand-alone cost consttamt on 
railroad rates to captive shippers. October 2, 1987. 

Testimony before the New York Slate Public Service Commission on behalf of New York 
Telephone Company on assessing the competitiveness of telecommumcations markets, April 1987. 
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Testimony before the New Jersey Senate Energy and Environment Committee on behalf of Public 
Service Electric and Gas Company on draft bill. No. 2801, the "Electticity .Market Pricing Act of 
1986," January- 26, 1987. 

Testimony before Federal Energy Regulatorv- Commission on behalf of Interstate Namral Gas 
Assfxnation of .America on "Competitive Implications of .Namral Gas Pipeline .Marketing 
Affiliates." December 29, 1986. 

Testimony before the New York State Public Serv ice Commission on behalf of the Owners 
Committee on Electric Rales, Inc., on reni-inclusion and submetering. November 19. 1986 
Testimony before the Illinois Commerce Commission on behalf of Commonwealth Edison 
Company on standard for deciding whether Braidwocxl Unit 2 should be cancelled, .August 4. 
1986. 

Verified i>tatement on Standards for Railroad Revenue Adequacy, on Interstate Commerce 
Commission's Ex Parte No. 393. Sub-No. 1, Julv 1986. 

Supplemental Verified Statement before the Inienstate Commerce Commission. Docket No. 38783, 
Omaha Public Power Disttict v. Burlington Northem Railroad Company on behalf of Omaha 
Public Power Disttict, April 1986. 

Statement to Federal Commumcations Conunission on New Englaiid Telephone Company's 
Proposed Intersute Access Tariff Restmcmre, January 30, 1986. 

Testunony before the Public Utilities Commission of the State of Oregon on inverted rate 
stmcmres on behalf of the Pacific Power & Light company, January 1986. 

Rebuttal Testimony before the Califomia Public Utilities Commission on San Onofre nuclear 
plants on behalf of Southern Califorma Edison Company, January 1986 and En Banc Proceeding, 
Febmary 1986. 

Testunony and rebuttal testunony before the Arizona Corporation Commission on behalf of 
Arizona Public Service Company on economic and regulatory principles applicable to entry of 
nuclear plants into rate base, December 1985, March 1986, December 1986 and March 1987. 

Testunony before the Corporation Commission of the State of Oklahoma on economic pruiciples 
applicable to access charges. Cause No. 29321 on behalf of Southwestern Bell Telephone 
Company, September 1985. 

Testimony before the Califorma Public Utilities Commission on regulatory principles applicable to 
pmdence determinations on behalf of Southem Califorma Edison Company, August 1985. 

Testimony before the Corporation Commission of the State of Oklahoma on developmeni of 
inttastate access charges. Cause No 28309 on behalf of Southwestern Bell Telephone Company, 
Mav 1985. 
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Verified Statement before the Interstate Commerce Commission. Docket .No. 38783 on behalf of 
Omaha Public Power District, on the grouping of captive shippers for purposes of applying a 
stand-alone cost test of contested rail rates, November 1984. 

Testimony before the House Public Policy and Veterans Affairs Committee of the Indiana General 
Assembly on behalf of the Indiana Telephone Association, October 25, 1984. 

Testimony before the Iowa State Commerce Commission, Docket No INU-84-6, Investigation 
into competition in commumcations services and facilities, October 18, 1984. 

Testimony and rebuttal testimony on current cash support for constmction and the reorientation of 
legulatory- policy before the Maine Public Utilities Commission, in the matter of Central Maine 
Power Company's proposed increase in rates, Dockel No. 84-120, Augusi 1984 and February 
1985. 

Testimony and rebuttal testimony for Illinois Power Company on rate base treatment of 
constmction work in progress, before Illinois Commerce Commission, Dockel No. 84-0480, 
August 1984 and April 1985. 

Verified Statement before the Interstate Commerce Commission, Dockel No. 39687, on behalf of 
Platte River Power Authority, on the proper definition of the cost of capital for purposes of 
applying a stand-alone cost test of contested rail rates, July 1984 

Verified Statement and Surrebuttal Verified Statement Before the Interstate Commerce 
Commission, Finance Docket No. 30300 on behalf of the Water Transport Association, in 
opposition to the application of CSX Corporation to acquire American Commercial Barge Lines, 
Inc., Febmary 14. 1984 and April 19, 1984. 

Direct and rebuttal testunony. Federal Energy Regulatory Comrmssion, Trans Alaska Pipeline 
System, Dockets Nos. OR 78-1-014 and OR 78-1-016 (Phase I Remand) November 1, 1983 and 
December 23, 1983 

Verified Statement, Interstate Commerce Commission, on the stand alone test for rail rates to 
captive shippers, on behalf of Utility Fuels, Inc.. D(xket No. 39002, October 3, 1983. 

Testimony on telephone rate stmcmres before the Colorado Public Utilities Commission for 
Mountain States Telephone & Telegraph Company. May 27, 1983; the California Public Utilities 
Commission, for Pacific Telephone & Telegraph Company .August 18, 1983; the .Missouri Public 
Service Commission. September 8. 1983; and Texas Public Service Commission. September 19, 
1983, for Southwestern Bell Company. 

Testimony before the Utility Diversification Committee of the Legislamre of the State of New 
Mexico, September 2, 1982. 

Testimony before the .Ad Hoc Committee on Utility Diversification, National .Association of 
Regulatorv Utility Commissioners. May 6, 1982. 

Testimony before Motor Camer Ratemaking Smdy Commission, Orlando, Florida, April 2, 1982. 
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Testunony before the Sute of Corujecticut Department of Public Utility Conttol on methods of 
regulating rales for basic television cable service, March 9, 1982. 

Testimony before the Committee of Energy and Public Utilities, The General Assembly of the 
Sute of Connecticut on regulation of cable television, March 1, 1982. 

Testimony before the Public Utilities Commission of the Sute of Califomia. for Pacific Power & 
Light Company on methcxls of allocating aggregate revenue requirements, September 24, 1981. 

Verified Sutement, Intersute Commerce Commission, Ex Pane No. 347 (Sub-No. 1). "Coal Rate 
Guidelines-Nationwide,' September 1981. 

Testunony for the Department of Justice in the U.S. v. Sundard Oil Co. (Indiana) et al. Civil Suit 
40212, filed July 28, 1964. 

(Rev. 9/97) 
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B l SLNESS ADDRESS 

NATIONAL ECONOMIC RESEARCH .ASSOCIATES. INC. 

50 .MAIN STREET 

WHITE PLAINS. NEW YOP-K 10606 
(914)448-4050 

EDUCATION 

TLTTS UNIVERSITY 

Ph.D.. Economics, 1971 
.M.A., Economics, 1969 

REED COLLEGE 

B..A., Mathematics and Economics. 1966 

PROFESSIONAL EXPERIENCE 

NATIONAL ECONOMIC RESEARCH .ASSOCIATES. INC. 

1988- Senior Vice President. Directs projects in the economics of antittaist and ttade 
regulation, energv, environment, finance and ttansporution. 

1984-1988 Vice President. 
1979-1983 .Senior Consultant. 

CHARLES RIVER ASSOCIATES. INC.—Boston, Massachusetts 
1976-1979 Program .Manager. Responsible for smdies in tt^sporUtion, urban development, 

and various ftiels; director of CRA's subsidiary . Econometric Appraisal Systems, 
Inc. 

1971-1976 Senior Research .Associate. Performed studies on the coal, metals, and computer 
industnes. 

NORTHEASTER-N UNIVERSITY—Boston. Massachusetts 
1969-1971 Instructor. Department of Economics. 1 aught gtaduate courses in mathematical 

economics, econometncs, and sutistics; taught undergraduate courses in 
macroeconomics, business cycles and growth, and advanced sutistics. 

TLFTS I'NI'V ERSiri'—Medford, Massachusetts 
1969 Instructor Department of Economics. Taught social conttol of industry-. 
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H O N O R S A N D P R O F E S S I O N A L A C T I \ I T I E S 

.Adjimct Professor. Fordham L'niversity- School of Law , 1995-present 

Committee on International 1 rade. The .Association of the Bar of the City of New \ ork, 
1993-present 

New York Mercantile Exchange. .Arbittation Committee. 1991-present 

Transportation Research Forum. President. 1986-87. formerlv E.xecutive Vice President and 
Vice President - Program Chairman for 1985 

Transportation Research Board, National .Academy of Sciences. Subcommittees on 
Research Needs, Spatial Choice, Transportation Energy and 1980 Subcommittee Chaimian 
on Telecommunications in Urban Freighl Movement 

Advanced Transit Association. Member of the Nominating Committee for Directors and 
Officers, 1981 

.'\merican Marketing .Association. Co-host of .American Marketing Association Workshop: 
Marketing Public Transportaiion. 1979 

Kennedy Memorial Teachmg Award, Tufts University 

National Science Foundation Trainee, Tufts University, three-year grant 

Reviewer for Transporution Research Forum, Transporution Research Record, Joumal of 
Indusmal Econonucs. and Antitrust Bulletin 

American Economic Association 

.Amencan Bar Association. Industnal Orgamzaiion Economist Associate 

INVITED AND REFEREED PUBLICATIONS 

With J. Mehring, "Coal Rail Prices Dunng Deregulation: .An Hedonic Price .Analysis." The 
Logistics and Transportation Review 

With R. Petersen. "Using a Dynamic Discounted Cash Flow Analysis to Calculate Sland 
Alone Costs," Journal ofthe Transportation Research Forum (1990). 

