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CSX/NS Conrail Transaction; STB Finance Do'-.ket Ko. 33338
Cleveland Cc.r-.ents
Kr. Vernon

williir.s,

Secretary

Dear .Hr. Williams,
.*iy na."?.e i s Janes Hubach and I ar. Corporate T r a f f i c "anager
for Karry 'Rock s Ccr.panv wicn Cleveland area f a c i l i t i e s
located a t 4 900 'Wocdland Av^.
Ky compa.ny had p r e v i o u s l y
sufc.Tiitted a l e t t * . - o f support f o r the j o i n t appl ..cation o f
CSX and NS t o acquir'^ Conrail and had urged the STB t o
approve the t r a n s a c t i o n g i v i n g my company greater market
per.etration through s i n g l e - l i n e service and competitive
p r i c i n g t o , from, and w i t h m the eastern United States.
The purpose o f t h i s l e t t e r i s t o s t r o n g l y r e i t e r a t e t h a t
support.
I t has cc-ne t o my a t t e n t i o n t h a t the C i t y of ..
C.eveland and the .honorable «ayor «hite have expressed
serious concerns over the ir.pact o f increased frequencies
of t r a i n s through c e r t a i n neighborhoods of Clev.jland.
Furthermore, the C i t y and .*liyor White have s t a t e d t h a t the
C i t y o f Cleveland, i t s resident', and businesses, w i l l not
see any n o t i c e a b l e b e n e f i t s from t h i s t r a n s a c t i o n . While I
appreciate the City's concerns f c r the im.pact on l o c a l
neighborhoods, I believe the NS plans t o o f f e r enormous
economic b e n e f i t s t o the c i t y , i t s residents and businesses,
^s .most o f t h i s new t r a f f i c i s i n t e r r . o d a l , the expected
in'-reased t r a m t r a f f i c w i l l be f a r less d i s r u p t i v e t o
l o c a l .-ieichbor.".cocs thar. more t r u c k s t r a v e r s i n g roads i n
Cleveland and northern Ohio.
:-'.y company employs 50 Cleveland aroa r e s i d e n t s . r'or t h i s
f a c i l i t y t o stay competitive i n t h f face o f a g l o b a l
eccnomy, Cleveland area businesses need a v i a b l ' i , strong
r a i i network t h a t the t r a n s a c t i
w i l l produce.
Competitive
r a i l s e r v i c e o f f e r s m.y com.pany, and others, i he o p p o r t u n i t y
to expand and enhance employmcit p-ospects f o r Cleveland
res i d e n t s .
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I have serious reservations about suggestions that .vs
restructure or alter a solid operating plan. These
suggestions lack economic or transportation j u s t i f i c a t i o n .
I expressed support for the transaction because I believed
that*those plans, i f inplerented, would translate into
significant advantages to my coapany. Deviations from that
plan could place r.y ar.d other Cleveland businesses dependent
on r a i l service at a conipetitive disadvantage v?"s-a-vis other
i n d u s t r i a l Midwestern c i t i e s . I cannot stress enough that
in order t-5 grow and employ more r e s i c nts, we cannot
jeopardize the e f f i c i e n t , cost-effecti • r a i l service t h i s
plan represents. Using alternative trucking i s more
•ixpensive and affects my ccmpany's a b i l i t y to compete
successfully. Besides, trucks po.lute far more than r a i l .
They da.Tage our roads and mcrease * he tax burden on
c i t i z e n s and businesses. These types of costs deterr.i.ne
whether businesses locaf. cr expand i n Cleveland.
NS has an excellent safety record. I t * safety program serves
as a .-nodel for other c a r r i e r s . I .know firsthand that .>JS
takes i t s comjnitment to safety seriously, and so do we.
I
know that NS had pledged to work with Cleveland o f f i c i a l s to
ijnprove safe r a i l o r i r a t i j n s .
The City of Cleveland should not view t h i s transaction as a
threat or b l i g h t to local com.munities, but as an opportunity.
Cleveland has .-n opportunity to prosper again-.as an i n d u s t r i a l
giant. The j o i n t NS/CSX ansaction i s a necessary component
in attaining that goal.
Suicerely,
.HARRY HOCK & CO."J>ANY
/

James Hubach
Vice President
JH/ka:
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DecemSer 2. 1997

Vemon WillfaTis
Secretzry
Surtace TransBcrtatjcn Board
:92S K Street. N.W.
Wajftington. DC 20423
Re: CSX/NS ConraU Transaction: STB Finance Ooeiiet Nc. 333S8
Cleveland Commem
Dea.- M'. Wiiluns:
My name is Jonn Brunskoie and I am Cerpcate Tratlit vanajer (or Columbia Iron & Metal Company with Cleveland area
)a:ii:ties locatec a: 6600 Gram Avenue. My company n.>c previoLsly submitted a letter of support tor the joint application o)
CSX and NS :o 2c;i.iie Conrail and nad urged the STB to irpro»t '.ne transaction giving my comp*. v'gre6»er market
oenetratioo th'ougn smgie-ime service and competitive p-icrg to. 'ram and withm t i e eastern L'nited States.
Tne purpose oi thiS letter is to strongly reiterate tnat SLCPsr. I: njs come to m> ittenticn that the City of Cleveland i n d the
Honerapie M.-y-cr wnite nave expressed senous toncerrs o»er trie impjct of increased treouencies ol trains through certain
neighbemoocs ef Cleveland. Furthermore, tne City and Mayer White have statEC " i t f . i City r,f Cleveland. Its residents and
tjsmesses will net see any noticeable bene'its trom 3i s transaction While I appreciate the Cir-'s concerns for tr»e impact on
local neighbomsods. i oelieve the NS plans ofier tnormo js economx benefits to the city, its residents and busineues. As
most of this new trahic is intermod*.!. ttie eipeeted mcreiscC train traffic will be far less disruptive to local neighborhoods
tnan more trucKs traversing roads tn Cleveland and •lorntf* Ohio.
My company employs ten Cleveland area residents For t'.is facility to say competitive in the face of a global economy.
Cleveland area businesses need a viable, strong raii network that tne transaction will pnxuce. Competitive rail service otters
my csrrsany anc omers '.he opper.unity to eipand and emanee errr'eyment prospects for Cleveland residents.
I ha«e serious reservations about sugjest;or\s tnat NS restruetu'e or alter a solid operating plan. These suggestions lack
ecorom;c or transpcrtation lustification. I eipresseo suoncr tor tne transaction because I believed that those plans, if
impieTiemec. would transia> mto sigmfxart aavennjej to my corrpany Deviations from that plan could plaee my and
other Cleveland businesses Oesendent cn rail service at a competitive disadvantage vis-a-vis other industrial ivlidwestcm
Cities I cannot stress enough that in order to grow arc employ more residents, we cannot jeopardise the efficient costeffective raJ ser/ice this p u n represents, using alternative fucking is more expensive and affects my com.pany's ability to
cempe'e successfully Sesides. truck; pollute far more t^an rail Tney damage our roads, and increase the tax burden on
citcens and businesses These types oi costs determine wnitner cujmesses locate or expand in Cleveland.
NS has ar> e«celieht safety record, its safety program serves as a mccei ior other carriers. I know firsthand mat NS takes its
comTiitmen; to safety seriously, and so do we. I know tnat NS nas piedged to -MOik with Cleveland officials to improve safe
rail coerationj,
T^ie City e' Cleveland should not view this •Trsaci'on as a threat cr Slight to local communities, but as an opportunity.
Cieve ana h?s an cpportunity to prosper agim as ar, mdustna: giant. The lomt NS/CSX transaction is a necessary component
in attammg tnat goal.
Sincerely.

•^Jsff. tjriinskole
Corper?!e Tr.Md: Manager

C O I U M B I * . COMPANIES

6«00C<UNTAVlNUE«CUVELANO, OHIO *4IOS

(2'I6) t i l M 9 7 2

FAX: 216-141.8632
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VERIFIED STATEMENT
OF
J.\MES W. HAPTMAN. JR.
CONRAIL ASSET UTILIZATION DIRECTOR

My name is Jan.es W Hartman. Jr.. and I hold the position of Director. Asset
Utilization, for Consolidated Rail Corporation (Conrail). My res,x)nsibiliiies include the
management of Com-ail's Line Sale Program, pursuant to which active rail lines are sold to
short line operators for continued rail operation. I wai Conrail's chief negotiator for the sale
of the Lehigh Cluster, in Carbon. Lackawanna. Luzerne and Wyoming Counties in
Pennsylvaiiii*, to Readmg. Blue Mountain & Northem Railroad Company (RBMN). a
transaction that was completed in .August. 1996.
A line sale differs substantially from the sale of an ordinar\' asset, as it often creates
an on-going commerc.al relationship from which both parties - the selling and purchasing
railroads -- expect fumre benefits. Conra'i generally sells active rail lines with the
e)ip>ectation tliat the new short line operator will be able to protect and grow rail business on
the line, which will benefit both the short line operator and Conrail. which will participate in
the continued and new business as a coraiecting carrier.
In most instances, the critical issue in negotiating a sale is the furire eamings that will
be derived from operation of the line. Two issues primarily affect the panies' future
- 1 -
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revenue: the allowance or division of revenue to the short line operator, and each party's
estimi-te of the traffic potential oi the line. The up-front purchase price is driven by these
issues. For instance, a potential purchaser may be able to pay more for a property if its
revenue allowance or estimate of future growth is higher. Conversely, Conrail may be
willing to sell a propety for ies» if the revenue projected for the short line is lower, or if
Conrail can have a great assurance that /.s estimate of the fiimre traffic volume it will handle
in interchange service is valid. Because Co-irail's experience has been that short line carriers
are often able to grow traffic more efficiently than Conrail itself can, the up-front purchase
price may be (and often is) much less than the existing market value of the property.
Conrail can justify such sales on the probability of future revenue growth from traffic
handled in interchange with the new owner of the line. In effect, Conrail can accept a lower
up-front price because of the deferred compensation it will receive in the fonr. of continued
line-haul revenues.
Til simations where a new short hne operator is able to interchange traffic to a carrier
othei than Conrail, Coa-ail's estimate of fumre interchange traffic becomes highly uncertain - because of the potential that what had bee Conrail traffic on the line will be diverted to
anotiier carrier, and thus lost by Conrail. Conrail could compensate for the speculative
nature of its estimate of fumre eamings by seeking a higher purchase price for the property.
However, Conrail has found that the up-front price it must receive fo. a ra ' line to provide
compensation for the potential loss of futurv revenue is so high that potential short-line
purchasers are discouraged from proceeding with the sale. Thus, if Conrail required fiiU upfront compensation in this circumstance, it would be unable to sell such propertie: thereby
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losing the many benefits produced by shcn line operators.

Accordingly, Conrail developed

a metiiod to reduce the uncertainty of fiimre interchange traffic and revenue, to allow
properties wirh the potential for diversion to be marketed at a price that would be attractive
*o potential purchasers. Under this approach, the purchaser/operator agrees to pay Conrail a
specified amount f(' each carioad of traffic which it could interchange with Conrail, but
which instead is interchanged by the .'^^hort-line with another carrier. This amoimt is
sometimes mistakenly referred to ,\s a penalty amount, but is more properly called additional
consideration, as it reflects the reduced up-front purchase price of the property, a price
which Conrail is able to justify based on the assurance of fumre traffic.
The additional consideration amount does not impose <in absolute prohibition against
interchange of traffic with another carrier, and is designed t i allow such interchange where
the other carrier can offer a more efficient route. The amount of the additional consideration
is set to approximate Conrail's net eamings from hanc^ling the traffic, considering its own
costs. Thus, if interchange with another carrier allows use of a more efficient route, the
participants in that route could pay the additional consideration to Conrail. and still benefit
from handling the traffic to the extent the costs of ihat route are less than the costs via the
Conrail route.
This approach was followed in the sale of Conra I's Lehigh Line to RBMN. The upfront purchase price agreed to for that line represents a small fraction of !he value of the
line. However, from prior experience with RBMN. Conrail knew it to be an efficient, wellrun operator, which had demonstrated in the past its ability to satisfy its customers and to
grow traffic on its lines. Thus, Conrail felt confident that it would benefit from future traffic

3-
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growth, if it could be assured that it would nci: lose i-evenue from diversion of »he traffic to
another carrier. The additional consideration clause provided this assurance. This clause
works to preserve Conrail's participation in the traffic where the Conrail route is at least as
equally efficient as a competing route, and to compensate Conrail where the traffic is actually
diverted to a more efficieni route.
I do not recall that there were any specific negotiaiicns conceming whether or not an
additional consideration provision was to be included in the terms of this transaction, as both
parties understood that the transaction could not go forward without it. RBMN would not
have been interested in the property ai a price which would represent the value of the
property to Conrail without the protection of fiiture traffic.
I have read the Verified Statement of Andrew M. Muller, Jr., attached to RBMN-5
filed herein. Conrail did not require RBMN to agree to pay a substantial penalty for traffic
interchanged to another carrier. As explained above, the additional consideration provision
was an integral part ot the overall transaction.
I ain not privy to Mr. Muller s Appendix HC-2 as it wasfiledas a highly-confidential
document, but I believe it is not relevant to compare a short line's allowances with the
additional consideration, which reflects Conrail's eamings from a proposed move. If a
competing route is more efficient, there will be sufficient additional eamings available to
compensate ail the participating carriers in the route, including the short line.

4-
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VERIFICATION
I, James W. Hartman, Jr., verify under penalty of peijury rhat I am Director, Asset
Utilization, Consolidated Rail Coiporation, that I have read the foregoing document a r i
know its contents, md that the same is true and correct to the best of my knowledge and
belief
Execuied on December 8, 1997.

jlamei W. Hartman, Jr. '
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REBUTTAL VERIFIED STATEMENT OF THOMAS G HOBACK
My name is Thomas G. Hoback and I am Chairman. President and Chief "Executive
Officer of The Indiana Rail Road Company ("INRD"), which is based in Indianapolis. I
founded INRD with a group of investors in March 1986, and have managed INRD ever since.
My role is to oversee all aspect* of INRD's perfonnance and I have sole responsibility for
INRD's bonom-line results,
I hold a Bachelor of Science degree in Transportation and Economics from Golden Gate
University, San Francisco. Prior to founding INRD. I was Director of Marketing from 1933-85
for TECO Transport and Trade in Tampa, FL.

From 1978-82, I was Director of Coal

Marketing for Illinois Central Gulf Railroad in Chicago. I began my railroad career with
Westem Pacific Railroad in San Francisco as a Cost Analyst and have been involved in
transportation continu'>usly since that time.
The purpose of my Verified Statement is to provide INRD's perspective on the current
coal delivery operations and options for Indianapolis Power & Light Company's ("IP&L") coal
movements into the Perry K and Stout plants, both of which are located in Indianapolis. I also
discuss how IP&L has used those options tc its advantage. More specifically, I demonstrate how
IP&L has used the threat of iru^.k competition throughout INRD's corporate existence to receive
favorable rate treatment.
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INRD's Coal Movements on Behal: of IP&L
A.

Stout Plant

INRD provides rail transportation to IP&L's Stout plant. INRD moves coa! by rail from
several Indiana mines including Black Beauty's Miller Creek Mine (INRD origin); Triad
Mining's Switz City Mine (INRD origin); Black Beauty's Farmersburg Mine (CP Rail Sysiem
("CPRS')); and from time to time, spot coal from other mines. CPRS (a former Socy Line)
inte'xhanges certain coal to INRD at Linton, IN forfinaldelivery to the Stout plant.
In addition to line-haul movements, INRD also moves coal to the Stout plant from an
interchange with Conrail at Indianapolis. This coal has originated from Black Beauty's former
Shand Mine at Carbon, IN. and from Peabody's Hawthome Mine near Sandbom, IN, and is
interchanged from Indiana Southem Railroad to Conraii before being transported by INRD to
tbe Stout plant. [[['

111
B.

Penrv K

From time to time, INRD also has moved coal for delivery to IP&L's Perry K plant.
INRD delivers that coal to the Stout plant where it is unloaded and then trucked to the Perry K
plant.
In the past, INRD coal also has been unloaded at the Senate Avenue Terminal, INRD's
principal switching yard in Indianapolis, and trucked about one mile to the Peny K plant. That
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coal was handled through INRD's distribution center for several months in the early 1990s while
IP&L was rebuilding its rail unloading facilities at the Pe-ry K plant.
II.

Impact of Tmck Competition
As evidence of IP&L's ability to take advantage of rail-tmck competition, tours of the

Sto'it plant begin with an orientation film that describes the plant's ability to take coal by track
or by rail. For a number of yea:s IP&L has used truck competition - or the threat of track
competition - to constrain rail rates to the Stout plant.
A.

Retluction in Rail Rates

The following example demonstrates how effective IP&L has been in using the threat of
track competition to gamer rail nte concessions.
Last year. IP&L entered into a coal supply agreeme.it with Black Beauty Coal's new
Farmersburg. IN mine. The agreement provides for the delivery of approximately 5(X),(XX) tons
of coal annually from the Farmersburg mine to the Stout plant over a penod of several years,
beginning in early 1997. An all-rail movement would originate at the Farmersburg mine on
CPRS and be mterchar.f ed with INRD at Lmton, IN.
IP&L began rate discussions with INRD in 1995 for this new movement. At that time,
INRD had in place two published rates that covered movements for IP&L: one for movements
from the Amax Minnehaha mine; and a second one for movements from mines at S'vitz City,
IN and from the interchange at Linton with CPRS.

Due to a previous threat of track

competition, those rates remained unchanged during the period 1990-97.
During negotiations for this new movement. IP&L's Vice President for Fuel
Procurement. Don Knight, informed me that if INRD did not reduce its existing rail rate from
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Linton by approximately [[[ ]]]%, IP&L would tmck coal from the new Farmersburg mine to
the Stout plant. IP&L had worked out an arrangement with Black Beauty that would have
allowed Black Beauty to track coal to the Stout plant us ng Black Beauty's own track fleet.
Black Beauty is the largest coal producer in Indiana and operator of the largestfleetof coal
tracks in Indiana. As evidence that tmck competition was a viable option. Mr. Knight explained
how Black Beauty would use 20 sets of double-bottom trailers operating in two 10-hour shifts
per day to move the required tonnage to the Stout plant. Farmersbuig mine is located just
southeast of Tene Haute and is about 76 miles from the Stout plant, with most of the distance
traversed by Interstate Highway (1-70 and 1-465). Because Black Beauty would have had
complete control over both coal production and transportation. Black Beaury hadflexibilityin
how to price the delivered coal
In addition, by tracking coal to the Stout plant, IP&L would have been able to unload
coal directly onto its stockpile. This operation would have avoided the need to unload coal at
IP&L's car dumper and move it on an extensive belting system to the stockpile, thereby resulting
in an additional cost advantage for tracks. It also would have eliminated the need to use IP&L's
rail car thaw shed during the winter months.
In mid-1996, INRD confirmed IP&L's tracking economies with RDI of Boulder, CO,
a coal consulting firm, and with Mr. Jeffrey Stoops, President and CEO of Stoops Freightliner
of Indianapolis, the largest dealer of Freightliner tracks in the United States.
In response to IP&L's threat to shift significant tonnage to track, in January 1997 - after
a seven-year freeze on IP&L's rail rates - INRD reduced its rates for coal deliveries to the Stout
plant by approivimaiely [[[ ]]] % INRD made this rate reduction after CSX acquired financial
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control of Midland United Corporation, INRD's parent, and after the announced division of the
use and operation of Conrail's assets by CSX and NS.
B.

Charges at Indianapolis

,n addition to keeping rail rates low, IP&L also has used the threat of track competition
to constrain rail charges at Indianapolis. In the late 1970s, INRD's predecessor, Illinois Central
Gulf (now Illinois Central) raised its charge for moving coal from Conrail's Indianapolis Belt
Secondary Track to the Stout plant. IP&L protestf;d and through protracted litigation and
negotiation, a new, somewhat higher charge was agreed upon That charge was approximately
[[I

]]] P^r car when INRD began operations in March 1986.
In contrast, the Conrail charge to move coal from INRD to the Perry K plant was

[[[

Ul per car. Conrail's charge at Indianapolis for most other traffic was about $390 per

car. CSX's charge was about $230 per car. Thus, the ([[

]]] charge was extremely low in

relation to other charges in Indianapolis.
in 1987-88, INRD approached IP&L about its plans to raise INRDi's charge to [[[

)]j

per car. Pan of the justification for this higher charge was that IP&L accounted for tlie
preponderance of traffic over INRD and there were no contracmal commitments for any lonnage
to move via line haul on INRD. In a meeting with Mr. Don Knight and IP&L Senior Vice
President, Mr. Gerry Waltz. INRD was informed that if it raised its charge by any amount IP&L
would immediately shift all of its coal tonnage from rail to track. When I informed Messrs.
Waltz and Knight that IP&L's action most assuredly would throw INRD into bankraptcy, they
responded that INRD's financial success or failure was not their concem. At lhat time, IP&L
traffic accounted for more than 80% of INRD's total revenue.
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In the recent negotiations for moving Farmersburg coal to the Srout plant, IP&L again
insisted that INRD maintain its [[[

}]] charge with no escalation for the duration of the

contract. Consequently, the contract for that movement maintains the [[[
III.

]]] charge.

Access to Stout for NS Coal Deliveries
IP&L maintains that it needs the ability to mov^ coal via NS to the Stout plant. See

IPL-3, Weaver VS at 12. After the acquisition is consummated. INRD will have a direci
interchange with NS at Hawthome Yard.

INRD is prepared to negotiate with IP&L an

arrangement whereby IP&L couid receive coal via NS, either through a separate INRD charge
at competitive rates or through joint line NS/INRD service. To date, however, IP&L has not
requested a rate for coal movements on NS via INRD to the Stout plant. Nor has IP&L
requested a separate charge for INRD to move coal from NS at Hawthome Yard to the Stout
plant.
IV.

Response to the Department of Justice
The Department of Justice's ("DOJ's") fi'ed comments regarding coal movemenis to

IP&L's Indianapolis plants are far fetched.

D(^J witness Peter A. Woodward states that

"competition between Conrail and INRD has sigmficantl^ reduced transportation costs for
IP&L." DOJ-1, Woodward VS at 18. However Conrail has not been an effective competitor
for coal in Indiana for some years. This is reinforced by the fact that in 1992 Conrail sold ils
Petersburg Secondan,' (which serves IP&L's Pritchard and Petersburg plants as well as several
coal mines) to ISRR. Conrail s r.gaining east-west main line through central Indiana serves
only one small mi.ne (Shand Mine near Carbon, IN, which will be closed in December 1997)
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and IP&L's Perry K steam plant. Therefore. Conrail has a minimal presence in Indiana coal
movemenis.
V.oodward fiirther stales, "[t]he Indiana Railroad matched Conrail's price and won
90 percent of the business, but the competition from Conrail reduced prices about *** percent
below the track price." Id. For Conrail to have been an effective competitor, coal would have
to have moved via three railroads (CPRS. Conrail. and INRD) on a route through Terre Haute,
IN versus only iwo railroads - via CPRS and INRD. as the coal is presently moving. At no
time did IP&L ever discuss with INRD the possibility of moving coal from Farmerishurg via
another rail carrier. Adding a third railroad to the route on a short haul movement of coal
would have added inefficiencies and delays to the movement.
Moreover, INRD had no way of know ing that Conrail had been asked to bid on this coal
movement. Even if INRD had known that Conrail was being asked to bid. INRD would have
bad no way of knowing what rales were being quoted by Conraii. IP&L only discussed with
us the threat of track competition, which we took seriously based upon our own smdies.
V.

Conclusion
IP&L historically has used the threat of track competition and actually has used tracks

to put pressure on coal transportation rates to both its Stout and Perry K plants. IP&L has done
this by using the threat of tracking coal direct from the mine and of tracking from another rail
carrier. Post-acquisition, the same tracking options will be available. Nothing will change.
IP&L will continue to be able to track coal from the mine to the Stout plant (as it threatened to
do just last year from the Farmersburg Mine). IP&L's options at the Ptify K plant are similarly
imaffected.
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The fact that IP&L is converting much of tbe Perry K capacity to natural gas, however,
will eliminatt in large part the requirement for coal transportation to Perry K. According to
Coal Oi.!iook. "[c]oke oven gas will displace half of the 2S0,000-tons/yr. bum at Indianapolis
Power & Light's Perry K steam plant in dowmown Indianapolis." S& Exhibit 1. This
displacement of coal stemsftoma 20-year contract signed in late 1996 under which IP&L will
purchase gasftomCitizens Gas & Coke.
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VERIFICATION
I, Thomas G. Hoback, declare under penalty of perjury
that the foregoing is true and correct.
Further, I certify that I am qualified and lathorized to
file this statement. Executed on December Atj , 1997.

Thomas G. Hoback
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EXHIBIT 1
Citation
RankiR)
12/9/96 COALOL (No Page)
R 1 OF 5
12/9/96 Coal Outlook (Pg. Unavail. Online)
1996 WL 13072 '.0

Database
COALOL

Coal Outlook
Copyright 1996 Information Access Company. A l l r i g h t s reserved.
Monday, December 9, 1996
Vol. 20, No. 48 ISSN: 0162-2714
I n d i a n a p o l i s turns t o coke oven gas
Coke oven gas w i l l displace h a l f o f the 250,000-tons/yr burn a t
I n d i a n a p o l i s Power & L i g h t ' s Perry K steam p l a n t i n downtown
Indianapolis.
IP&L r.nd C i t i z e n s Gas & Coke U t i l i t y l a s t week s a i d they have signed
a 20-year c o n t r a c t under which IP&L w i l l buy the gas from C i t i z e n s '
p l a n t s t a r t i n g i n November 1997. IP&L w i l l convert three o f Perry K's
s i x b o i l e r s from coal t o gas.
T r i a d Mining i s b e l i e v e d t o be the coal s u p p l i e r t o Perry K. I n the
12-month p e r i o d ending l a s t June 30, T r i a d produced about 1.4 m i l l i o n
t o n s o f c o a l from i t s F r e e l a n d v i l l e mine i n Knox County and i t s Switz
C i t y mine i n Greene County. Triad also ships t o other IP&L p l a n t s .
C i t i z e n s needed a customer f o r i t s manufactured gas because o f a p l a n
t o convert i t s gas customers t o 100% n a t u r a l gas. At present about 5%
of C i t i z e n s ' d i s t r i b u t e d gas comes from the coke ovens.
Steam from Perry K i s used to heat b u i l d i n g s .
INDEX REFERENCES
MARKET SECTOR:

Energy (ENE)

INDUSTRY:

Coal (COA)

Wore Count: 15 8
12/9/96 COALOL (No Paae)
END OF DOCUMENT
Copr. (C) West 1997
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No Claim t o Orig. U.S. Govt. Works