"Transportation Without Regulation: .Antitrust and Rail Rates lo Captive Shippers," 
Proceedings. Transportation Research Forum (1983). 
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• Cross-Hedging Rail Rates, " Proceedings. Transportation Research Forum (1983). 

"Future Elect '-'tv Demand from Batterv -Powered Vet :les," Transportation Planning and 
Technology {m..,. 

"Transportaiion Energv Conservation Strateeies lor Bermuda," in Bermuda s Energy 
Future. Bennuda Biological Station for Research (1982). 

"The Social Costs of Transportation Control Plans," Transportation Research (1981). 

With Christopher Lovelock, "Slate of the .Art in Consumer Research," in Marketing Public 
Transportation. .Amencan Marketing As.socialion (1981). 

With N. S. Cardell, "Measunng the Socieul Impacts of .Automobile Downsizing," 
Transportation Research (1980). 

"Relative Accuracy of U.ser Benefit Measures." Transportation Research Record 747 
(1980). 

With V. Stefflre. "Drawing Power .Among Transporution Energy Conservation Promotions 
and Product Concepts," Proceedings: .An. rican Marketing .Association C onference (1980). 

"lising Before and After DaU t j Improve Travel Forecasting Methods," Transportation 
Research Record 723 (1979). 

With J. Mehring. "Coal Transport and Coal Market Integration," Transportation Research 
Record6S9 (\97S). 

".Advances in Travel Demand Modeling: .A Discussion of the San Francisco MTC 
Systf 1." Transportation Re.sea ch Record 673 (1978). 

With R. Dobson, et a l , "Stmctural Models for the Analysis of Traveler .Attitude-Behavior 
Relationships," Transportation (1978). 

With Others, ".AGT Travel Demand .Analysis." Journal of High Speed Ground 
Transport ati ô i (1978). 

With R. Kuzmyak. "Cost-Eflfecttveness of Wide .Area Iriegrated TransiL" Proceedings. 
Transportation Research Forum (1977). 

"Policy Contingent Forecasting with Market Segments," Transportation Research Record 
637(1977). 

"Quick Policy Evaluation with Behavioral Demand Models." Transportation Research 
Record 610 (\97(}). 
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"Evaluation of the Effectiveness of Pollution Control Strategies on Travel," Proceedings 
Transporiation Research Forum (1975). 

PUBLICLY AVAILABLE REPORTS (CO-ALTHORED) 

Lessons For the Interstate Gas Pipelines From Railroad Deregidation. Washington, D C : 
The Intersute Natural Gas Association of .America, 1986. 

New Approaches to Understanding Trawl Beha\ior. Washington, D C.: Transportation 
Research Board National .Academy of Sciences. 1982. 

The Business Roundahk .Air Quality Project. Volume IV Cost-Effectiveness and Cost-
Benefit Analysis of .Air Quality Regulation. Washington. D C. 1980. (also in Regulatory 
Reform Act-S, 1080, Heanng before the Subcommittee on Regulatory Reform ofthe 
Committee on the Judiciary, United Sutes Senate, 97th Congress, 1981). 

Fuel Supply Limiutions and Passenger Travel. Washington, D C. ^.'ational Cooperative 
Highway Research Board, National .Academy of Sciences. 1980. 

Consumer Beha\-ior Toward Fuel Efficiem Vehicles. Washington. D.C: Nattonal Highway 
Traffic Safety Admimsttation, U.S. Departtnent of Transporution, 1979. 

Behavioral Science Concepts for Planners. Washington, D C : National Cooperative 
Highway Research Board, Natiomd .Academy of Sciences, 1979. 

CR.A./EPRI Coal Market Analysis System (4 Vols.). Palo Alto, Calif: Electtic Power 
Research Institute, 1979. 

Policy Evaluation wtth Travel Behavior .Models: .Methodological Issues and Case Studies. 
Washington, D.C; U.S. Department of Transportation and U.S. Environmental Protection 
Agency, 1979. 

Coal Price Fo' .ation. Palo Alto, Calif: Electtic Power Research Instimte. 1978. 

Regional .Management of Automotive Emissions. Socioeconomic Environmental Studies 
Senes. Washington. D C : Office of Air. Land and Water Use, Office of Research and 
Developmeni, Environmental Protection .Agency, 1977. 

Estimating the Effects of Urban Tra\-el Policies. Cambndge. Mass.: Trartsporutton 
Systems Center, Department of T ranspoitation, 1976. 

Die Economic Impact of Public Policy on the .Appalachian Coal Industry and the Regional 
Economy 0^'o\s.). Washington, D.C: .Appalachia Regional Commission. 1972. 
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Measurement of the Effects of Transportation Changes. Washington. D C : Urban Mass 
Transporution .Administration, Department of Transportation, 1972. 

TESTIMONY, SPEECHES AND CONSULTING REPORTS 

Expert Report in the United States District Court for the Southem District of Illinois in 
Gatewav Western Railwav Company v Terminal Railroad Association of St. Louis O' 
market definition, market power and impact on competition in an antitmst case, 1997. 

AtTidavit before the Uniied States Disttict Court for the District of Utah, Centtal Div ision in 
Ashley Creek Pho.sphate Company v Chevron USA.. Inc and .Ashley Creek Phosphate 
Company v Chevron Corporation. Chevron US A . Inc . Chevron Pipe Line Company, 
Chevron Chemical Company. Chevron Industries. Inc.. SF Pipeline Limited Company, SF 
Phosphates Limited Company. FS Inc.. Farmland Industries Inc and J.R Simplot Company 
on the Surface Transportation Board's stand-alone cost lest in an antittiist case. 1997. 

Verified Sutement on behalf of the Illinois Centtal Railroad on its planned acquisition of 
the Chicago, Centtal & Pacific Railroad, and the effect on competitton in relevant markets, 
1996. 

with Bemard J Reddy. Verified Sutement and Rebuttal Verified Statement before the 
Intersute Commerce Commission. Docket No. 40131 (Sub-No. 1), Ashley Creek Phosphate 
Company v. Chevron Pipe Line Company, et al and Docket No. 40810, Ashley Creek 
Phosphate Company v. SF Industries, cl a i . on two-part tariff's for a regulated pipeline, 
1994, 

Verified Sutement, Rebuttal Verified Sutement and Deposition Testimony in connection 
with Union Pacific - Conttol - Chicago and North Western, Finance Docket No. 32133, 
1993-1994. 

Discussant The Role of Infrasttiicture in Economic Development — a Policy Conference, 
Presented by the Insfimte of Govemment and Public .Affairs, Umversity of Illinois, 1994. 

"Recommendations for the Organization and Sttmcture of the National Railroad Regulatory 
Commission and the National Railway Transport Commission." Draft Final Report 
prepared for die Government of .Argentina and the United Nations Development 
Programme, 1993. 

"Cost/Benefit Analysis of .Abatement of Lead-Containing Du-st in the Dettoit-Windsor 
Intemational Tunnel." prepared for Dettoit & Canada Tuimel Corporation, 1992. 

"Objectives and Instimtions for .Argentine Rail Freight Regulation" for Umdad de 
Coordinacion, .Argentina, 1992. 
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Expert Report and Testimony before the Supenor Court of New Jersev Chancery Div ision-
.Atlantic County in 8PHC Acquisition, el al v Boardwalk Properties. Inc . et al . on market 
definition, market power, dangerous probability- lo monopolize and impaci of conduct on 
competition, 1990-1992. 

Wilh M. Stewart. Verified Statement and Reply Verified Stalemenl Before the Intersute 
Commerce Commission. Docket No. 40131 (Sub-No. 1), .Ashley Creek Fhoiphate 
Companv v Chevron Pipe Line Company, et al on behalf of Ashley Creek Phosphate 
Companv on stand-alone cosl and reasonable rates for transportation of phosphate rock v ia 
.slurry pipeline owned by Chevron. 1991. 