VERIFIED STATEMENT OF RICHARD D. HUFFMAN

My name is Richard D. Huflman. I ann Assistant Vice PresidentCompensation and Benefits for Consolidated Rail Corporation ("Conrail"). I
have held this position since May 1, 1994. Pnor to that date, I held various
positions in Conrail's huTian resources, passenger operations, and strategic
planning departments beqinning in 1975 when I joined the newly created
r.nnraii.
1 make this verilied statement, in conjunction with the verified statement ot
William McCain, Conrail's Assistant Vice President Labc. Relations, in response
to certain comments filed by rail labor organizations in the Surtace
Transportatic 1 Board prcceeding Finance Docket No. 33388, CSX Corporation
and CSX Transportation. Inc. Norfolk Southern Corporation and Norfolk
Southern Railwav Co. - Control and Operating Leases/Aoreements-Conrail Inc.
anq Consolidated Rail Corporation. Specifically, some of the labor
commentators seem to contend that the Board should consider the benefits that
Conrail s nonagreement employees reportedly are receiving as a result ofthe
proposed transaction. This view is expresseo most directly in the comments of
Transportation Conmunications International Union ("TCU"), which purports to
set fonh the amounts of money that Conrail's nonagreement employees will
receive in the form of "severance payments" and dislocation allowances" and
contends that "it is only equitable that comparable packages be made available

1
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to Conrail's unionized workforce." TCU Comments at 6-7. TCU's description is
not accurate. As I explain further below, most of the money that is being
received by Conrail's nonagreement employees wili come from the allocation of
Conrail's Employee Stock Option Plan ("ESOP") to eligible participants of the
plan. As Mr. McCain explains in his verified statement, Conrail's agreement
employees rejected an offer to join the ESOP when it was established in 1990.
The proposed transaction is anticipated to result in the severance of a
large number of Cofirail's nonagreement employees. In order to ease the
resulting financial impact on those employees, and to ensure a stable workforce
pendiny the approval and the consummation of the transaci on, Conrail will pe/
stay boni'ses, and, where applicable, severance payments to eligible
nonagreement employees, subject to certain conditions. For all but Conrail's
senior executives, the amounts of the severance payments vary with the
employees' length of service and compensation. Foi Conrail's senior executives
(approximately 75 individuals) severance payments are governed by individual
employment contracts.
In addition, eligible nonagreement employees are receiving allocations
from the excess assets ^rom Conrail's ESOP, a plan used to fund the corporate
match embodied in the Conrail Matched Savings Plan, Conrail's 401 (k)
-etirement savings plan. Conrail used its junior convertible preferred stock to
match employees' cash contributions. Most of the money that will be received by
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the vast majority of nonagreement employees (namely by those other than the
aforementioned 75 executives) will come from the ESOP allocation.
Under the terms of the Conrail Matched Savings Plan/ESOP, which was
establishfe-d and funded in 1990, employee contributions were matched on a
dollar-for-dollar basis up to 6% of salary with the preferred stock using a pershare value of $28.84375, the valuation at the inception of the ESOP (adjusted
for stock split).
The Conrail Matched Savings Plan/ESOP proved to be a very valuable
investment for those who elected to participate, owing in part to the strong
performance of Conrail's common stock, which increased the value of the
convertible preferred to well above the $28.84375 per share initial valuation, and
^ hich was eventually sold pursuant to the tender offers at nearly four times that
amount. As Conrail terminates the ESOP in connection with the proposed
transacticn. it is allocating to eligible participants the proceeds from the
previously unallocated ESOP shares, i e. the cash received bv the trustee for the
tendered shares less the amount used to pay off the loan used to purchase the
ESOP shares originally.
The aforementioned is also true for agreement employees who are
eligible participants in the Conrail Matched Savings Plan/ESOP. As Mr. McCain
explains in his verified statement, the Fraternal Order of Police, entered into a
collective bargaining agreement whereby its members would be covered by
Conrail's nonagreement compensation and benefits policies and practices.
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These benefits include eligibility to participate in the Conrail Matched Savings
Plan/ESOP. (In the late 1S70's, collective bargaining with the Transportation
Communications Union led to certain of its members being designated as
Technically Covered" and thereby also covered by Conrail's nonagreement
compensation and benefits policies and practices.) Accordingly, these unionrepresented employees, alone among Conrail's agreement employees, are also
eligible to participate, and are participating, in the current ESOP allocation on
the same basis as other eligible participants.
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VERIFICATION

STATE OF PENNSYLVANIA

)

COUNTY OF PHILADELPHIA )
Richard D. Huffman, being duly sworn, deposes and says that he is
Assistant Vice President-Compensation and Benefits of Consolidated Rail
Corporation, that he is qualified and authorized to submit this Verified Statement,
that he has read the foregoing statement and that he , knows the contents
thereof, and that the same are true and correct.

Richard D. Huffman

Subscribed and sworn to before me by Richard D. Huffman this Sth day of
December, 1997.

NOTARIAL SEAL
)
ELIZABETH C CALLACHER NoUn/ PuCliC I
Citv 0* ?"'iaaeiDni3 PMIIJ countv
|
Mv ComrriiS- on exp:r?i ,Muv;

p-208

I9a?

l

REBUTTAL VERIFIED STATEMEIIT OF CHRISTOPHER P. JENKINS

My name is Christopher P. Jenkins. I am Vice President. Chemical
Marketing for C >X Transportation. I previously submitted a verified statement as part
of the June 23, 1997 Application in this proceeding. My background and work
experience are described in that sutement.
The purpose of this rebuttal verified statement is to address various
commercial issues raised by commenting parties in the October 21,1997 filings in this
proceeding and to evaluate certain specific requests for conditions.

Commercial Issues Related to Implementation
The Chemical Manufacturers Association and the Society of the Plastics
Industry, Inc. (CMA/SPl) have asked the Board to impose two different conditions that
involve the commercial implementation of the proposed Transaction. One of these deiis
with certain Conrail contracts involving movements to, from or within Shared Assets
Areas. CMA/SPl want shippers to have an "open season" to test service from both
carriers under these contracts. It wants the shippers to have therightto determine
which carrier will ultimately assume the legal responsibility to perform the contract. And
it wants each shipper to have therightto "reopen," i.e. get out of, its Conrail contracts
involving movements to, from or wiihin Shared Assets Areas.
The Applicants' proposal for the allocation of Conrail contracts, including
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those-involving movements to, from or within the Shared Assets Areas is the only
feasible way of effecting a smooth commercial transition for contract movements
currentiy perfonned by Conrail. First, it makes commercial sense for CSX and NS to
know from the outset which of thera will perform which contracts so they can plan to
provide the service. The party who will perform the service must plan to have the crews
and equipment in place to handle the traffic. A regime of sampling that allows the
castomer to switch back and forth would inhibit effective planning and could result in
chaos. The CMA/SPl proposal is diametrically opposed to the smooth transition that
CMA/SPl say they want. Shifting blocks of traffic back and forth between CSX and NS
could be destabilizing. Such shifts of traffic from the initial carrier to the second carrier
would place unauticipated demands on the second carrier which unexpectedly became
obligated to handle traffic. The service problems created by the unexpected traffic could
result in driving other traffic a'^ay from the second carrier. This traffic, in tum, might
temporarily overload the first carrier, creating an unstable oscillation. I fmd it ironic
that CMA/SPl, which is one of the commentators that repeatedly invokes the specter of
UP's service failures, would make a proposal that poses seriousrisksof service problems.
CMA's proposal that Conrail ahippers be able to terminate contracts at
their option raises potential problems and inequities. The Applicants' basic approach for
allocating Conrail contracts is for either NS or CSX to step into the shoes of Conrail for
purposes of carrying out the commercial obligations that Conrail cr jnitted to perform.
This guarantees; that Conrail's customers, will not lose the benefit of the bargains they
made as the result of the Transaction. Capital investments made by Conrail that may
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have made in reliance on the contracts will not be unfairly prejudiced by allowing
customers to avoid their obligations.
There are additional potential complications tiiat would result from the
principle of voidabilitytiiatCMA/SPl espouse. Some Conrail contracts undoubtedly
cover multiple movements, some of which will be performed by CSX and some by NS.
A decision by a customer to voidtiiecontracts as to certain movements but not as to
others would create enormous confusion regaraing the administration of these contracts.
CMA's suggestiontiiatcontracts should be voidable at the customer's
option also strikes me as opportunistic and inequitable. Applicants are willing to incur
whatever commercial obligations may be imtwsed on them under Conrail's contracts. It
seems only logical and fair thattiieyreceive whatever commer, ial benefits the customers
were willing to confer upon Conrail. Many oftiiecustomers will have tiie benefit of
additional competition aftertiiecontracts expire. Intiiemeantime, tiiere will be stability
in existing commercial relationships during the period that CSX and NS are
implementing the Transaction.
Most rail transportation contracts are limited to arrangements on price,
service and volume. However, some are part ard parcel of broader transportationrelated deals. The overall deal may also include capital investment by the carrier, upfront incentive payments totiieshipper, concessions on disputes over performance by tiie
shipper of earlier commitments, volume commitments in "out years,"and so on. It is not
unusual for the rate and volume commitinents to be incorporated in the rail
transportation contract, witiitiieotiier arrangements included in otiier documents. Yet,
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tiiey are all part and parcel of the same business deal.
The shippcx"? who are demanding the right to abrogate their rail
transportation contracts at tiieir sole option m^ke no mention of related commercial
arrangements forming pan of the corisideraiion for those contracts. Yet, allowing
customers to walk away irom long-term business commitments tiiat compensated Conrail
for investments made in consideration fortiiosecommitnients is unjust. Allowing
customers who made promises about fumre business - perhaps several years into tiie
fumre - in exchange for current rate reductions would give an extra windfall to tiie
abrogating customer. Customers who induced Conrail to waive breach of -'olume
commitments n past contracts in exchange from promises of additional business in tiie
fumre would be freed from tiieir settlement arrangements.

Industrial development deals

which gave customers incentives to locate in exchange for customer commitments for tiie
fiimre would mm into economic giveaways. In short, giving any party a unilateral right
to walk away from its part of a complex, strucuired bilateral deal would cpen the door to
abuse and injustice.
From an administrative point of view, it is desirable to have the expiration
of Conrail contracts spread out over time, as Applicants" proposal allows, fhe staggered
expiration of the contracts in accordance witii tiieir own terms will allov for a smootii
transition, rather than tiie discontinuity and administrative burden tiiat would result if
large numbers of conaacts expired or were terminated at once.
A second commercial condition proposed by CMA/SPl would require
Applicants to adopt all Conrail tariffs and Circulars tiiat were in effect when tiie
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application was filed (June 23, 1997) and to publish supplements incorporating new
rouies. The proposal that all tariffs and circulars be maintained at June 23, 1997 rate
levels ignores the fact that mtes have in all likelihood been adjusted in tiie interim by
Conrail as market condiiions have changed. It would be impractical to reinstate rates
that have changed in 'he interim and commercially foolish as well because rates that do
not reflect current market conditions would impede the efficient movement of freight.
CSX anticipates that it will need to continue to adjust rates to reflect
evolving market conditions. It would impede our .ability to compete with NS and trucks
if we have to lock in the old Conrail rate strucmre even for a short time.
CMA/SPl's proposal is also curious to the extent thai it suggests that
CMA/SPl believe that both CSX and NS should assess the same rates (i.e.,former
Conrail rates) between points that both of them serve. A major purpose of the
Transactic

is to bring rail competition to areas which did not nave it before, I caimot

beli ;ve tiiat CMA/SPl really want CSX and NS to establish identical rates.
It would make no sense at all for CSX to have rwo separate rate strucmres
following the Transaction - one for the former CSX and one for the portion of Conrail
to be operated by CXS

which is what CMA/SPl's proposal would require. A dual rate

strucmre would frustrate our customers' preference for having a rate strucmre that is
comprehensive and easy to understand. It would be unnecessarily cumbersome. There
would be enormous practical problems in modifymg our rating and billing systems to
accommodate two rate strucmres and in training our marketing persormel to administer
botii systems simultaneously.
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In sum, botii of CMA/SPl's proposed conditions regarding tiie commercial
implementation of the Transaction are unnecessary, impractical and would be
counterproductive.

The Transaction Will Result in Increased Competition
In my opening verified statement, I emphasized that a principal benefit of
the proposed Transaction would be the enhanced ability of CSX to compete with trucks.
I sporsored a truck/barge-to-carload

traffic diversion study that estimated the amouni of

general merchandise traffic that CSX could expect to capmre from trucks and barges. 1
explained that the universe of traffic potentially available to CSX was acmally much
larger than the amount reflected in that smdy.
Nobody has seriously challenged the proposition that tiie proposed
Transaction will allow CSX to compete more effectively with trucks and that tiiis
enhanced competition will benefit the shipping public. The prospect of more vigorous
competition between railroads and trucks in the East would in itself be a substantial
public benefit ~ even if our proposal did not create increased rail-to-rail competition.
But of course the proposed Transaction does entail increased rail-to-rail
competition. Many parties, mcluding the National Industrial Transportation League
acknowledge and welcome the enhanced competition that will result from the creation of
the Shared Assets Areas. The claim made by some parties thai the proposed
Transaction will cause commercial harm by not including certain parties in the Shared
Assets Areas is unfounded. In the first place, all shippers, not just those located in
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Shared Assets Areas, benefitfromaccess totiieexpanded CSX single-line network.
Moreover, the benefits that stemfromthe creation of the Shared Assets Areas will
extend to all shippers, whether or nottiieyare located in those areas.
A former Conrail shipper who will be outside the Shared Assets Areas and
will be local on CSX will benefitfromthe Transaction because CSX has a strong interest
in havingtiiatshipper move traffic by rail. CSX istiiebeneficiary of any traffic moving
into or out of that shipper's facility. Therefore, we are viully interested in the success of
that shipper's business, whether that success is measured against the performance of
competitors in the Shared Assets Areas or at locations on other railroads or overseas.
Clearly, we will need to price our services so that the customer whose traffic CSX alone
will enjoy has the incentive to move substantial volumes on us. If rates on traffic moving
to and from Shared Assets Areas come down, as many shippers expect they will, that will
put downward pressure on rates on CSX local traffic for industries that compete with
those in Shared Assets Area;'.
The suggestion made bytiieErie-Niagara Rail Steering Committee that
CSX would allow Niagara Frontier industries to shut down or relocate to Shared Assets
Areas is simply unimaginable. Our incentives are diametrically opposite to those
assumed by these commentors. If a customer closes down his Niagara Frontier facility
and moves to a shared assets area, we will have only a fifty percent statistical chance of
obtaining his rail tranic. If he is currentiy local on us andremainsthere, we will enjoy
all his rail business, andtiiemoretiiebetter. No party intiiisproceeding has cited a
single instance where CSX has caused a locally served industry to close in favor of one in
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a jointly served market.
There are numerous examples of customers today who are local to CSX
who benefit because it is in our interest to keep our sole-served customers competitive in
their markets. For example, we have a major producer of a key industrial acid at a soleserved CSX point. We move in all the raw material this customer needs in his
manufacmring process and we cany out all tbe acid he produces that is shipped by rail ~
tiie vast majority of his production. This customer competes against a wide range of
other industrial acid producers, including some located at points on CSX where a
competing railroad has access and some locatea on otiier rail carriers. In establishing
rates for traffic moving in and out of this shipper's facility, we give full consideration to
the viability oftiiisproducer and his ability to compete with manufacturers of industrial
acid located at points with multiple transponation options.
Potential customers who are looking to build new rail-served facilities will
also be able to exercise considerable leverage over CSX when making a decision about
where to locate a new facility. For the reasons I have ahready discussed, CSX would
much prefer to have a new facility located solely on us, where we will have the prospect
of handling all the customer's rail traffic, rather than at a dual rail-served point where on
average we will handle half the traffic. Having the customer commit to a local point on
another carrier such as NS ^s the worst of the three outcomes for CSX. It is obvious that
no customer will commi-. to having CSX as its sole rail <^tion unless we make it
worthwhile for him to do so. Thus, siting decisions and tbe negotiation of rail
transportation contracts gofaand-in-hand.We have a huge incentive to see that the
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transportation proposal we make to the customer is the one that wins the business for
CSX. Accordingly, I expect that there will be vigorous competition between CSX and
NS throughout the former Conrail territory as well as in our existing service territories to
attract new facilities to locate on one or the otiier of us.
The suggestion advanced by some parties that CSX and NS will be able to
increase rail rates to cover the costs of Conrail is extremely naive. Our competition does
not care what CSX paid for Conrail. The harsh reality of the marketplace is that we
have to deliver a value package of price and service that beats th'i competition.
Whatever we have paid for Conrail is a sunk cost. It has no bearing on what the
marketplace will allow us to charge.
Funhermore, there is every reason to believe that Conrail, with its
competent marketing staff, has already priced to the competitive market level. It seems
highly unlikely to me tiiat CSX or NS would be able to price at higher levels than
Conrail has already established.
Switching Charges
Various panies have asked the Board to condition the Transaction by
requiring CSX and NS to reduce the switch charges currentiy assessed by Conrail to
some arbitrary figure, such as $130 per car. I understand that the $130 per car was a
figure that Union Pacific and Burlington Northera Santa Fe agreed to and which was
incorporaied as part of a senlement agreement with CMA in the Union Pacific/Southem
Pacific merger proceeding.
CSX and NS propose to step into Conrail's shoes and provide the switching
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services that Conrail currentiy provides. We have no plan to curtail the switching
services tiiat Conrail offers and, speaking for CSX, no plan to increase tiie level of
Conrail's switching charges. Therefore, tiiere is notiiing about the proposed Transaciion
that will produce a change in tiie stams quo with respeci to switching charges, much less
any compet.'iive harm tiiat calls for tiie Board to impose a remedial condition.
Commenting panies seem to imply that reciprocal swiiching is a generic
activity and tiiat "one size fits all." That is not tiie case. Reciprocal switching charges
are generally established bilaterally between pairs of rail carriers. The geographic scope
of switching arrangemenls and tiie level of tiie charges is a function of tiie way in which
tiie two carriers' systems overiap, tiie sorts of traffic tiiat tiiey handle, historical
considerations and .>tiier factors. Accordingly, tiie level of switch charges esublished
between one pair of carriers is likely different from tiie level of ch.sr2es established by
another pair of carriers. And th,- level of charges may differ from one location to
another.
Generally, tiie establishment of switching charges reflects tiie notion tiiat
the party who owns the property, provides locomotives and crews and has constructed
and maintained facilities to serve a customer is entitled to an appropriate remm on its
investment.
I understand that the swiiching charges established by Conrail are generally
at tiie level of $390 per car, altiiough special circumstances may cause tiiem to be higher
or lower in cenain areas. CSX switches for Comail at tiie same rate of $390 per car.
CSX and NS, on the other hand, generally provide switching services for one another at
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tile rate of $250 per car. From m)' perspective as a marketing officer, I view Conrail's
switch charges as an effective commercial safety valve that pemiits traffic to move via a
second carrier when there is a need for it to move. There are many examples where
CSX purchases switching from Conrail or Conrail purchases switchingfromCSX at the
$390 level. One example of Conrail swiiching for CSX is the Jo5,eph Smiih 8c Sons scrap
metal yard at Capital Heights, MD. In this case, CSX pays Conrail's $'^90per car switch
charge, giving Smith access to CSX's superior fleet of gondolas and allowing CSX to
enjoy the line-haul movement on some of Smith's traffic.
I am also aware of suoaiions where Conrail has fjon the line-haul
movement from CSX by incurring the switch charge at facilities served by CSX and
switched for Conrail. Within the past 12 months, for example, for example, CSX lost
two signiticant pieces of chemical business to Comail at industries where CSX provides
the switching service and assesses a charge of $390 per car. Conrail was able to win the
business because it offered a bener overall package to the customer, notwithstanding the
."v/itch charge.
In shon, 1 view the existing Conrail switching charges as playing a
meaningful role in the markei. They allow traffic to move on a second line-haul carrier
when there is a real need for it to move and provide a competitive constraint on Comail.
CSX and NS are going to hold themselves out to provide the switching services that
Conrail provides. There is no justification for the Board to reduce them by regulatory
fiat to a level below lhat set in the marketplace, perhaps even to a level that is not
compensatory to the owner of the facilities and that could subsidize inefficient
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movements by a competitor. Conrail's switching service is not affected by the
Transaction one way or another and the switching charges should not be adjusted by the
Board.
Trafiic that Will Experience Joint-Line Service as a Result of the Transaction
CSX and NS recognized in the Application that some traffic that moved in
single-line service on Conrail prior to tiie proposed Transaction will receive joint-line
service from CSX as a result of the Transaction. Certain shipper groups and individual
shippers propose conditions to address this situation. NIT League and CM.\/SPI, for
example, both seek to impose a rate cap on thi; so-called " l-io-2" traff c. NIT League's
rale cap would last five years. CMA/SPl's rale cap proposal appears to have no
expiration date and presumably would go on forever. I believe that these proposed
conditions are unduly restrictive and unwarranted.
To begin with, the creation of joint-line service where there formerly was
single-line service cannot fairly be characterized as a reduction in rail competition. By
definition, the local Conrail traffic that will become interline had one rail carrier
(Conrail) at origin and destination prior to the Transaciion and will have one rail carrier
at both the origin and destination (albeit a different carrier at the two points) following
the Transaciion. These shippers simply will not experience the loss of an allemative
service provider.
The volume of traffic that will receive joLat-line service as a result of the
Transaction is f-r exceeded by the volume that will be converted to single-line service.
Shippers who will face jc int-line service on certain historical movements will have new

12

p-220

single-line service on what were historically joint-line movements and, more important,
will have the oppormnity for new single-line movements in die fumre over the expanded
CSX and NS networks. I want to emphasize that both CSX and NS will have the
incentive to work with customers to develop single-line markei oppormnities that will
result in increased volumes of traffic moving over the over the new networks. Thus, I
would expect that over time the former Conrail local movements that become joint-line
as a result of the Transaction will dimiiush in commercial significance. The new traffic
pattems that emerge over time will reflect net gains in efficiency as customers take
advantage of the enhanced single-line service provided by the Transaction.
In the interim, CSX and NS will work together to provide efficient jointline service on former Conrail single-line novements that become joint-line as a result of
the Transaction. While it is true that joint-line service is generally not as efficient as
single-line service, it is also tme that joint-line movements can meet customers' needs if
the carriers cooperate to provide efficient service. Even on relatively low-value
commodities such as aggregates, CSX has a substantial volume of traffic that moves in
joint-line service. During tiie 12-montii period from September 1996 through August
1997, more than 1(X),0(X) carloads of minerals, including aggregates and limestone, moved
on CSX in joint-line service. We have worked well with NS in providing joint line
service in the past, and I can ?*" no reason why we will not 'oe able to handle the former
Conrail local traffic relatively efficientiy on an interline basis.
Withrespectto rates on the joint-line traffic, I would note that the joint
co.mmitment of CSX and NS to perform existing Comail contracts means that any
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CoEirail local traffic under contract that moves in joint-line service after the Transaction
will continue to move at the contract rates until the expiration of the contract. Extended
rate protection beyond die expiration of the contracts is not needed in my view. Nor is
it necessary to protectrateson conunon carrier traffic that will move in joint-line service.
There is no guarantee diat Conrail would have held dierateson this traffic at existing
levels for extended -periods into the funire. The requests by NTT League and CMA/SPl
thatrateson v. joint-line traffic be capped for years into theftimreis simply
opportunism; it would provide a one-way contract in favor of shippers who never gave
Conrail a conttactual commitment. And, to the extent that suchratecaps might cause
tiraffic to move at non-con^>ensatory rates, they are contrary to the pubUc interest.
There is an opportunity cost associated with the equipment and labor that must be
employed in haulingfteight.Scarce equ^nneni is better used on profitable movements
where there is a prospect of eaming a retura that allows us to replace ittiianon noncompensatory movements.
Settlement Agreements
In this section of my testimony, I will summarize the settiement agreements
recentiy negotiated between CSX and Canadian National Railway Company, Canadian
Pacific Railway Company and Provklence and Worcester Railroad Company, and
describe how these settiemem agreements will provide enhanced commercial
oppominities east of tbe Hudsoa, in tbe Buffalo/Niagara area, and in New England.
In an effort to address the concems of certain parties and to arrive at
mutually beneficial arrangements that would further inq>rovt rail transportation in the
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Northeast and Canada, CSX has entered inlo settlement agreements with several
carriers. In August 1997, CSX and Canadian National Railway Company (CN) reached
agreemeni on a settlement intended to improve each party's ability to recoup market
share from trucks and maintain market-competitive allematives for rail shipments
between Canada and the U.S. Northeast. The CN-CSX agreemeni helps ensure the
competitiveness of CN traffic and preserves CN's ability to participate in the continued
expansion of Canadian-U.S. trade, while promoting addiuonal rail competition in the
Buffalo/Niagara area.
In October 1997, CSX and Canadian Pacific Railv/ay (CP) came to an
agreemeni that will provide effective access for many shippers in .New York City on CSX
and Philadelphi? to CP through its subsidiary the Delaware and Hudson Railway
(D&H).
In August 1997, CSX also came to an agreement witii Providence and
Worcester Railroad Company (P&W) that will result in significantiy greater markei
reach and enhanced competitive alternative'' for freight shipments moving between Long
Island and the New England states.
East of the Hudson
Improved rail access to the area east of the Hudson will result from the
recentiy negotiated agreements with CN and CP/D&H. Both Canadian carriers will now
have increased commercial access to New York City. Shippers and receivers in New
York City and on Long Island will be able to solicit bids from CN and CP/D&H for
movements of general merchandise truckload business to and from Canadian points
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served by CP/D&H and CN. CSX will handle tiie traffic for these otiier roads to and
from ils connections with these carriers — Albany in the case of CP/D&H and Buffalo or
Montreal in the case of CN. A similar agreement is in place with P&W, allowing them
to use CSX's services between New Haven and an interchange with New York &
Atiantic at New York City. The agreements allow these carriers to quote rates for
movements via CSX without obtaining our prior consent.
These agreements permil these otiier railroads to offer to provide
transportation services to shippers in New York City and Long Island for general
merchandise truckload traffic, and are specifically designed to attract truck-competitive
freight business off the roads and on to rail. The agreements permit shippers in New
York City or Long Island, in many circumsiances, lo solicit independent compelitive bids
from at least two railroads To ensure coordinated dispatching and other operational
efficiencies, CSX will move the cars for the carrier selerted.'
Buffalo/Erie-.Niagara
The agreements with CN and CP/D&H will benefit shippers in the
Buffalo/Niagara area by providing inc^eased commercial access between the Niagara
Frontier and Canadian markeis for new truck-competitive traffic at mumally agreeable
charges.