With R. Petersen, Verified Statement Before the Interstate Commerce Comm.ission, Docket 
No. 37038, Bituminous Coal, Hiawatha, Utah to Moapa, Nevada and Docket No. 37409. 
.Aggregate \'olume Rate on Coal. .Acco. Utah to Moapx Nevada on forecasts of traffic for a 
stand-alone railroad to be used in deiermimng regulated rates, 1990. 

Deposition Testimony before the U.S. Disttict Court for the Middle District of North 
Carolina in .\'aegele Outdoor Ad\-ertising v City of Durham on investment backed 
expecutions and the unit of property m a regulatory taking, 1990. 

Expert Report and Testimony before the U.S. Distnct Coiut of the Eastem District of 
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INTRODICTION 

My name is Thomas D. Crowley. I am an economist aud President of the economic 

consulting finn of L E. Peabody & Associates. Inc. The firm s offices are locted at 1501 

Duke Street, Suite 200, Alexandria, Virginia 223j4. My qualifications and expeiience are 

attached as Exhibit TDC-1 to this Verified Stateme.ii. 

I have been asked 'oy ACE et al.- to review the Railroad Control Application filed by CSX 

Transportation Inc. ("CSX") .ind Norfolk Southem Railway Company ("NS") in Surface 

Transportation Board ("STB") Fi lance Docket Nt. 33388. This Application specifies the terms 

of CSX's and NS' purchase of the assets of Consolidated Rail Corporation t"Conrair"). 

Specifically. I have been asked to determine the impact on coal transportation rates that will 

occur if the proposed transaction is implemented as presented in the railroads' Application. In 

making my evaluation, I have reviewed the CSX/NS/Comail Control Application, the 

workpapers supporting the railroads' Application, u e deposition of the various witnesses 

supporting the .Applica'ion. and the Applicants' responses to interrogatory and document 

requests. 

- Atlantic City Electnc Company ('Allantic City") and Indtaiupolis Power & Light Conipany ('IP&L"). 
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My comments are organized below under the following topical headings: 

II . Summary and Findings 

III. STB Criteria to Show Competitive Harm 

IV. STB's Costed Waybill Dau 

V. Rate Changes After Conrail's Purchase of MGA 

VL Railroads" Efforts To Maximize Profits 

VII. Rates and Costs for Origin Railroads 

VIII. Impact of Premium Paid For Comail 
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n. SUNLMARV AND FINDINGS 

Based on my review of the Railroad Control Application filed by CSX. NS and Conrail. as 

wt as the workpapers, depositions and Applicants" resnonses to discovery, my findings 

regarding die acquisition of Conrail by CSX and NS are as follows: 

1. The acquisition of ConraiFs assets by CSX and NS will cause major competMve harm 
to the producers and receivers of coal; 

2. The analysis of rail trartsportation rate and cost data in this proceeding indicates lhat 
CSX. NS and Conrail face constraints in the ability to maximize coal rate;> for 
destinations which are served by only one railroad. These analyses contradict the STB's 
findings in the recent BN/ATSF '̂ and UP 'SP' mergers related to the vertical effects of 
railroad mergers; 

3. Contrary to the STB's "one lump" theory, the railroad serv ing a captive destination does 
not push the revenues of the origin railroad down to a level equal to incremenul costs; 

4. My analyses rely on. in pan. the STB's Costed Waybill Sample ("CWS") dau lhat 
identifies over the 1988 through 1995 time period the traffic levels and rates for CSX, 
NS and Conrail coal movements. In addition to utilizing this dau in my analyses, this 
data has been fumished to ACE. etjd. Witnesses Kalm and Dunbar for use in their 
analyses; 

5. Conrail purchased the Monongahela Railway Company ("MGA") in 1991 After that 
purchase, rail rates for coal originating at MG.A origins for movement to Comail 
destinations increased over the 1991 through 1995 time period. Over the same time 
period (1991-1995). coal moving from non-.MGA origins to Conrail destinations 
decreased This analysis shows that rail mergers place shippers at risk for rate 
increases; 

6. The railroads" documents pertaining lo ratemaking made available in this proceeding 
indicate tha' the railroads consider numerous factors in setting rates but are not. in r.l 
cases, able to maximize the net revenue for captive movements; 

7. Examples where Coivail is currently not maximizing net revenue are as follows: 

Inierstaic Commerce Commission. Finance Docket No 32549. Burlington Northern Inc and Burlington 
Northern Railroad Comp;uiy -- Control and Merger - Santa Fe Pacific Corporation and The Atchison, Topeka 
and Santa Fe Railway Company, served .August 23. l̂W."̂  ("BVATSF"). 
Surface Transportation Board. Finance Docket .No. 32-̂ 60. L nion Pacific Corporation, Union Pacific Railroad 
Company, and Missouri Pacitic Railro,'id Company Control .md Merger - Southem Pacific Rail Corporation, 
Southern Pacific Iransportation Company, St Louis Southwestern Railway Company. SPCSL Corp.. and The 
Denver and Rio Grande Western Railroad Companv, .served .August 12, 1996 ('UP SP"). 
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c. 

8, The railroads have provided data lhat proves that the t)ricin railroad has a substantial 
profit on its portion of the total haul. 1 or example, CSX documents show that for 

9 Witnesses for the Applicants acknowledge 
The purchase of Conrail 

by NS and CSX will enhance each railroad s knowledge of the coal iransportation 
market and decrease competition; 

10. CSX and NS are paying S9.9 billion dollars for Conrail assets with a book value of $3.2 
billion for Conrail shares or a difference of S6 7 billion. .As currently proposed bv CSX 
and NS the transaction could result in an .icquisition premium of .$9.1 billion for revenue 
adequacy purposes and 37.7 billion for jurisdictional threshold purposes. After the 
acquisition of Conrail. CSX and NS will have an incentive to raise rates to recover their 
premium; 

11. By including the premium in CSX's and NS' URCS formula, both the variable cosl of 
providing service and the resulting jurisdictional threshold associated with the average 
coal tram movements will increase by for CS.X and for NS; 

12. When the Conrail premium is included w ith NS and CSX revenue adequacy calculations 
ba.sed on existing STB s procedures. NS" and CSX"s retum on investment are artificially 
reduced. NS" return on investment will be reduced by (i.e.. from 13.0% to ) 
and CSX"s return on investment will be reduced by (i.e., from 8.9% to ) if 
Conrail and the Coittail premium arc included in the STB s revenue adequacy 
calculations; and. 

13. I recommend that the adverse effect on the jurisdictional threshold and revenue adequacy 
calculations of including the Coru-ail premium be avoided. Specifically, the "sutus quo" 
can be achieved by including the difference between either the appraised value or the 
acquisition o.st and the pre-acquisition historical book value of Conrail into property 
Account 80 - Other Elements of Investment following the existing STB revenue 
adequacy calculations .Amounts recorded in .Account 80 for regulatory costing purpo.ses 
will also not affect the railroads" variable unit costs based on existing IIRCS procedures. 
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I was able to arrive at these conclusions despite the significant limiutions impo.sed by the 

STB on the discovery sought by ACE. et al. in this proceeding. I advi.sed counsel for ACE, et 

aj, in developing those discovery requests, and had the STB required the Applicants to answer 

those requests lo their full extent, then the analy ses 1 have performed would have been more 

complete. The analyses I have performed are as broad as the STB's rulings would permit.-

Each of my findings is discussed in deuil in the remainder of this Verified Statement and 

exhibits to this Verified Statement. 

- See, tor example, the motions submitted bv ACE. ei .il. seeking to compel responses to discovery requests 
identified as .\CE. et al. -2, ACE, et al. -3, and ACF, et al. -4. 
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I I I . STB CRITERIA TO SHOW COMPE"^ITm: HARM 

Historically, the STB and its predecessor, the Interstate Commerce Commission ("ICC"), 

have been reluctant to provide relief to shippers due to the vertical effects of a rail merger if the 

shipper could not show specific competitive harm at the destination. Even in this proceeding, 

the Applicants" pioposed relief nas been lim.ited to siniations where the shipper can show a loss 

of competition because it was losing either a raih' -Hi that served the destination (i.e., a "2-10-1" 

location) or losing the opportunity to access a.i alternative railroad (i.e., a "build-out"). 