'With respeci to intermodal service to the east side of the Hudson, the fmal ponion of
the Oak Point Link has not yet been fully completed, and there is no intermodal rail
lerminal currently available at the Harlem Yard. Therefore the agreements with CN and
CP/D&H roads do no: at Lhis time contain similar commercial access provision to that
location. CSX will be willing to discuss modifications of its arrangements with other
railroads to pennit similar commercial access to any newly constructed intermodal terminal
at Harlem Yard, for the marketing of new joint line intermodal service lo that location.
16
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Specifically, CSX's settlement agreemeni with CP provides that, through

special traffic interchange and joint-line marketing arrangements, rail customers located
in the Buffalo/Niagara area will receive effective access to and from CP- and D&Hserved markets. The settiement agreemeni p'-ovides effective commercial access for
traffic which will be diverted from motor carriers and for certain other categc .;s of rail
traffic as well. The CN agreement contains a similar provision to allow CN to convert
traffic currently moving by truck to rail movements.
The benefits for Buffalo/Niagara area shippersflowingfrom the CN and
CP settiement agreements are among the many reasons why tiie Erie-Niagara Rail
Steering Committee is wrong in suggesting that Buffalo/Niagara area shippers will be
harmed by the proposed Transaction. Just the opposite is true. ' have akeady explained
why the benefiis of enhanced rail competition in the Shared Assets Areas are likely to
carry over to cusiou.ers located on CSX who compete in their businesses with rail
shippers in the Shared Asseis Areas. An additional benefit of the Transaction is the
improved access that NS will have to Buffalo via the former Comail Soutiiem Tier route.
Historically. NS has served Buffalo only from the West. Now it will have the oppormnity
to handle Buffalo/Niagara area traffic to andfromthe East and to compete with CSX
on many such movements. The 1995 u-affic data relied upon by Erie-Niagara's wimess
Fauth does not reflect NS's improved access to Buffalo following the Transaction.
New England
CSX's recent agreement with the P&W will benefit the New England area
by allowing shippers using the P&W a rail option not previously avaUable. The P&W
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agreement permits P&W to independently establish and communicate rates to its
Customers for certain joint-line rouies involving CSX withoui CSX concurrence.

This

arrangement will eliminate needless delays in establishing rates and result in more
efficient service between New York City and New England. Equally important, the
agreement signals a commitment by CSX to develop the New York to New England
freight market and to divert traffic from tmcks on tiie heavily congested 1-95 corridor.
Comments Addressed to Specific Parties
Finally, I want to comment on aspects of the filings of two particular
parties, the Philadelphia Belt Line Railroad and Intemational Paper Company.
Philadelphia Belt Line
The Philadelphia Belt Line Railroad, a 16-3 mile line railroad within the
City of Philadelphia, has asked for the imposition of "equitable" reciprocal switching
rates for any carrier that might, in the fumre, obtain access to Philadelphia and for
imposition of reciprvX:al switching righis on behalf of CP/D&H. (PEL-10)
Shippers on the Philadelphia Bell Line today have access to only one Class
I carrier — Conrail ~ and post-Transaction will have access to both CSX and NS. In
addition, CP, on whose behalf the Bell Line purports lo act in its submission, will have
commercial access to Philadelphia Bell Line shippers under tiie Settiement Agreement
with CSX. Thus, the Philadelphia Bell Lme's simation will be dramatically improved as
a result of this Transaction, and there is norationalefor a Board-imposed remedy.
Intemational Paper
IP alleges that it cuirentiy enjoys single-line service via Conrail between its
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facility at Lock Haven. PA and its paper mill in Erie, PA. IP is e^^resses concem about
the joint-line service it will receive following the Trusaction. I understand from Conrail
that the move is currentiy originated by a shonline railroad, die Nittany and Bald Eagle,
which switchestiieIP facility at die Lock Haven end of die movement. We believe tiiat
die service to be provided by CSX and NS for IP will be similar, if not identical to. die
service IP receives today over the existing route. I would also note that the proposed
Transaction will give NS a iingle-line route for die Lock Haven/Erie movement. Traffic
could move on NS from Lock Haven duough Bafblo to Erie, and CSX would provide
switching service at Erie.
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VERIFICATION

I, Christopher P. Jenkins, declare under penalty of perjurytiiatthe foregoing is
true and correct. Further, I certify' that I am qualified aii^i authorized to file this verified
statement.
Executed on December 8, 1997.
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In the Matter of
CSX CORPORATION AND CSX TRANSPORTATION, INC., .NORFOLK SOUTHERN
CORPORATION AND NORFOLK SOUTHERN RAILWAY COMPANY
- CONTROL AUr OPERATING LEASES/.AGREEMENTS CONR.AIL INC. AND CONSOLIDATED RAIL CORPORATION
STB Finance Docket No. 33388

REBLTTAL VERIFIED STATEMENT
OF
JOSEPH P. KALT

I.
I.A

INTRODUCTION
Introduction and 0% er\ ie« of Topics Covered
My name is Joseph P. Kalt. I am the Ford Foundation Proressor of Intemational Political

Economy and Faculty Chair of ne Economics and Quantiiative Methods Section ai the John F.
Kennedy School of Govemment. Hanard Umversity. Cambridge, Massachusetts. 02138. In
addition. I work as an economic consultant vvith The Economics Resource Group. Inc., One
.Mifflin Place. Cambridge. .Massachusetts. 02138. I have previously filed a Venfied Statement in
this proceeding on behalf of .Applicants CSX Corporation and CS.X Transportation, Inc. (together
reterred to herein as "CSX"). My statement focused on the implications of the proposed
transaction for the competitiveness and efficiency of the nation s railroad system. My previous
statement also provided details regarding my qualifications and included m\- curriculum vitae.
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I have now been asked by CSX and Norfolk Souihem Corporation/Norfolk Souihem
Railway Company ("NS") to review and comment upon submissions made by a number of
parties relating to the Application of CSX and NS for control of Conrail Inc. and Consolidated
Rail Corporation ('Conrail"). This Rebuttal Verified Staiement reports the results of my study
and analysis of the submissions of selected parties thai have raised economic issues regarding the
proposed transaction. In particular, I address here analyses and arguments raised by various
commentors in three primary areas:
•

Asserted Harm Due to Expansions of Competition: .A number of commentors
express fears that the proposed transaciion "s enhancements of compelilion in certain
high-volvime traffic areas will adversely affect the competitive fortunes of certain
shippers and/orrailroadslocated outside of such areas. These commentors typically
request lhat the pro-competitive nature of the CSX'NS acquisilion and disposiiion of
Conrail be extended fiirther to include the commentors' lerrilories.

•

Supposed Harm Due to Vertical Integration and Expansions of Single-Line
Service: Several commentors express coicem that the vertical, end-to-end integration
of Conrail into CSX and NS vvill adverseiy affect shippers by causing post-transaction
rates to rise (apparently) in response to supposed adverse effects on competition or
the expansion of single-line service. These parties seek conditions on the transaction
that would compel the .Applicants to either extend their pro-competitive Shared
Assets Areas (SAAs) to unspecified broader areas, grant system access lo intervening
parties via trackage (or related)rights,or impose tighter regulatory limits of rates on
"bottleneck'" routes.

•

Proper Interpretation and Regulatory Treatment of the .Acquisition Cost: Multiple
commentors express objection' to the purchase pnce ihat NS and CSX have paid for
control of Conrail, argi.ing that a so-called "acquisition premium" (measured in
numerous and incons.'siint ways) will adversely impact shippers by loosening
regulatory oversight of CSX's and NS's rates and/or by putting CSX and NS under
special financial pressure to raise rates. Ti<."se parties typically request that the
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difference between the purchase price of Conrail and Conrail's pre-transaction net
book value be e.xcluded for purposes of calculating applicable jurisdictional
thresholds and making revenue adequacy determinations.
I.B

Summarv of Findings
As discussed in m\- original verified statement, my analysis indicates that the competitive

effects of the CSX'NS acquisition of Conrail are decidedly and demonstrably positive. The
transaction would introduce dual service areas into a large portion of Conrail's otherwise solely
rail-served territorv, while adopting measures to ensure that multiple rail carriers will continue to
compete where the CSX and NS integration of Conrail would otherwise eliminate multiple rail
options for shippers. These competition-enhancing and competition-protecting terms of the
Applicants" proposai are complemented by tiie very substantial cost savings and service
improvements that the integration of Conrail's Northeast system into the CSX and NS networks
portendi'. The e\ idence is compelling thai the savings from this integration are on the order of
hundreds of millions of dollars per year. The projected service improvements for shippers arise
from expanded single-line operations, streamlined interchanging and handling, and enhanced
equipment and yard utilization. Upon analysis of the issues noted abov e that commentors raise, I
do not find lhe foregoing conclusions lo be overtumed. Specifically:

•

Implications of Enhanced Competition In any market, il is understandable that
consumers of a good or service prefer more, raiher than fewer, competitive opuons. It
is also understandable lhat users of railroad services would seek to use the evident
oppormnity of a control proceeding to pursue such a preference. Nevertheless, from a
public policy perspective, the extent of the proper scope of review is the protection of
competition relative lo its pre-iransaction status quo. Complaints tiiat otiier people
and businesses vvill be made relatively better off by more rail-to-rail competition and
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improved service are not grounds for denying or further conditioning a railroad
control transaction. Even when the acquiring panies to a control transaction—NS and
CSX in this case—put forth a proposal that offers to enhance competition relative to
the status quo, sound policy is not compelled to then try to push the parties yet
further. To do so would put railroad policy back into the losing game of try ing to
micro-manage the winners and losers in railroad markets. It uould also make the
outcome of control transactions more onerous and/'or less certain. This would only
discourage parties from seeking out cost-saving and serv ice-improving transactions of
the type at hand.
Purported "Vertical" Effects of the Transaction: The integration of Conrail's assets
into the CSX and NS systems portends substantial expansions of single-line service
for traffic originating and terminating in the Northeast. Moreover, by introducing
SAAs and related multiple-rail senice settings, the transaciion would eliminate a
large number of high-volume bonlenecks otherwise attnbutable to Conrail's soleservice stat'is in its territory. The arguments proffered bv' various commentors
purporting to demonstrate that expansions of single-line service portend harm to
competition and shippers do not weaken these conclusions. UTiere parties do offer
evidence of prospective anti-competitive implications of the vertical integration of
Conrail into CSX and NS, such evidence is seriouslyflawedand fails to suppon the
commentors" contentions. In fact, such corrurientors" analv ses pertain to situations in
which horizontal competition (i.e., between compet :ors at a common point) might be
reduced. They do not penain to bottleneck situations, nor do they support the
requests for c'>nditions sought.
•

T.ie So-Called "Acquisition Premium": There is considerable confusion among
commentors conceming the defimtion and implications of asserted "acquisition
premia." A '"market acquisition premimn," defined as the difference between an
acquired firm's purchase price and its pre-transaction stock market value, is an
expected and common occurrence. In the case at hand, the market acquisition
premium does not plausibly reflect capitalization of expected market power somehow
awaiting CSX/Conrail and NS/Conrail. The acquisition cost does refect the best
measure of the fair market value of Conrail given the opportunity to reaii^e the cost
savings and traffic gains tiiai the transaction offers to the marketplace. With fair
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market valuation of Conrail's assets in the transaction at issue here, this valuation
provides a proper basis for measuring andregulating,if necessary. arailroadunde;
revenue-adequacy andrate-reasonablenesscriteria. The use of a measure of value
less than the fair market value would discourage parties from seeking out efficient
and productive restructurings of the rai road system.

IL

CONDITIONS RELATED TO THE EXPANSION OF COMPETITION UNDER
THE TRANSACTION ARE UNWARRANTED AND POTENTIALLY HARMFUL
The proposed joint acquisition of Conrail by CSX and NS will expand competitive

railroad options for a very large number of shippers and a very large share of Conrail's otiierwise
solely-served traffic.

Several commercially important areas (i.e.. North Jersey South

Jersey/Philadelphia, and Detroit) will be operated as Shared Assets .Areas with both CSX and NS
serving customers and/or facilities in those areas where previously Conrail was the only rail
altemative. Similarly, substantial portions of the Monongahela coal region. a«: well as the
.Ashtabula Harbor facilities on Lake Erie, will be Joint-Use Areas in vvhich customers will have
access to both CSX and NS service. This will creaie comoetiiive, singie-line service to any point
on the CSX or XS networks. For convenience, 1 vvill refer to the combination of botii Shared
.Assets Areas and Joint-Use Areas as Shared Areas (oi S.As).

Among commenting parties, there appears to be wide-spread recognition that the SAs
portend substantial enhancement of competition where Coru-ail previously dominated. Numerous
intervening parties echo the sentiment of the Erie Niagara Rail Steering Committee to the effect
that:

"[T]he businesses located in the Shared Assets Areas will obtain head-lo-head rail

competition benveen CSX and NS under the proposal, which expectedly would result in lower
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transportation rates and costs for such businesses."' Moreover, a very large amouni of traffic
stands to benefii directly.

As shown in Figure 1, more lhan one million units of the

approximately two million units of traffic that receive rail service exclusively from Conrail will
experience dual rail service under the CSX/NS proposal.
The improvements in competition and service promised by the SAs unambiguously
promote the public"s interest in an efficient and competitive railroad sysiem. The prospect of
these improvements in the nation's rail service, however, has led shippers and some railroads
who are not located in the SAs to seek either similar improvemenis for themselves, or insulation
from the marketplace effects of improvemenis realized by competitors located within SAs. As
one commentor argues: " I know from experience that having a real choice of vendors leads
directly to lower prices and better service. Under the [Applicants"] plan. I see these benefits
going to our Market's competitors, but not to us, with the predictable result lhat their market
shares will grow at our e.xpense.""' Commentors in this posiiion request protection from this
relative char'ge in fortunes in the marketplace in the form of an STB-mandated e.xiension of the
.Applicants" Shared Assets Areas' coverage,^ or an STB-mandated expansion of Joint-Use

See Erie Niagara Rail Steering Committee (ENRS). "Comtnents. Evidence and Requests for Conditions," at 3.
See also. New York State (NYS) and the New York City Economic Development Corporation (NYCEDC),
Robertson V, S ai 7, NYS, Pataki V.S. at 3, NYS, Bank^ V S. at 4; NYS, D Arrigo V.S. at 3; NYS, Firestone
\' S at 2-3. NYS. Christie V.S at 4.
NYS. D'Arrigo V.S at 3.
See. e g . the Erie Niagara Rail Steering Comminee (ENRS). "Comments. Evidence and Requests for
Conditions." at 6, Indianapolis Power and Light (IP&L), "Supplemental Comments, Evidence, and Request
for Conditions." at 13; and in support of ENRS: NYS, "Comments." at 5: Niagara .Mohawk Power
Corporation (KIMO), ' Comments. Evidence and Request for Conditions." at 2-3; Atlantic City Electric
Company and Indianapolis Power and Light (hereinafter ACE, al), ".'oint Comments. Evidence, and
Request for Conditions, " at 5; and Ace, et a/ /Consumer Energy Company. KaprvDunbar V.S. at 21.
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Figure 1

CONRAIL TRAFFIC IN SOLELY-SERVED POINTS THAT
WILL RECOGNIZE DUAL R.4IL OPTIONS POSTTRANSACTIOh

Units
(in Miliions)

Percent

Total Conrail Traffic

3.300

Total Pre-Transaction Conrail
Traffic Solely Served

2 204

66.8%

Total "Solely-Served" Conrail Traffic Receiving
Dual Options Post-Transaction

1.038

47.1%

Note "Units" represent raiicars or intermodal trailers (as appropriate) measured as Conrail terminations and
interline originations
Source 1995 STB Waybill Sample.
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Areas.' Others argue that the protection should lake the form of trackage or haulagerightsto the
Applicants' terminals or interconnections '
The justifications for such STB interventions take differing forms. Some commentors,
e.g.. New \ork State, et al, and the Erie Niagara Rail Steering Committee, argue that
competition in the SAAs will drive dovvTi transportation rates for shippers in the SAAs, thereby
harming the end-market competitors of those shippers located off the SAA lines.* Cenain shortline railroads (e.g., the New England Central) argue that they vvill carry smaller volumes of
traffic because improved efficiency and pricing will lead the marketplace to favor the Applicants'
transloading facilities rather than those outside the expanded network.' One shipper group, the
Erie Niagara Rail Steering Committee, argues that its region is comparable across commodity
types, volumes, revenues, route miles, R/VC ratios, and numbers offreighistations to the areas
that will be Shared Assets Areas, and therefore, the STB should condition the CSX/NS
transaction upon the creation of a "Niagara Frontier Shared Asseis Area" in order to "cure" the
effect of greater competition.* .A iiumber oi commentors assert that the current arrangement of
railroaas falls short of the intent of the USRA's 1975 Final System Plan (FSP), and therefore, the

Eg. PEPCO would like to .have the Applicants Monongahela Joint-Use Area extended to Rochester &
Pinsburgh's Mine 84. Potomac Electric Power Ccmpany, "Comments and Request for Conditions," at 23.
See, e g . the New England Central Railroad. Inc. (NECR), "Responsive Application," at 2-3; the Housatonic
Railroad Company Inc., "Request for Protective Conditions and Comments," at 21-22; NYST^'YCEDC, "Joint
Responsive Application," at 1 (hereinafter, collectively New York State, et al.), and NIMO, at 4-5.
NYS NYCEDC, Robertson, at 7, 12; ENRS, "Comment," at 3.
See, eg. NECR, Carlstrom, V.S. at 5; Housatonic Railroad, "Request for Protective Conditions and
Comments." at ' 3.
•

ENRS. Fauth V.S at 54
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STB should modify the transaction as proposed to more closely resemble the FSP.' Finally,
certain commentors argue that, having opened the door to shared access to rail facilities, the
Applicants lack any reason for not follov»ing ihrough with more such areas (apparently to be
chosen by commentors).'"
II.A

Competition, Competitors, and Competition Policy
Writing on behalf of commenting electric utilities, Atlantic City Electric Company and

Indianapolis Power and Light ("ACE", et al.) and Consumers Energy Companv . Drs. Kahn and
Dunbar assert that: "The Applicants, having endorsed the concept of equal access in various
regions of their own choosing, are not in a posi.

to argue the same concept should not be

extended lo other areas adversely affected by the aL^_isilion."" This represent.*: a raiher gross
misrepicsentation of both the genesis andftmctionof the Applicants" S.As. but serves lo hjghlight
the underlying premises of parties seeking expansions of the size and number of S.As.
As discussed at length in my Verified Statement,'- the Shared .Assets Areas have not been
designed tc remedv competition problems created by the transaction in "areas adversely affected
by the acquisition"" (per wimesses Kahn and Dunbar). Common and well-tested remedies such
as those applied by the Applicants in this case to so-called 2-to-l locales are found in trackage
and related arrangements. The proposed Shared Assets Areas go far beyond such arrangemenls,
introducing additional rail options for shippers over broad areas vvhere sole-serv ice by Conrail is

See, e g , NYS NYCEDC, Argument of Counsel, at 7.
'•'

See Kahn and Dunbar V .S. on i,iehalf of ACE, et al., and Consumers Energy Company, at 21.

"

KahaTDunbar V.S. at 21.

'-

CSX'NS-19, Vol. 2A, Kalt V.S. at 7. 19-26.
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otherwise the pre-transaction status quo. They have been designed by the Applicants as the
product of business negotiations in which both CSX and NS hav e sought to establish tiieir
respective integration witii Conrail's system so as to productive!) meldtiiatsystem into tiieir
own by taking advantage of synergies and imtapped efficiencies.
Consider, for example, the North Jersey Shared Assets .Area affecting northem New
Jersev and the southem portion of the New York City metropolitan area. This area was not
"adversely affected by the acquisition"'' absent designation as a Shared Assets Area. In fact,
traffic intiieNew York City BEA was overwhelmingly solely served by Conrail.'^ Ratiier, tiie
analysis of trafficflowsand synergies described by the Applicants in their Application makes it
clear that traffic originating and terminating in the Nortii Jersev Shared Assets Area carries
substantial market opportunity for integration into ; u ii tiie CSX and NS systems—and it is
reasonable that both CSX and NS would seek such integration in order to make the acquisition
and disposition of Comail "work" for each Applicant. The result, as shown in Figure 2, is that a
huge portion of the North Jersey/New York area (i.e., the BEA) rail traffic by Conrail will see tiie
introduction of dual rail service under the CSX/NS transaction.

The proposed Transaction represents the negotiated balancing of interests by the
Applicants in order for them to undertake the rationalization of Conrail s iniegration into the
nation" s eastem rail network. As detailed at length in my Verified Statement, this rationalization
is long overdue. Its delay since Conrail was bom of political forces has demonstrably been tiie

As wimesses Kahn and Dunbar imply per the quoted passage above.
"

CSX/NS-19, Vol, 2A. Kalt V.S. at 59.
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Figure 2

THE INTRODUCTION OF DUAL RAIL OPTIONS IN

Pre-Transaction: Conrail Solely Served Traffic

THE NEW YORK BEA

732,602 Units

— Of Which —
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11

Post-Transaction: Traffic w/ Dual Rail Options

94.5%

nn...^ measured as Conrai! terminations and interline originations
.ote • units ' represents raiicars or intermodal trailers (as appropnate) measured

source of i.mDediments to productivity, insulation of Conrail from intramodal competition, and
unrealized potential for service improvements.'' The public is a direct beneficiary of the procompeiiiive and cost-saving consequences of tiie Shared Assets Areas that the private sector
negotiations ofthe Applicants has produced.
Public policy toward acquisitions snould welcome and encourage the kind: of procompetitive negotiationstiiathave produced tiie S.A.S proposed by CSX and NS. For tiiird, fourth
and fifth parties to insert themselves mto such negotiations, however, on the grounds that the
Applicants should be required

aeiiver up even more of a good thing entails substantialrisksto

the public interest These prospective errors are of at least rwo general types. First, injecting the
private interests of third parties—parties who do not have tiieir own capital invested in an
acquisilion—into pro-competitive negotiations over, e.g., the designation of shared assets, can
only introduce a disharmony of interests and deter Applicants who do have their capital on the
line Second, the inteijection of the pnvate interests of diird parties raises the nsk that otherwise
pro-competitive actions by Applicants will be sub-optimized, distorting Applicants' incentives to
minimize cosls and maximize their abilities to yield value for customers throughout their
networks.

From the perspective of sound principles of public policy, the occasion of an acquisition
should not be an excuse for the govemment to attempt to master-plan the nation's railroad
network." Oversight policv oroperly focuses on the protection oi 'ompetiiion, seeing to il that

CSXNS-19. VM 2A, Kalt V.S. at 17-19.
A few commentors argue that the transaction deviatesfromthe Final System Plan (FSP) issued by the USRA
in 1975. and that public policv should require that the rransaction more closely execute the FSP. (See, e.g..
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railroad control transactions do not diminish the force of competition relative to the pretransaction status quo. Using the occasion of a control proceeding to address real or advocated
problems that are not transaction-related inappropriately invites the policy process to become a
venue for self-serving policy advrcicy.'^ Raising of non-transaction-related issues, real or
imagined, in a merger proceeding forces the policy maker to consider these issues within the
anahlicfirameworkand information relevant to making decisions regarding competition, as
opposed to those for considering broader transportation policy concems.
None of this is to say, of course, that railroad control proceedings should be anything less
than a.ssiduously vigilant in protecting the public from transaction-related effects that are anticompetitive. The SAs. howevei-. zu-e not anti-compelitive. They are the contrarv. Indeed, this is
the complaint of commentors seeking to compel CSX and NS to expand the scope cf SAs and
related provisions under their transactions.
II..A.1

Impacts on Shippers
As noted above at the core of relevant commentors" desires for expansions of SAs and/or

protection from the efficiency and pro-competitive consequences of the Applicanis" SAs are

Erie Niagara Rail Steering Comminee's wimess Fauth V.S at 10 Livonia. Avon &. Lakeville, "Responsive
Applicatio.i.' at 10 NotNviihstanding whatever ments commentors see in a 22-vear-old recommendation for
restructuring the rail industry, it is not relevant to this ransaction What is appropriate is to guard against
competitive harm through reduced competition that may occur in this transaction, not to attempt to force this
transaction to conform to a decades-old planning document.
Two examples of this type of behavior come to mind The Livonia, .Avon and Lakeville Railroad Corporation
(LAL), for example, seeks to obtain new interchange rights with the P.&S in a Conrail yard that will be
operated by CSX post-transaction (LAL, "Responsive Application." 2t 12). Similarly, the IC seeks to force
the sale of rwo miles of CSX track on the Leewood-Aulon Line near Memphi:, because it perceives CSX to be
obstructmg IC oper mons on these lmes. Regardless of the merits of these clamis. 'hey are not related to the
transaction noi are V ey concemed with any change m competition arising out ofthe transaction, and thus, are
not appropnntely ac dressed in the context of ? transaction review

P-241

concems that improvement in the productivity and performance of competitors will adversely
affeci the relative competitive formnes of such commentors. It would be wholly inappropriate
and impossible, however, to hold competition policy to a standard of both protecting competition
and promoting efficiency, on the one hand, and ensuring that successful transactions do not upset
the pre-transaction marketplace positions of all shippers, on the other. It is umeasonable and
umealisiic to expect that any significani merger or acquishion vvill affect all suppliers and
consumers in the same manner. In fact, the complaints of commentors in this regard might just
as well be lodged against any actions that their competitors or their competitors" suppliers around
the world or the nation -ike which make such competitors more efficient and competitive. Such
actions, whether they arisefi-omimproved railroad rales and services or, sav . competitors"
invesiment in nevv technologies, inherenilv have the potential to upset the relative fortunes of the
different players in the marketplace. This is a descripti on of the process of compelilion that
properly links the fate of shippers across their national and international markets; and such
upsetting ofthe balance of parties in a marketplace is a desirable force in a dynamic economy.
From a factual point of view, shippers raising complaints ov er the pro-competitive effects
of the Applicants" SAs underestimate the degree to which shippers outside of the SAs vvill
benefit from them. In particular, the "relevant markets'" in vvhich the positive influence of S.As
will be fell are broader than the SAs themselves. Specifically, the boundaries of influence are
extended lo the extent lhat shippers outside the SAs are linked to SA rail service by truck (or
other modes). That is, the competitive influence of increased rail options in a Shared Area io
shared by. for example, shippers of at least tmckable products when the reach of trucks is
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enhanced. Moreover, end-product competition that links SA shippers and non-SA shippers
disciplines transportation costs for the latter, and non-SA shippers and consumers who rely on
goods shipped by SA shippers clearly are beneficiaries.
Consider, for example, claims of the New York Cit} -area respondents located outside of
the SAs." New York State, et al, claim that "shippers and receivers in New York City and on
Long Island...and other areas of New York south of Albany and east of the Hudson River... will
be disadvantaged relative tc their counterparts on the west side of the Hudson." "

They

conclude that these shippers are deserving of trackagerightsalong the east side ofthe Hudson.*"
Not only is the requested "remedy" inappro^/iiatc as a component of competition policy
for the reasons discussed above, bu' the purported harm to non-SA shippers is misrepresented.
The reasons for this are the close proximity of the bulk of purportedly-harmed shippers to the
SAA in the New York metropolitan area and the ready accessibility of tmcks to the bulk of the
traffic of such shippers. Indeed,tiiebulk of all shippers east of the Hudson stand to benefit from
SAA competition and efficiency. As shown in Figure 3, substantial traffic in the East-of-Hudson
region is made up of goodr that can be and/or are already tmcked by trailer or container for part
of their routing. Figure 3 shows that 42% of the 27,168 units of traffic terminating or originating
in the 11 -county region er.st of the Hudson and south of Albany are commodities that are

"

State of New York and the New York City Economi- Development Coir.niission.