Bul, if the destination is served by one railroad and the merger results in the loss of 

competition due to a decrease in competition al origin, the ICC/STB has not granted relief. The 

ICC/STB based this result on the assumption that: 

1. The destination monopoly railroad will keep the monopoly profits; 

2. The destination monopoly railroad is maximizing its profits; 

3. The destination monopoly railroad has incentives to encourage the most efficient routing; 
and, 

4. The destination monopoly railroad will force the origin railro-̂ d lo accept the lowest 
division possible (i.e., incremental costs for the origin railroad).-

The results of these conditions can be summarized in a simple example. Assume a two 

railroad coal movement (e.g.. a CSX origin move to a Conrail solely-served destination via 

interchange at Lurgan. Pennsylvania) where competition exists for the origin leg of the rail 

movement (e g . a single line Conrail move or an NS origin movement to Hajerstown, 

Maryland). Further assume that the origin railroa^ yCSX) reduces the rai'. rate by $2 per ton 

because of competition for the origin leg of the movement. Under tfiC STB's theory, Conrail 

would receive the $2 per ton. instead of the shipper, because it is able to extract the economic 

See PN/ATSF. page 70. 
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rent as the monopolist Thus, under the STB's theory, eliminating the origin competition would 

not harm shippers because Conrail already has extracted the full economic real. In order to 

rebut the presumption that the destination railroad has the ability to maximize its profits, the 

ICC/STB have esublished two conditions lhat must be met The tuo conditions were 

summarized in IIP/SP as; 

The record must clearly show, firsi, lhat prior lo the merger the benefits of 
origin competition flowed through to the utility and were not capmred by the 
destination monopoly carrier, and. second, lhat the competitive flow through will 
be significantly curtailed by the merger. (UP£SP. page 128) 

As will be shown below, the railroads involved in this proceeding do not set prices in 

accordance with the STB's theory. However, ihe removal of one of the competing railroads 

(Conrail) will enhance the railroads" knowledge of rates (and the marketplace) so as to allow the 

destination railroad to retain or gain the savings related to the origin competition to a greater 

extent ihan exists now 
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rv. STB'S COSTED WAVBILL DATA 

In order to test whether or not the railroads are maximizing their rates according to the 

STB's theory. ACE. eiaj requested, through discovery, lhat CSX. NS and Conrail provide the 

traffic dau for all coal movements for the 1978 through current time period. The railroads 

objected to this request. The ALJ in this proceeding (Decision No. 11, dated July 18. 1997) 

denied the ACF, el al. motion to compel in part vvhile ordering the railroads to prodace partial 

data. The STB upheld the .ALJ's determination of the plant traffic daU required to be produced 

(Decision No. 17. July 31, 1997) The data produced by the railroads reflected dau for the 

plants owned by the ACE. eLa] group.- In addition, the ALJ limited the time period required 

to be produced. All railroads produced data for the 1995 through mid-1997 time period. CSX 

was ordered to produce data for 1978 through 1982. NS for years 1980 through 1984 and 

Conrail for years 1988 through 1992. 

Because the limited traffic data produced by the railroads is insufficient to test, over time, 

the railroads ratesetting for destinations captive to one railroad, I instead developed dau based 

on the STB's Costed Waybill Sample ("CWS") for 1988 through 1995.- Specifically, the 

railroads did not provide any data for 1993 or 1994 and only Conrail provided dau for 1988 

through 1992- After constructing the daubase from the CWS, I fumished it to Dr. Kahn and 

Dr. Dunbar for use in their analvsis. 

At that time. ACE, et al. included .American Electnc Power ('AEP"), Delmarva Power A: Light Company 
("DP&L") and the Ohio Valley Coal Company For AEP, only the data for it's Cardinal plant was furmshed. 
1995 is the latest vear available for the CWS. Additionallv, 1995 reflects the year of the railroads" traffic 
analysis in the Conlrol Application. As discussed below. 1988 was chosen as the initial year because the STB 
does not have variable cosi data for the prior years. 
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The procedure I followed to develop the CWS database are discussed under the following 

topics: 

A. Data on the CWS 

B. Selection Criteria 

C Masking Factors 

D. Railroads Serving Destination 

Each is discussed below. 

A. DATA ON THE CW S 

For purposes of the analysis of the STB's theory regarding the railroads maximizing its 

profits, the relevant data extracted from the CWS included: 

1. Year of movement; 

2. Origin Standard and Point Location Code ( SPEC"); 

3. Destination SPEC; 

4. Involved railroads (i.e.. routing); 

5. Tons shipped-; 

6. Rail mileage; 

7. Revenues (by railroad);'- and. 

8. Variable costs (by railroad). 

The CWS dau fumished by the STB (through its contractor ALK Associates. Inc. (".ALK")) 

did not contain variable costs for years prior to 1988. I requested the variabf^ costs for the 

years prior to 1988 from both the STB and .ALK. but I was not provided this data. 

The CWS shows revenues and tons for the sample car and e.ypanded amount. My analysis is based on expanded 
revenues and tons. 
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B. SELECTION CRITERIA 

Three criteria were utilized to select the mv>vements covered in the analysis of the CWS. 

First, only coal moves were selected (STCC 112). Second, the route utilized conuins at least 

one of the Applicants (CSX, NS or Conrail). Ihird. the destination SPEC reflected a recent 

volume movement of coal. i.e., received at least 250.000 tons in at least one year between 1990 

and 1995. The use of this criteria identified 166 destinations. Each destination is identified in 

Exhibit TDC-2 by SPEC, name and railroad(s) terminating coal at the destination during the 

1988 through 1995 time period. 

C. .\1ASKIN(; FACTORS 

In reviewing the CWS data, it was necessary to take mto account the fact that the CWS does 

not reflect the actual revenues paid by the shippers A "masking factor" is applied by die 

railroad before submitting the waybill data to the STB. An interrogatory from ACE, et al. 

requested the "masking faciorts)" applied by the destmaiion railroad. CSX, NS and Conrail 

objected lo these requests on September 11. 1997. ACE. et al. sought a motion to compel to 

obtain the "masking factorts)" which was granted, in part, by the ALI in this proceeding on 

September 19, 1997. CSX, NS and Conrail appealed this ruling to the STB and the STB granted 

their appeal on October 3, 1997 (Decision No. 42). Thus, the "masking factorts)" were not 

provided to me. 

The STB does not require that my CWS analysis reflect "u.nmasked" revenues noting that 

there is "no real need for the data anyway..." (Decision No. 42. page 8) and thai there is no 

"legitimate issue" regarding the 'masking factors' (Decision No. 7). Therefore. I could have 

performed my analysis based on the revenues shown on the CWS. 
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However, in order to restate the CWS revenues to accurately reflect the amount paid by the 

shipper. 1 have developed the "masking factors' by comparing the 1995 coal revenue per ton 

shown on the CWS with the 1995 coal revenue per ton shown on the 100% traffic tapes utilized 

by CSX, NS and Coiuail in the Application. For this analysis, the data reflects coal 

terminations only (i.e.. local and interline received movements). Table 1 below summarizes the 

"masking factor " for each railroad. 

Table 1 
Calculation of CWS "Maskins Factors" 1 

Item Source CSX NS Conrail 
(1) (2) (3) (4) (5) 

1. 1995 CWS - Coal 
a. Revenues (millions) 
b. Tons (millions) 
c. Revenue Per Ton (Lla H- Lib) 

i 
1 

(Lla - Lib) 

2. 1995 100% Traffic Tapes - Coal 
a. Revenues (millions) 

1 b. Tons (millions) 
c. Revenue Per Ton (L2a ^ L2b) "> • 

(L2a -r L2b) 
3. "Masking Factors" (Lie ^ L2c) 

' As summanzed from the CWS, 
As summarized from ihc I(I0'7 Traffic Tape s. 

Based on my calculations, the revenue "masking factors" equal for CSX, for 

NS and for Coiu-ail. For example, if the CWS revenue for a movement terminated by CSX 

equals $10 per ton, then the unmasked " revenue was developed by dividing the CWS revenue 

by the "masking factor " producing a result of per ton ($10.00 per ton divided by 

10-

-- For movements that were no; lerminaied by CS.X. NS or Conrail. no data is available to develop a "masking 
lactor" and, therefore, the CWS revenues were not adjusted. 
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D. RAILROADS SERVESG DESTINATION 

The CWS identifies all railroads participating in movements to a given destination. The 

summary- ofthe involved railroad(s) for each destination is summarized in Exhibit TDC-2 to this 

Verified Statement 
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V. RATE CHANGES AFTER CONRAIL'S PLT<CHASE OF MGA 

The Applicants maintain that the creation of a single-hne haul from prev iously interline 

movements to Conrail destinations will enhance competition finder the STB s theory, die 

shippers will not be harmed because any bcnefiis of origin railroad competition are already 

accming to the terminating railroad. However, a recent example exists where the terminating 

railroad was allowed to merge vvith the originating railroad. From this example, the change in 

rates after the merger can be observed In ICC Finance Docket No. 31875. Consolidated Rail 

Corp. - Merger -- Mononeahela Railwav Comp.tny, Conrail sought to acquire the MGA ("MGA 

Merger"). The merger was approved in a decision served October 10, 1991. The ICC's review 

of the Application for Conrail's merger vvith MGA can be summarized as follows; 

The merger is intended to increase efficiencies between MGA and Conrail 
and thus to improve the combined system's ability to compete with NS and 
CSXT. (MGA .Meruer. page 2) ' 

We conclude that the merger is not likely to result in a substantial lessening of 
competition, creation of a monopoly, or restraint of trade in freight surface 
transportation in any region of the United States. (MGA Merger, page 4) 

Utilizing the CWS data. I have rev iewed the change in the volumes and rates for movements 

to Conrail destinations before and after the mercer. For this analysis. I have compared CWS 

dau for 1991 (the year of the merger) and 1995 (the latest available) For this analysis. I have 

separated coal movements to Conrail destinations into two groups. First. I identified the coal 

moving from MGA origins to Conrail destinations as shown in Exhibit TDC-3- Second. I 

identified the coal moving from all other non-MGA origins to Conrail destinations as shown in 

Exhibit TDC-4. The total tons shippevl and weighted average rate per ton were developed for 

each group. 

- In 1991. the MG.A ongius are identified bv the origmating railroad, i.e.. the MGA. In 19'}5 the MGA origins 
were identified based on matching the SPLC for the origin to the 1991 data. 
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The results of mv analvsis are summarized in Table 2 below: 

Table 2 
Summary of Impact of Conrail/MGA Merger 

Item 
(1) 

1. Tons (millions) 
a. MG.A v>rigins 
b. All other origins 

2, Average Rate Per Ton 
a. MG.A origins 
b. All other oricins 

1991 
(2) 

1995 Percent Change 
(3) (4) 

Source Exliibil TDC-3 and Exhibit TDC-4. 
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VI. RAILROADS' EFFORTS TO MAXEVIIZE PROHTS 

Dau provided by CSX. NS and Conrail in this proceeding refutes the STB's theory that the 

destination railroad, where a shipper is captive, is maximizing its share of the revenues and 

profits. Neither the Application, workpapers, depositions or responses to iplerrogatories prove 

that the railroads are currentlv maximizing profits for moves where the destination is captive to 

one railroad. 

However, after the CS.X's and NS' acquisition of Conrail. the increased 

knowledge of the market w ill allow the railroads to increase rates My analysis of the issue is 

discussed under the following topics: 

A. Railroads' Position on Maximizing Profits 

B. Applicants" Slateiin.,it on Ratesetting 

C. Examples Showing That Railroads Do Not Maximize Profits 

Each is discussed below. 

A. RAILROADS' POSITION 
ON .MAXIMIZINC; PROFITS 

I agree with the STB that the railroads have every incentive to maximize profits.- Thus 

tl;,.' STB's assertions in Decisions Nos. 17 and 42 that ACE. et al. are challenging a basic 

principle of economics is simply wrong and contrary lo the Affidav its filed by Drs. Kahn and 

- See. for example, BN .MSF. p.ige 70. 
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Dunbar and me with the ACE. eLal. appeal of July 22. 1997. However, as shown below the 

assumed profit maximization does not always occur and the shipper benefits from this fact. 

CSX's Witness Sharp, in his deposition, stated 

reiterated this position when specifically asked 

He 

NS' Witness Fox. in his deposition, had a similar view of 

When asked 

If die railroad behaves in this manner, then the ratesetting analy ses developed by die railroad 

would be based on the railroads' review of the cost of the movement, the development of the 

maximum contribution achievable and the rate based on the cost plus the maximum contribution, 

il' 

11' 
14/ 
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B. APPLICANTS' STATEMENT ON RATESETTING 

The 

CSX and NS acquisition of Conrail w ill create more potential markets where CS.X or NS will 

have to consider the competing railroads' response to changes in rates, thus, further decreasing 

competition. 
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C. EXAMPLES SHOWING 1 HAT 
RAILROADS DO NOT 
MAXIMIZE PROFITS 

I have reviewed the .Applicants ratesetting documents in order to demonstrate that the 

railroads are not maximizing profits. 1 have included in this Verified Statement three examples 

which show that the railroads do not (or cannot) maximize profits. My analysis is summarized 

below. 
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VII. RATES AND COSTS FOR ORIGES RAILROADS 

One corollary of die STB's theory is the ability of the destination railroad to force the origin 

railroad to accept the lowest division possible. Simply suted, this requires the destination 

railroad to be able to force the origin (i.e.. competing) railroad to an amount close to its 

incremental costs. By doing this, the destination (monopoly) railroad maintains the economic 

rent. 

However, as shown below , this does not occur in practice. 
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Vin. IMPACT OF PREMRM PAID FOR CONTLAIL 

CSX and NS purchased Conrail shares for $9.9 billion^ . The book value of Conrail shares 

equal $3.2 billion^ . The market value of Conrail prior to die announcement of the merger with 

CSX equalled $6.1 billion.- The preliminary appraised value of Conrail property and 

equipment is estimated al Si6.2 billion- by CSX and NS which can be contrast'-.; lu the 

historical gross book value of ConraU's assets which equals $8.5 billion- . CSX is purchasing 

42% of Conrail's assets and NS is purchasing the remaining 58%. 

Prior to discussing the impact the premium associated with CSX's and NS' purchase of 

Conrail will have on revenue adequacy and variable cost calculations, I have developed an 

overall summary of the change in the financial statements that the Applicants" state will result 

from this transaction. Table 5 below summarizes the .Applicants characterization of the financial 

impact of the Conrail transaciion: 

— The purchase price equals the monies CSX .md NS paid to purchase the shares of Conrail. It does not include 
the S2.1 billion in Conrail debt that CS.X and NS assumed 

— The book value of Conrail net investment represents the \alue used to calculate whether or not Conrail is 
revenue adequate following the STB's existing revenue adequacy procedure;,. 

— CSX October 16, 1996 tender offer of S7l per share multiplied bv 86.475 million shares. 
The 

workpapers provided by the .-Xpplicants' to support this calculation are included as Exhibit TDC-10 lo ihis 
\erified Statement. 

— The historical book value represents the value of the Conrail assets used for regulatory costing purposes, i.e.. 
gross investment m assets less accumulated depreciation uncludmg asset dispooition). 
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Tabic 5 
Summarv of Financial Impact of rontail .Acquisition 

Item 

( i ) 

1. Transaction Costs to Acquire Conrail 

2. Amonization of Goodv îl) 

3 lncrea.sc in Interest on Debt 

4 Debt for Acquisition 

a Total 

b Repayment in first 3 years 

5. Impact on Residual Cashflow 

6 Impact on Net Income 

Source 
(2) 

- pp. 26-27. " . p. 2 

. p .v = p.l 

• : = . p . l 

^: -. p l 

^ . = , p . l 
6/ 

CSX 
(3) 

SK.M.) 

Amount (millions) 

Deposition of Witness Whitehurst. 

Witness Wolf, page 382. 
Volume No. 1, Exhibit .No. 17, Appendix D, p. 150 (CSXi and Appendix H. p. 181 (NS). 

NS 
(4) 

44 

Total 
(5) 

86 

As shown above, the 'neavy financial price for Conrail produces limited financial gain in net 

income. 

A premium occurs when the acquiring railroad pays an amount in excess of the acquired 

railroads' historical book value The existence of a premium depends upon the accounting rules 

used for a merger. If the merger is treated for accounting purposes as a "pooling of interests", 

a premium would not exist for accounting purposes because the historical book values of both 

railroads are simply combined. If the merger is treated for accounting purposes as a "purchase", 

a premium would exist for accounting purposes and would be equal to the difference between 
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die consideration giv:n fot the acquired company and its book value CSX and NS are utilizing 

the "purchase" accounting methodology in their acquisition of Conrail.-

A. PREMR^I FOR 
RKGIILATORY PURPOSES 

If die premium CSX and NS are paying tor Conrail is permitted to affect the property and 

equipment accounts of CSX ;ind NS. then the STB s annual revenue adequacy calculations for 

CSX and NS will be artificially lowered. Additionally, the premium would increase CSX's and 

NS" variable cosl of providm;.; service based on the STB"s Unifonn Railroad Co.,ting System 

("URCS") which, in turn, will artificially increase the jurisdictional du-eshold level used to 

identify traffic that falls below STB jurisdiction. The jurisdictu>nal threshold level is also die 

floor for regulatory ratesetting purposes. 

The calculation of the premium for revenue adequacy purposes differs from the calculation 

for jurisdictional costing purposes. For revenue adequacy determinations following current STB 

procedures, the net investment base ofthe acquiring railroad(s), i.e.. CSX and NS. is increased 

bv the lower of the purchase price or the apprai.sed (fair) value.- For jurisdictional costing 

purposes, the purchase accounting rules for the Uniform System of Accounts ("USOA") used 

in l̂ RCS specify how road and equipment property w ill be recorded --- The reason the premium 

may be higher for this regulatory purpose is ih,it the railroads hav e the option of using appraised 

~ In the last three mergers, the acquisition costs exceeded the historical KK k value. These three mergers were 
t P SP. BN .\TSF and I mon Pacifis Chicago and NonhWestem ( " I P CNW In two of the three mergers 
the premiums have been quantified and recorded in the nnancial records of the railroads The UP SP have vet 
to consolidate for financial reponing purposes, so the premium is still not publicly reported. 