'*

State of New York, et ai., Brief at 4, Robertson V.S. at 2

•°

Brief, at 5
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Figure 3

TRUCK OPPORTUNITIES IN THE EAST-OF-HUDSON
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generally "tmckable." i.e., they are commodities that can and do move intermodally.-' Thus, for
example, the East-of-Hudson shippers of white wines, or fruit and produce, cited by commentors
vvould benefit from the introduction of competition in the North Jersey S.A,A because any threat
to raise prices outside the immediate vicinity of S.AA nodes could credibly be met with a threat
to terminate rail moves in the SAA and then ship by truck to eastem New York."" In the
presence of ample tmcking altematives, sole-serving carriers are constrained in their pricing
behav ior, and requests for dramatic policy inten entions are not warranted.
End-market competition can also limit the ability of solelv -serv ing carriers to raise prices
for commodities lhat are not truckable. If Comail's shippers are unable to compete successfully
in their markets and greatly reduce or slop shipping products and raw materials. Comail loses.
Conrail currently has the incentive lo keep the businesses it serves compelitive in tiieir respective
end markeis by offering attractive combinations of price and quality-of-service for the
transportation services it provides. CSX and NS will be in the same position when they step
into Conrail's shoes. To the extent that the pro-competitive introduction of nevv rail service in
the S.As increases competition in the product markets for shippers not in the S.As. CSX and NS
w ill have an incentive to lower rail rates in non-S.A locations to those shippers affected by endmarket competition in order lo retain profitably such business. Thus, wherever companies
outside the reach of the direct spill-over effects of SA transportation competition are compeung

• Truckable" here is designated as traffic showing at Last ten percent TOFC COFC movement. This reflects a
clear dividing line between heavy, bulk products thai are poorly suited to trucking, and those kinds of products
that can and do readily take advantage of truck services. Following the methods of New York State and
N^'CEDC's witness, Robertson. Figure 3 excludes from the Waybill data movements to and from the General
Motors Tarr>iown plant. See Robenson, V.S. a: 9.
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with shippers inside the SAs (as many commentors allege is happening).-' CSX and NS will have
the incentive to maintain or enhance the quality of service and attractiveness of pricing."*
Finally, commentors' analyses are limited by their exclusion of the effects of the
Canadian Pacific Railway (CP) agreement on competitive rail options. Because the CP-NS-CSX
agreement was announced on the same day as the respondents' filings, their analyses do not
adequately capture the competitive options for rail service that thev will have if the iransaction is
approved. As publicly announced, the agreement will introduce competitive options for shippers
in eastem New York, in the Niagara Frontier, and in other regions across the Northeast. More
specifically, the caniers have agreed to traffic interchange and interline marketing arrangements
for shippers in New Jersey, Buffalo and the Niagara Frontier area, greater Philadelphia, and other
areas in the Conrail lerritor> . Shippers in the Nevv York City area and Long Islsmd vvill have
effective access to lhe CP for traffic currently moving by tiuck. Similarly, shippers in Montreal
vvill have access to CSX."' Thus, shippers affected by the v.? agreement who are outside the SAs
will witness more rail transportation options than in the pre-transaction status quo. and more than
See, e g , Responses of State of New York to CSX's First Set of Interrogatories and Requests for Production of
Documents, at 8-9 (Vol 3)
New York State^NYCEDC, "Joint F,.esponsive Application," at 8-9, Erie Niagara Rail Steering Committee,
• Comments," at 3. See also CSX'NS-19, Vol. 2A, Jenkins V.S at 40 ' I expect that the discretionap.'
business in the shared areas where both CSX and Norfolk Southem will operaie will constirute a powerful
bargaining chip for our customers, allowing them not only to negotiaie attractive rates from the shared areas
but also giving them leverage to negotiate attractive rates on traffic outside the shared areas."
Indeed, a profit-seeking raiiroad would, if necessar.-. be willing to price down to full incremental cost rather
than see all its trafficfromthat shipper or location disappear A railroad cannot be expecied to do more, since
funher reductions m price amount to a subsidy to such shippers.
CSX. "CPR Reaches Commercial Access Senlements with Both NSC i»..d CSX Prior to STB Filing Deadline,"
CSX Press Release, 10/21/97. Note also that the Canadian National Railway and CSX agreed to "new
arrangements at Buffalo, NY, which w.ll enable CN and CSX to bener compete for neu business in the
region." Burke, Jack, "CN. CSX Cut Deal. Canadi?.n National now supportmg Conraii breakup plan; CP still
talking," Trafiic World. 9 1 '97, at 23.
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those analyzed by intervening commentors who complain of the pro-competitive effects of the
SAs in the Northeast.
ILB

Summary
The joint acquisition by CSX and NS represents the balancing of myriad business

judgments. The predominant impact ofthe transaction is to enhance compelilion and efficiency
through the creation of the Shared Areas and the introduction of improved single-line service.
Many of the commentors' requests to the STB to rewTite tiie business relationship among the
railroads in the transaction arise fi'om what amount to complaints about improved rail efficiency
and compelilion, Fhese commentors have not had their rail options reduced, and they generally
do not claim tbat the transaction reduces competition. The commentors' concem is that the
benefits of the CSX/NS transaction accrue relatively more, or entirely, to the commentors'
competitors.
Competition policy is properly focused on making sure that transactions are in the public
interest and do not harm competition. Preventing harm from reduced competition is a proper
goa! of merger policy and an appropriate rationale for intervention that restricts and modifies the
options or merging parties. The types of claims discussed above, however, are not valid claims
stemming from reductions in competition resulting from the CSX/NS transaction. Providing
"relief from greater competition would be inconsistent with the economics underlying sound
merger policy and would run substantial risk or distorting and limiting the pro-compelilive and
cost saving effects of the CSX/NS acquisition of Conrail.
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III.

ISSUES OF VERTICAL INTEGRATION

III.A

Over.iew
Several commentors in this proceeding have raised concems regarding the proposed

transaction resulting from changes in the vertical relationships benveen CSX, NS, and Conrail.
These concems fall into three fundamentally inconsistent categories:
•

First are concerns that arise from the loss of single-line sen ice for certain mo\'ements
on the Conrail system tiiat will become interline CSX-NS moves following the
transaction.-*

•

Second are concems primarily expressed by railroads that interconnect with Comail
regarding the loss of neutral gateways and carriers due to the operational control
provided to CSX and NS from the transaction.^'

•

Third are concems raised by several utilities regarding the potential competitive harm
arising from increased venical integration and the provision of new single-line service
on moves tiiat are currently interlined." These concems are expressed in terms of
competitive harm caused by the loss of origin competition due to increased vertical
integration. The evidence and argument, however, are as much concemed with pure
end-to-end vertical joining or with horizontal issues."'

The overwhelming impaci of the merger mns counter to the claims of these parties. One
of the pnmar> benefits of the joint acquisition of control is to introduce nevv single-line service
on a brnad scale where none was possible before and to provide the benefits of a larger, more
integrated rail network to all shippers ontiiecurrent Comail system.'" Single-line service results
in improv ed reliability, reduced delay, lower transactions costs for shippers, and reduced damage

"

See. e g . FNRS. "Comments." at 23: CMA'SPl. "Comments." at 24-25.

••

See eg. NECR. "Responsive Application." at 7; ASLRA, "Comments." at 4; IC, Skelton V.S. at 6-7;
CMA SPI. "Joint Comments," at 26-7..

:s

See. e g . ACE, et al, "Joint Comments." at 32: CEC, "Comments," at 3.

*

See, e g . ACE, et al, Crowley, Kahn'Dunbar.

"

CSX'NS-! 8, Vol 1, McClellan V.S at 511.
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and loss.'' As such, single-line serv ice is one of the main benefits of the transaction." By
integrating the operations of the Conrail system vvith the CSX and NS rail systems, shippers on
the Comail system vvill benefit from enhanced single-line service to many locations that
currently require interline movements.
.Another main effect of the merger is to introduce intramodal rail competition into areas
which were previously served by one railroad. The extension of both CSX and NS into the
Shared Ajreas (S.As) provides competitive benefiis. in part, through the elimination of vertical
"bottlenecks." Nearly half of the current Conrail iraffic from solely served origins will receive
dual rail options which will result in the elimination of bottlenecks al these locations.^' The
remov al of the bottleneck carrier from the Conrail locations dramatically reduces bottlenecks
located anywhere on a move from these locations. For example, the transaction will eliminate
bonlenecks, as determined at the BEA level, on 95% of the traffic originating or terminating in
the Nevv York BE.'X. '' The introduction of dual-serv ice options in a number of high-traffic areas
has the ovenvhelming effect of reducing bonlenecks and increasing competition in the U.S. rail
svs'i'?m

CS.X>JS 19, Vol. 2A, Kalt V S at 28-39, Interstate Commerce Commission, Burlington Sorthern Inc. and
Burlington Sorihern Radroad Company—Control and Merger—Santa Fe Pacific Corporation and the
Atchison. Topeka and Santa Fe RaiUay- Company. Finance Docket 32549 Decision No. 38. August 16, 1995,
(heremafter S.VSamj Fe Decision) at 64; CSX'NS-21. Vol, 4B, Cla.xton Poultry Farms at 632; CSX/NS-21,
Vol. 4C, Duferco Limited at 114; CSXNS-21. Vol 4D. Magcneau.x. at 278
CSX'NS-18, Vol. 1, McClellar: at 511.
See Figure 1
CSX/NS-19 Vol 2A. Kalt V S. at 58, Fiaure 8.
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The introduction of two carriers mto the SAs should eliminate all plausible concems of
harm from vertical effects for ihocj areas. The local bottleneck carrier has been eliminated.
With shipper access to each sysiem. it vvould be impossibh for eithei railroad tc foreclose ih.'
other, even if it vvere to wish to engage in such foreclosure despite being against ils OWT^ inierest
to do so. Neither CSX nor NS will be able to foreclose each other; each raiiroad can serve these
shippers through single-line movements to all locations on each of their syiiems. Only under the
implausible assumption lhat single-line service is inherently vvorse than interline serv ice can the
nev competition beiween CSX and NS be viewed as causing harm.
III.B

Single-Line to Interline Sen ice
Single-line serv ice is one of the pnniary public benefits to shippers of this transaction as

well as other railroad mergers.-" Single-line senice increases efficiency, reduces trarisit times
and delav-s. reduces damage and breakage, and in general makes rail transponation more valuable
to shippers and more competitive vvith other modes of transportation. '" The overwhelming net
effect ofthe mercer is to create new single-line serv-'ce with benefits for the affected shipper?
As the CSX and NS transaction rationalizes 'he operation ofthe Conrail system, however,
certain movements that are cunently single-line Comaii movements wil! become interiine

CSXNS-19. Vol 2A. Kalt V.S. at 31. CSXNS-I8. Vol. I , .McClellan at 511; B.VSCMM Fe Decision, at 64;
CS.XNS-21, \ ol 4B, Cla.xton Poultry Fanns at 632, CSXNS-21, Vo! 4C, Duferco Limited at 114; CSX'NS21, Vol. 4D. Magotteaux. Vol. 4D at 278; Surface Transponation Board, L'nion Pacific Corporation, Union
Pacific Railroad Company, and .Missouri Pacific Railroad Company - Control and Merger - Southern
Pacific Rail Corporation. Sou'hern Pacific Transportation Company . Si Louis, Sou.hwestern Rath ayCorr:pam . SPCSL Corp. and the Denver and Rio Grande Weuern Railroad Company. Finance Docket 32760,
Decisior, N'o. 44. August 6, 1996. (hereinafter UP.'SP Decision), at 113.
CS.\NS-18. Vol 1. McClellan at 511, ICC BSSantc Fe Decision, at 64: CS.XNS-2!, Vol. 4B, Clav
Poultry Farms at 632; C >XNS-21, \'ol. 4C, Duferco Limited i !4; CSX,NS-21, Vol. 4D. Maaon^.-aux. Vol.
4Dat 278.
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moves. Some com-nentors complain about the loss of single-line service for some routes.^ A
shift fi-om single-line to interline occurs only in the specific circumstance where a move:
a) originates and » ^ .nates on the existing Conrail system.; b) vvill not originate or terminate in
any of the Shared Areas: and c) where the control of the originating and terminating locations
w ill be divided between NS and CSX, Regardless of thefi-equencyof such changes, the shift
fi'om single-line to interline service does not represent a harm to competition nor does it portend
an exercise of market power by the Applicants.
Overall, the quantity of traffic that goes Irom single-hne to interline service is a small
portion of the traffic affected bv the iransaci.on. As ciscussed in the 'V.S. of NS wimess
McClcilan. the amount of new single-lin'j serv ice created by the transaction is more than six
times the amount of single-line serv ice lost."^' Even for commentors who specifically fall inio tiie
category of losing some amouni of single-line service, the eiTect'.^modesi. The submission on
behalf of the Erie-Niagara, for example statestiiatthe do lar amount of traffic losing single-line
exceeds that gaining single-line.'' The imp. t m that region, however, is less lhan an [[(

]]]

percent net shift in existing Conrail traffic th,it will become interline. That is, the percentage of
existing Conrail iraffic ihat is interline goes from [[[
single-line traffic goes fion [[[