^ .A railroad's assets are determined for re\ enue adequacy puqioses in accordance with G.̂ .̂ P Cost G.A.AP Cost, 
as applied in business combinaiions is equal to acquisition cost GAAP Cost equals 'the value of the resources 
forgone bv the entity to acquire the assets. For all assets acquired through a business combination, acquisition 
cost IS the lower of (1 > the aggregate purchase price of the firm or i2i the fair value of the tangible and 
identifiable intangible assets at the time of the business combination " Railroad .Accounting Principles, Final 
Repon, Sept 1. 1987. Volume 2. pp 59 and 115 
CFR 49 Pan 1201, Rule 215. 



ACE, elal. Exhibit 2 
Page 28 of 39 

(fair) value instead of acquisition cost when assets are acquired for other than cash.- In this 

proceeding, CSX and NS would use the appraised value of Conrail of SI6.2 billion for 

regulatory purposes. 

In summary, if the CSX and NS follow the procedures that the railroads utilized in 

UP/CNW and BN/ATSF. the two railroads w ill increase the gross investtnent in Conrail's plant 

and equipment to $16.2 billion (die appraised value). This overstated value will then be utilized 

to create an overstated value for annual depreciation costs. 

I have estimated the premium paid by CSX and NS for Coruail's assets for both revenue 

adequacy and jurisdictional costing purposes. The premium for revenue adequacy purposes 

equals the toul cost of the Conrail shares acquired less the book value of ConraU's shares plus 

the value of CSX's and .NS" elimination of Conrail's amounts for accumulated depreciation and 

disposition oi assets. For costing purposes, the premium reflects the difference between the 

appraised value of Conrail s assets and the gross book value of Conrail's assets. A summary 

of the premium calculations for CSX and NS is shown in Table 6 below. 

— The appraised (fair) value opnon was followed in recording the road and equipment values for the BN/ATSF 
;md I'P CNW mergers In both cases the appraised value was greater than Ihe purch.ise value. The UP/SP 
have yet to consolidate for financial reponing purposes, so the premium is still not publicly reponed. 
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Item 
(1) 

1 CSX^ 

2. NS= 

3. Toul 

Table 6 
Summary of CSX and .NS 
Premium Paid for Conrail 

($ in Millions) 

For Revenue For Jurisdictional 
Adequacy I\irposes Threshold Purposes 

(2) (3) 

S3.827 

$5.286 

S9.113 

S3.248 

$4,485 

$7,733 

Based on 42'̂  of total. 
- Based on 5 8 o f total. 
Source. Exhlbii TDC i i 

The results of my analysis are a premium of $9.1 billion for revenue adequacy purposes and 

$7 7 billion for regulatory costing purposes. 

B. IMPACT OF PREMIUM ON JURISDICTIONAL THRESHOLD 

If the premium CS.X and NS are paying for Conrail is improperly included in each railroad's 

general purpose costing formula ("URCS"). each railroad s unii costs will artificially increase. 

In turn, each railroad"s variable cosl of providing service will artificially increa-se which will 

have an adverse effect on the STB s jurisdictional threshold calculations to the detriment of the 

captive shipper that has filed a rale complaint. This detrimental impact will come in two forms. 

First, STB determines whether or not it has jurisdiction over a specific shipper movement 

by comparing the complained about rate to die railroad's variable cost of providing service. If 

the resulting rate to variable cost ratio exceeds the STB's current jurisdictional ihi'eshold ratio, 

which is currently 1,80, then the STB has jurisdiction over the specific movement. If CSX's 

or NS" variable costs have been I'rtificially increased because of the premium paid for Conrail, 
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a captive shipper's movement may not be considered by the STB because the rate to cost ratio 

is less dian 180%. 

Second, during the maximum rate determination phase of a complaint case based on 

Constrained Market Pricing, the STB will set rates at the higher of sund-alone costs or the 

jurisdictional threshold level, i.e., the jurisdictional threshold level is a floor for rate sening 

purposes. 

If CSX's and NS' variable costs have been artificially increased because of the premium 

paid for Conrail, the STB may prescribe a higher rate for a captive shipper"s movements than 

the STB would have prescribed if the Conrail premium were not included in the individual 

railroad URCS cost formula. 

The impact of costs on the minimum rates available to shippers cannot be overlooked. In 

response to 

Thus, an increase in CSX s and NS' variable costs associated with the acquisition premium 

will raise the cost 

The remainder of this section of my testimony describes the ad|usinients 1 made to CSX's 

and NS' 'CRCS formula a.ssuming CSX and .NS improperly account for the acquisition premium 

by including die premium in the individual investment property accounts. Also. I will apply 

these artificially inflated CSX and NS unit costs to an average coal movement lo determine the 

impact CSX's and NS" portion of the premium w ill have on die jurisdictional threshold level of 
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a CSX and NS movement, again assuming the premium is improperly included in CSX's and 

NS' system of accounts. 

Railroad investment is recorded in individual property accounts and annually reported to the 

STB in each railroad's Amiual Reports Fonn R-1. Most accounts are depreciable accounts 

following GAAP accounting rules with the exception of certain non-depreciable accounts, e.g., 

land. The Form R-1 amounts for investtnent and depreciation are included in URCS. URCS 

applies these investment values to the applicable cost of capiul rate, variability percenuges and 

activiiy in developing the return on investment ("ROI") variable unit costs and depreciation unit 

costs. If the premium is not excluded in developing LIRCS unit costs- . the vanable costs and 

jurisdictional direshold for the movement being considered will increase significantly. 

The first step I followed in developing the jurisdictional threshold impact was to record 

CSX's and NS' portion of the Conrail premium in the property accounts^ I followed the 

mediodology used by the railroads in the BN/ATSF merger and the UP CNW merger. In 

addition, I increased the reported annual depreciation values to account for the incremenul 

annual depreciation associated with the Conrail premium. After I made these modificaiioris, 1 

included the inflated property accounts and assumed depreciation in the CSX and NS URCS 

formulas which resulted in CSX's and NS' unit costs including the Conrail premium. 

C. EXAMPLE OF LMPAC I ON 
AVERAGE UTILITV COAL MO\ EMENT 

thai are summarized in Table 7 below. 

— Based on procedures followed in L P CNW and BN .ATSF mergers, the railroads have been revaluing the 
investment amounts in these piopenv accounts w ithout regard lo correct accounting rules 

— I followed the methodologs used by the railroads in the BN/.ATSF merger and the UP CNW merger. 
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Table 7 
Average Utility Coal Train Characteristics 

Item 
(1) 

1. Average loaded direction haul - miles 

2. Cars per train 

3. Net tons per car 

4 Railcai owner 

Amount 
(2) 

I applied to URCS unit costs that are 

based on CSX and NS operations plus the appropriated portion of Conrail that CSX aud NS are 

purchasing. I developed the unit costs two different ways, i.e., with and without the portion of 

the premium that CSX and NS are paying for Conrail. The results of this application are 

summarized in Table 8 below . 
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Table 8 
Impact of Conrail Premium 

on \ ariahle Costs and .lurisdictional Threshold 

Amount 
Per Ton 

Item 
(1) 

I Variable Cost Per Ton 

a Without the Conrail Premium 

b. With the Conrail Premium 

c. Percent Increase 

2. Jurisdictional Threshold Per Ton 

a. Wuhout the Conrail Premium 

b. With the Conrail Premium 

c. Percent Increase 

CSX 
(2) 

NS 
(31 

Source: E.xliibi! TDC-12 and Exhibit TDC-

Table 8 above show s that if the premium that CSX and NS are pay ing for Conrail is 

incorrectly included in the system of accounts, variable cost of service and the resulting 

jurisdictional direshold will increase by percent for CSX and percent for NS.-

D. IMPACT OF PREMILM ON 

R E V E N L T : ADEOl AC \ DETER.M IN ATION 

The STB has established that u railroad has adequate revenue to cover expenses and attract 

capital when its remm on inv estment equals or exceeds the railroad industry cost of capital rate. 

The STB calculates the c(̂ si of capital rate as the railroad industry capital rate using current 

market rates for debt and equity. The rate of return on investment is defined by STB as "net 

— Another way to view thiS change is the premium will ir.crease the jurisdictional threshold from 180 percent to 
percent for CSX and percent for .NS. 
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railway operating income, divided by a calculated net investment base".Ŝ  In 1996. the STB 

found that the railroad industry cost of capital was 11.9% after taxes The STB s 1996 revenue 

adequacy calculations for the three railroads involved in the Conrail acquisition are summarized 

in Table 9 below. 

Table 9 
SI B's 1996 Revenue .Adequacy Findings 

Item 
(1) 

1. STB s 1996 Cost of Capital Rate 

2. STB s 1996 Revenue .Adequacy Calculations-

a. NS 

b. CSX 

c. Conrail 

Source; Exhibit TDC 14. Columns i2) ihroush (4). 

Amount 
(2) 

11.9% 

8.9'c 

8.4'V 

Table 9 demonstrates ih;it in 1996 and based on the STB's revenue adequance procedures, 

NS is a revenue-adequate railroad w hich CS.X and Conrail are approximately three points below 

the revenue adequacy level 

In order to test the impact of including the premium that NS and CS.X are paying for 

Conrail on the STB's calcuhuion of revenue adequacy for NS and CSX, I utilized the following 

procedures: 

1. 1 requested and utilized the STB s 1996 revenue adequacy workpapers as the starting 
point for my calculation; 

2. I divided all the Conrail revenue adequacy components on the basis of the NS and CSX 
acquisition percentages i.e.. 58% for .NS and 42% for CSX; 

^ 364 I C.C ai .S21. 



ACE, etal. Exhibit 2 
Page 35 of 39 

3. I eliminated Conrail s booked accumulated depreciation and asset disposition in 
quantifying the premium paid for Conrail"s assets for revenue adequacy purposes. This 
adjustment equals 52.4 billion; 

4. I included the annual depreciation associated with the Conrail premium; and, 

5. I deducted $3.49 billion in new deferred taxes from the Conrail premium. 

When the Conrail premium is included with NS and CSX income and investment and 

incorporated into the STB s revenue adequacy calculations, NS" and CSX s retum on investment 

are adversely affecied because they are artificially reduced The results of including die Conrail 

premium on NS" and CSX s return on investment are summarized in Table 10 below. 

r Table 10 
Impact of Including Conrail 

and Conrail Premium on STB's 1996 
Revenue Adequacv Findings for NS and CSX 

Item 
(1) 

1. STB's 1996 Cost of Capital Rate 

2. STB's 1996 Revenue Adequacy Calculations Assuminĝ  

a NS and 58% of Conrail and Conrail Premium 

b CSX and 42% of Conrail and Conrail Premium 

Amount 
(2) 

11.9% 

Source: Exhibit TDC-)4. Columns (8) m̂d (9). 

NS' remm on investment vvill be reduced by (i.e.. from 13 0% to ) if NS* portion 

of Conrail and the Conrail premium are included in the STB s revenue adequacy calculation for 

NS. CSX's retum on investment vvill be reduced by (i.e.. from S 9̂ " lo ) if CSX's 

portion of Conrail and the Conrail premium are included in the STB s revenue adequacy 

calculation for CSX. 
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E. REOUEST FOR STATUS OUO 

Simply stated, die premium NS and CSX paid for Conrail should not affect eidier die 

jurisdictional threshold calculation of an individual captive movement or the annual revenue 

adequacy determination of either NS or CSX. In order to avoid this adverse outcome, the STB 

should condition the acquisition of Conrail by not allowing the premium paid by NS and CSX 

to be included for purposes of jurisdictional threshold and revenue adequacy calculations. The 

procedures that I suggest the STB adopt in order to maintain the status quo are outlined below 

under the following topical headings: 

1. Revenue Adequacy Calculations 

2. Jurisdictional Threshold Calculations 

1. Revenue Adequacv Calculations 

For purposes of revenue adequacy calculations. I suggest lhal Cjnrail s net railway 

operating income ("NROI ") and net investment ba.st- be identified at pre-acquisition or existing 

book levels. These monies should then be separated between NS and CSX on the basis of each 

railroad's acquisition percentage i.e.. 58% of NS and 42%. The resulting remm on investtnent 

values will reflect the STB's revenue adequacy calculations without consideration ofthe premium 

NS and CSX paid for Conrail. Table 11 below sununarizes die impact of making diese 

suggested adjusttnenls on the STB's 1996 NS and CSX revenue adequacy calculations and 

compares the results to the STB's 1996 revenue adequacy findings for NS and CSX. 
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Table 11 
Comparison of Results of Applying Suggested Revenue 

Adequacy Procedures to STB's 1996 
Revenue Adequacv Findings for NS and CSX 

Return on Investment 
Item ^ CSX 
(1) (2) (3) 

1. STB's 1996 Revenue .Adequacy Calculation 13.0% 8.9% 

2. STB s 199ft Revenue Adequacy Calculation 
Includiniz Conrail Without the Premium 

Source: Exhibit TDC-14 

By combining Conrail into NS" and CSX's revenue adequacy calculations (without 

consideration ofthe premium) based on the STB's procedures. NS' 1996 retum on investment 

declines from 13.0% to and CSX's 1996 retum on investment declines from 8.9% to 

These suggested procedures maintain the status quo. 

Mechamcally, the above revenue adequacy condition can be accomplished by including each 

railroad's portion of the Conrail premium into property Account 80 -- Other Elements of 

Investment. Debits included in property Account 80 are excluded from revenue adequacy 

following the STB s existing procedures. 

2. Jurisdictional Threshold Calculations 

For regulatory costini: pur{-)oses. the STB and its predecessor, the ICC. developed specific 

accounting rules to follow wlien the consideration paid to acquire rail assets is greater or less 

than origiiul book value .̂ 

The importance of oriiiinal book values originated in the Interstate Commerce Act of 1887. 

Seciion 20 of the 1887 Act authorized the ICC to require annual reports from the railroads to 
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show the cost and value of the carriers" property. Without accurate and dependable property 

records, it was impossible to c;ilculate the proper relationship between the cosl of property and 

the capitalization of the railroads. With the passage of the 1913 Valuation Act. the ICC 

determined the original cost of railway property. The governing principle behind the railway 

property accounts during the 1913 valuation is thai transportation property was to be recorded 

for ratemaking purpo.ses according to the original cost. 

in 1963. a difference existed between the ICC's valuation records adjusted for annual 

additions and retirements ,ind the railroads" reported property values. The ICC adopted Account 

80 — Other Elements of Investment to reconcile the railroads" historical book values to the 

values shown in the ICC s valuation studies. 

During the 1963 proceeding, the ICC recognized that the historical amounts originally 

entered by the railroads as the cosl of property were no longer reliable as a measure of actual 

cost. In its April 17, 1963 order,- the ICC required the property values recorded on the ICC 

valuation records for each railroad be recorded in the railroads" books and the difference 

recorded in Account 80. fliis was done to provide "an accurate record of the cost of property 

used in traasportation serv i e e . 

— Dtx-ket No 31153, Cniforni Svsiem of .Accounts for Railroad Companies. 
— Annual Repoa. 1964, page 54 
— From a general purpo.se costing perspective, the methodology consistently employed by the ICC in measunng 

ir.v'fstmcnt h.is been ongin:ti iiucstment cost n e., the book value) In Ex Pane No 2^1 decided August 20, 
1976 the ICC found that ' .ihe present original cost nel investment rate base adequaielv rellects the value of 
railroad propeny and should be retained . " and "thai the net debitc in Account 80. Other Items of Investment, 
should not be included in ihe iiivestmeni base, nor should the .Account 80 credits be included while the debits 
are excluded ..- See. Ex I'.irie No 2~1. Nc. Investment Railroad Rate Base & Rate of Retum. 345 I.C.C. 
1494 (1976). 

— In Georgia Power, lhe ICC .icknowledged that .\ccount 80 should be excluded from the development of umt 
costs, noting that 'the I HCS program currently excludes Account 80. .for general railroad variable cost 
developmeni'- (.Appendix, ['age 14) ICC Docket No 40581. Georgi.i F'ower Companv . et al. v Southem 
Railwav Compans el al.. s.rvcd November 8. 1993. 
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In order to maintain the stams quo for regulatory costing purposes. I suggest that STB 

continue to use the accounting procedures it has in place. Specifically. I suggest that the STB 

require CSX and NS lo record their portion of Conrail's historical gross book value and 

accumulated depreciation as it was reponed to the STB before the acquisition. The difference 

between appraised (fair) value and the historical book value would be recorded in CSX's and 

NS' property Account 80 -- Other Elements of Investment. By placing die Conrail premium in 

property Account 80. the CS.X and NS unit costs as developed in the URCS formula will not be 

affected. 

I have developed Exhibit TDC-15 which separates Conrail's 1995 gross investment and 

accumulated depreciation (including the premium) between NS and CSX. This separation of 

Conrail would be consistent vvith exisiing STB accounting procedures and would avoid including 

the Conrail premium into .NS and CSX variable unit costs. 
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STATEMENT OF QUALIFICATIONS 

My name is Thomas D. Crowley. I am an economist and President of the economic 

consulting firm of L. E. Peabody & Associates, Inc. The firm's offices are located at 1501 

Duke Streel, Suite 200, Alexandria, Virginia 22314. 

I am a graduate of the University of Maine from which I obtained a Bachelor of Science 

degree in Economics. I have also taken graduate courses in transportation at George Washington 

University in Washington, D C. I spent three years in the United States Army and since 

Febmary 1971 have been employed by L. E, Peabody & Associates, Inc. 

I am a member of the American Economic .Association, the Transportation Research Forum, 

and the American Railway Engineering Association. 

The firm of L. E. Peabody & Associates, Inc. specializes in solving economic, marketing 

and iransportation problems. As an economic consultant, I have organized and directed 

economic studies and prepared reports for railroads, freight forwarders and other carriers, for 

shippers, for associations and for state govemments and other public bodies dealing with 

transportation and related economic problems. Examples of studies I have participated in include 

organizing and directing traffic, operational and cost analyses in connection with multiple car 

movements, unit train opcrdiions for coal and other commodities, freighl forwarder facilities, 

TOFC/COFC rail facilities, divisions of through rail rales, operating conmiuier passenger 

service, and other studies dealing with markets and the transportation by different modes of 

various commodities from both eastem and western oricins to various destinations in the United 
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STATEMENT OF OLlALIFICATIONS 

States. The nature of these .smdies enabled me to become familiar with the operating and 

accounting prtxedures utilized by railroads in the normal course of business. 

Additionally, 1 have inspected both railroad temiinal and line-haul facilities used in handling 

various commodities to various destinations in all portions of die United States. These field trips 

were used as a basis for the determination of the traffic and operating characteristics for specific 

movements of coal, both inbound raw materials and outbound paper products to and from paper 

mills, cmshed stone, soda ash, aluminum, fresh fmits and vegetables, TOFC/COFC traffic and 

numerous other commodities handled by rail. 

I have presented evidence before the Interstate Commerce Commission ("ICC") in Ex Parte 

No. 347 (Sub-No. 1), Coal Rate Guidelines - Nationwide which is the proceeding that 

established the metJiodology for developing a maximum rail rate based on stand-alone costs. 

Moreover, I have developed numerous variable cosl calculations utilizing the various 

fomiulas employed by the ICC for the development of variab!. costs for common carriers w ith 

particular emphasis on the basis and use of Rail Form A. I have utilized Rail Form A costing 

principles since the beginning of my career with L. E. Peabody i : .Associates Inc. in 1971.-

- Rail cost finding has been the comerstone of this firm. Dr Ford K Edwards the senior panner of the firm 
Edwards <t Peabody*. was the major architect m the development of Rail Form A Mr Peabody camed on this 
tradition of innovative cost finding until his retirement in 1983. Mr. Peabody s work included panicipation in the 
Tennessee Valley Authority's ("TVA") computeriz.ation of Rail Fomi A. Mr Peabody was a member of a 
committee ot transportation consultants which was organized to assess the TVA procedure in order to make available 
more complete and simplified input data for the Rail Form .\ computer program. 

* Subsequent to the retirement of Dr. Edwards in 1965, the firm name uas changed to 
1 F Peabodv & Associates. Inc. 
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STATEMENT OF QUALIFICATIONS 

I have also .'.lalyzed in detail, the Umform Railroad Costing System ("URCS") and presented 

the results of my findings to the ICC in Ex Parte No. 431, Adoption of the Uniform Railroad 

Costing Svstem for Detenninins Variable Costs for the Purposes of Surcharge and Jurisdictional 

Threshold Calculations. I have been involved in the URCS process, either directly or indirecdy, 

since die first interim report of die contractors was released. 

I have frequently presented both oral and written testimony before the Surface 

Transportaiion Board (and its predecessor, die Interstate Commerce Commission), Federal 

Energy Regulatory Commission, Railroad Accounting Principles Board, Postal Rate Commission 

and numerous state regulatory commissions, federal courts and state courts. This testimony was 

generally related to the developmeni of variable cost of service calculations, fuel supply 

economics, contract interpreutions, economic principles concermng the maximum level of rates, 

implementation ot maximum rate principles, and calculation of reparations, including interest. 

I have also presented testimony in a number of court and arbitration proceedings conceming the 

level of rales and rate adjustment prtKcdures in specific contracts. 

Since the implementation of the Staggers Rail Act of 1980. which clarified that rail carriers 

could enter into transportation contracts with shippers, I have been actively involved in 

negotiating transportation contracts on behalf of shippers. Specifically. I have advised shippers 

conceming transportation rates based on market conditions and carrier competition, movement 

specific service commitments, specific cost-ba.sed rate adjustment provisions, contract reopeners 

dial recognize changes in productivity, and cost-based ancillary charges. In particular, I have 

advi.sed shippers on the theory and application of different types of rate adjustment mechanisms 
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for inclusion in transportation conttacts. As a result of assisting shippers in the eastem and 

westem portions of the United States, I have become familiar with operations and practices of 

die rail carriers that move traffic over die major rail routes in the United States as well as their 

cost and pricing practices. 

In tJie two recent Westem rail mergers dial resulted in die creation of BNSF and UP/SP, 

I reviewed the railroads' applications including their supporting traffic, cosl and operating data 

and provided detailed evidence supporting requests for conditions designed to maintain the 

competitive rail environment that existed before die propo.sed mergers. In these proceedings, 

I represented shipper interests, including plastic, chemical, coal, papei and steel shippers. 

I have participated in vanous proceedings involved with the division of through rates. For 

example, I participated in ICC Docket No. 35585, Akron, Canton & Youngstown Railroad 

Company, etal. v. Aberdeen and Rockfish Railroad Companv. eral. which was a complaint fded 

by the northem and midwestem rail lines to change the primary north-south divisions. I was 

personally involved in all traffic, operating and cost aspects of this proceeding on behalf of die 

northem and midwestem rail lines. I was die lead witness on behalf of the Long Island Rail 

Road in ICC Docket No. 36874, Notice of Intent to File Division Complaint bv the Long Islard 

Rail Road Company. 
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28 
29 
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31 
32 
33 
34 
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54 
55 

SUMMARY OF RAILROADS SERVING 
eSXIJNiS^NP.CR C O A U ) E ^ 

DestLoation Rail 
SPLC Location Servire 
(1) (2) (3) 
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107 

SUMMARY OF RAILROADS SERVING 
CaXT. NS AND CR COAL DESTINATIONS - 1988 TO 1995 

_De,stjnat!pn Rail 
SPLC Location Seryice 
(1) (2) (3) 
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SUMMARY OF RAILROADS SERVING 
C S X L NS AND CR COAL DESTINATIONS - 1988 TO 1995 
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SUMMARY OF RAILROADS SERVING 
CSXT. NS AND _CR COAL PESJJNAIIQNS - .1_988_TOJ995 

Destmatioh Rail 
SPLC Location Service 
(1) (2) (3) 

163 
164 
165 
166 

Source STB Costed Waybill Sample for 1988 through 1995 
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IMPACT ON TONS AND RATES FOR CONRAIL ROUTES 
FROM MGA ORIGINS TO CONRAIL DESTINATIONS 

Destination Tons Avg Rate per Ton 
SP1.C.__ Lecafem 1991 1995 1991 1995,_ 
(1) (2) (3) (4) (5) (6) 

1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 

10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 
24 
25. 
26. 
27. 
28. 

29 Total/ Weighted Average 
a All moves 
b Tonnage moving in 1991 and 1995 

30 Percent Change 
a All moves 
b Tonnage moving in 1991 and 1995 
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IMPACT ON TONS AND RATES FOR CONRAIL ROUTES 
FROM NON-MGA ORIGINS TO CONRAIL DESTINATIONS 

-DestinatLGT!-

1. 
2 
3. 
4 
5. 
6 
7, 
8. 
9. 
10. 
11 
12 
13 
14 
15 
16. 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32. 
33 
34 
35 
36. 
37. 
38 
39 
40. 
41 
42 
43 
44 
45 
46. 

ŜRLC . Location 
(1) (2) 

Tons 
1 9 a i _1995.. 

(3) (4) 

AvaRaie_per_Ton 
1991 J995 
(5) (6) 
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IMPACT ON TONS AND RATES FOR CONRAIL ROUTES 
FROM NON-MGA ORIGINS TO CONRAIL DESTINATIONS 

JDestinatipn_ Tons Av^̂ ^Rate eer Ton 
SPLC Location 1991 1995 _1991 ^1995_ 
(1) (2) (3) (4) (5) (6) 

47 
48 
49 

50 Total/ Weighted Average 
a Ali moves 
b Tonnage moving in 1991 and 1995 

51 Percent Change 
a All moves 
b Tonnage moving in 1991 and 1995 
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