]]]. while the percentage oi'
J]]."" The submission by the CMA'CPI

complaining about tne loss of single-line service explicitiy recognizes that the represented
See e g , ENF ^, "Comments," at 23; Chemical Manufacturers Association/Society of the Plastic Industry
(CMA/SPl). "Joim Comments." at 2
"

CSX/NS-18. Vol ', McClellan at 550.
ENKS, "Comme its," at 24.
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shippeis acmally gain new single-line service on more than twice as much traffic as where
single-line service is lost (13,000 carloads versus 6.000 carloads),*' As is pointed out in the
Application, the overall effeci of the CSX/TMS transaciion is a verj- large net increase in singleline service.
III.C

Economics of Vertical Integration and Bottlenecks
Despite the fact th.x' the overwhelming eff'ect of this merger is to remove bottlenecks, it is

not surprising that commentors on this transaciion would raise bonleneck claims similar to those
raised in other proceedings.Those who descnbe situations that may be true instances of
vertical integr?'»iAn in "bottleneck" settings—i.e.. where a sole carrier to a location mer^v's with
one of several possiblv compeling upsiream. connecting ca-riers—have not offered evidence lhat
this transaciion would engender any anti-competitive effects to themselves or others ihrough the
elimination of vertical compelilion.
Those who purport lo offer evidence of the anti-competitive effects of vertical iniegration
arising from the transaction provide evidence ihat is not aop. icable to evaluating those claims.
As discussed below, the eviderce is, at best, useful for evaluating the relative performance of
interline and single-line service and the economic operations of the U.S. coal market and does

40

Derived from F.-iRS. Fauth \'.S. at 31 Note: [[[
r eated as sin' ,e-line

]]]"/« of Fauth's uncategorized traffic post-transaction is

CM.Vihi. Grocki \'.S at 15-16.
i T f , in L'jrface Transportation Board. Central Power & Lighi Company v Southern Pacify Transportation
Com^ -"v, Pennsylvania P.-)wer & Light Company \ Consolidated Rail Corporation: and Midamerican
Energy Ccmpc-ny \. Union Pacific Railroad Coinpany and Chicago and Sorth Western Railway Company
Decided: December 27, 1996, or m ICC. BS.'Santa Fe.
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not serve to suggest harm resultingfromvertical foreclosure.^' Moreover, I am unaware of any
commentors who provide specific evidence demonstrating that they will suffer competitive harm
from a change in the vertical ori.'anization of the rai! system resultingfromthis transaction. For
example, the coal consuming powci plants of Atlantic Citv- Elecnic served by Conrail are in n
Sha—d Assets Area and will now have two competing carriers; for the reasons indicated above,
such a circun;stance provides no reasonable possibility for competitive harmfromvertical
changes arisingfromthis transaction.
IILC.l

The "One-Lump" or "Neutrality " Result
Assertion: of harm raised by the commentors regarding vertical issues echo those heard

and rejected in other proceedings. Commentors theorize that when a rail canier that is the 5ole
carrier serving a destination (or an origin) merges with one of multiple upstream caniers in an
end-to-end transaction, this combination can cause the shipper to lose the benefits of upstream
(or downstream) competition. The merging downstream railroad is then alleged to foreclose
inefficiently the non-integr ited ups^eam railroadsfromcompeting fo' movements, causing the
shipper to lose the benefits of upstream competition.
The Board has examined similar claims many times before in other settings and has concluded, based on the economic evidence available to it. that such an outcome is inconsistent with
the economics of the railroad industrv ." The economics of the "one-lump," or "neutrality," result
demonstrate that, if upstream competition is sufficient, the sole destination (or origin) rail canier

See, for example, Crowley; Kahn/Dunbar on behalf of ACE, et al.
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has the incentive and the ability to captan all of the profit availablefiximmarket power in the
vertical chain, both before and after vertical integration with one of the upstream competitors."
More generally, even if upstream competition is imperfect, and the upstream carrier is able to
capture some ofthe "lump" availabie in rates above the competiti ^^e level, a vertical merger will
not create any additional ability to raise prices to the detriment ofthe shipper.*^
Figure 4 5.hcws the classic "rat-tail" case of vertical integration. Initially, a single
bottleneck carrier connects with two upstream carriers that serve the same origin. After a
vertical-integration transaction, the downstream bottieneck carrier merges with one of the
upstream carriers. Thus, after the transaction the integrated carrier must now decide whether to
provide upstrean camage itself or, effectively, to purchase such carriage, i.e., whether to "make"
or "buy" upstream transportation. A vertically-integrated, profit-seeking rail carrier has every
incentive to make an efficient "make-or-buy" decision. The vertically-integrated carrier will
remain properly neutral in deciding whether to pro^ ide carriage itself or to use carriage provided
by the competing carrier. If the competing upstream railroad can provide carriage at a price less
than what it costs the vertically-integrated carrier to provide the same service, then il has e .ery
economic incentive to use the competitor.

By inefficiently choosing to provide upstream

carriage ?.t an incremental cost greater than what it could "buy"fromthe upstream competitor,
the vertically-integrated carrier reduces the size of the lump of profits that it can eam. There is
"

BS/Santa Fe Decision, at 74; sec also Kalt Rebuttal V S. on behalf of B?>VSanta Fe in ICC Finance Docket
32548 (redacted).

4S

While the discussion is generally framed i; terms of singie downstream carrier with multiple upstream
competitors, the principles also ^ply if competition occurs downstream and there is only a single upstream
carrier Also, the term "profits" is used here in the econoriic sense of retums in excess of the full incremental
cost of providing the ser'ice.
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Figure 4

VERTICAL INTEGRATION AND BOTTLENECK CARRIERS:
The "Rat-Tail" Rail System
Origin
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no incentive for a profit-sejking, vertically-iniegiated carrier to harm or inefficiently foreclose
the competing canier from carrying iraffic.
Finally, to tbe extent that the incremental cost of the upstream movement to tne
vertically-iniegra'ed carrier, whether provided internally or by the competing upsiream carrier, is
reduced, the vertically-integrated carrier has the incentive to reduce rates to the shipper. Even if
it has markei power at the destination, the vertically-integrated canier that receives the benefiis
of lower upsiream costs has the incentive, thereby, to oiain additional profitable business by
lowering rates to the shipp-^r. Thus, shippers benefii in the form of lower through rales resulting
from competition-driven reductions in upsiream carriage costs, even when served by a verti 'lyiniegidted downstream bottleneck carrier.
III.C.2

Implications and Extension of tbe One-Lump Result
The one-lump result is broadly applicable lo a variety of market conditions. The classic

1 It-tail example of the one-lump result can be extended, with proper modifications, lo siru?iions
where: (i) there are different but competing originations, (li) there are upsireaiu carriers with
different incremental cosls of service, or (iii) commodities vvith varving supply and demand
conlitions are ii:nsported between the same origin and destination.

While some of the

suDsidiary implications of the one-lump result vary in these more complicated siiua.ions, the
fundamental implications for merger policy remain: The profit-seekinu. vertically-integrated
canier has the incentive lo choose efficiently whether to "make or buy" with regard to upstream
transportation, and the shipper i.s not harmed by the vertical integration of the upsiream and
dovvTistream camers
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Information requirements. Contrary lo the assertions of Kahn/Dunbar. tiie "one-lump"
outcome does not rely on stringent, unrealistic assumptions about information in the market or
available to tiie carriers. Kahn/Dunbar specificall>' mention four types of perfect information
they argue is necessary for the "one-lump" result to hold:
•

the bottleneck carrier has perfect informatiori about the demand ftmction of
the shipper;

•

the bottleneck carrier has perfect infonnation about the cost fiinctions of
competing carriers;

•

there is no imcertainly aboutfiiturecosts and prices;

•

diff'erent carriers have identic i l beliefs about the relevant regulatory
constraints.'''

None Ol these requirements is generally necessary for the one-lump result to hold. In the
face of uncertainties such as those described by Kahn/Dunbar, a profit-seeking railroad makes
the best, rational decision it can based on infonnation about the shipper, the markets for the
commodity shipped, carrier costs and regulatcy constraints. The decision may not be identical
to that vvhich would occur in the presence of perfect information, but that does not invalidate the
one-lump result. The presence of less-than-perfect information merely meiJis lhat the railroad
will sometimes make "enors" by establishing transportation rates above and below the levels at
vvhich they would be set in the presence of perfect information. In none of the cases identified by
KahnTJunbar. however, is there a reason to believe that the railroad will make enors corsistently
in one direction, that is, there is no reason to believe lhat the resulting outcome will be biased
from the basic one-lump result. Just as it would in a market vvith many competitors, the

ACE, et al. KahnDunbar V.S. at 8.
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vertically-integrated carrier makes decisions in the face of uncertainty regarding whit customers
are willing to pay; and just as it would in non-bottleneck markets, the seller of a good or service
may try to set a price above or below that which would be set in the presence of perfect
information. The important point is that there is no reason to bfiieve that the verticallyintegrated bottleneck carrier will make systematic enors. As in other markets, tiiere is no reason
to believe that less-than-perfect information will cause the profit-seeking railroad to behave in
wav s that lead to sustained, substantial and biased dev iaiions from the one-lump result.'
Bottlenecks, horizontal mergers, and build-outs. The economics of the one-lump also
do not invalidate the standard analysis of horizontal compelitive impacts. Kahn-Dunbar argue
lhat the one-lump result requires lhat "there is no acmal or potential altemative to the existing
bonleneck, the entry or availabil'iy of which might be affected b.v the vertical integration or
merger under consideration,"'" This is not quite right. .As I discuss in more detail below, the size
of the "lump" depenc's greatly on supply and demand conditions in various markeis and tho
avai'able altematives to the shipper, A bottleneck carrier will alvva.vs be subjeci to limitations on
market power from source compelilion, poiential new entrants, and transportation allematives
that limit the shipper's willingness lo pay. It is true lhat in some ver.- specific cases, the

"

The ICC has, in previous rail nierger proceedings, b.en faced with similar claims regarding the dependence of
the one-lump result on panicular assumptions and has concluded, based on economics and other evidence, that
these assumption are not necessarv for uie one-lump result to prevail. For example, when faced with a long
list of purported requirements for the one-lump resuh to hold, including "the bonleneck carrier must have
perfect information regarding all aspects of pricing," the ICC concluded that "We do not think the one-lump
theory requires the series of perfect conditions ihe utilities claim must be present for the theory to accurately
represent the coal transportation markets at issue here. Our focus is on substantial harm to competition....The
fact that a bottleneck carrier might not have perfect information to execute a perfect price squeeze or to extract
the last penn> of economic protlts does not mean that substantial benefits to shipper will be lost when the
bonleneck carrier merges with a connecting carrier." BS/Santa Fe Decision, at 74.
ACE, era/. Kaha'Dunbai V,S at7.
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horizontal merger of railroads can have competitive effects on the bonleneck carrier's ability to
exercise its markei power. However, rathe: thai, ^eing in conttadiction with the one-lump result,
such effects tum out to be a stra ghiforward application of that result.
In their appendix. Kahn/Dunbar present an example in which the horizontal merger of
two caniers can present competitive harm. The essentials oftiieirargument are reproduced in
Figure 5. In this example, there is a vertically-integrated carrier with a downstream bottleneck
(Railroad A), an independent upstream canier (Railroad B), and a potential entrant on the
downstream leg in the form of a potential "build-out" to connect with the independent upstream
canier.*" It is important to note that the build-out option has afiillincremental cost greater than
that ofthe downstream portion of the vertically-integrated carrier. A credible threat of the buildou;. however, can. by raising the possibility of an independent route from origin to destination
over the build-out link and the independent upstream carrier, constrain the price charged by the
apparent bottleneck canier.

WTiat happens if the upsiream carrier merges witii tiie vertically-integrated carrier in a
horizontal merger, so lhat the number of independent carriers upstream goesfrom2 to 1? In this
case, in the absence of an independent upstream canier, the ability of the potential downstream
build-out option to constraintiieprice charged by the vertically-integrated bottleneck canier is
eliminated. This effect is consistent with the one-lump result, The horizontal merger between
the two upsiream carriers creates a sole-carrier bonleneck at the upstream end. The potential

1 use the term "build-out' lo refer to the consiruction of a nevv rail link that connects, in this example, the
destination location with an upsn-eam carrier. It is not relevant for this discussion whether it is "built-out" by
the shipper or "built-in" by an independent upstream or other railroad.
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Figure 5

THE KAHN AND DUNBAR EXAMPLE
How a Horizontal Merger Can Harm Competition in the Presence of a Potential Build-out
Origin
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In another extension of the siniple rai-tai. example, the two upsiream legs may have
differ'-nt incrementa. costs, say $8 and $10 respectively. To secure the upstream traffic the lowcost provider need not price its serv ice less lhan the cost of the high-cost competing carrier, 'n
my example, the S8-cost carrier can price its carriage at up lo SIO. eaming S2 above its
incremental cost. Thus, if the incremental costs of competing upsiream carriers differ, lhere is no
reason to believe that competing upstream caniers will eam no contribuiion above incremental
costs. This is true even if the bottleneck canier integrates with the high-cost upsiream carrier.
The competing canier will tr> to price to just match the revenue that the integrated carrier needs
to cover its incremental cosls; in this example, SIO. "With vertical integration, the compeling
upsu-eam carrier vvill eam a contribution (or rewt) above its incremental cost due to ils cost
advantage. If the bonleneck canier were integrated with the low-cost canier. we would not
expect to see the high-cost carrier win the traffic, as tiie vertically-integrated carrier will
internalize the lower (S8) cost for the upstream carriage into its pricing decisions. This is the
case where it might appear that a competing option is not being used after a vertical merger, bul
onl> because the vertically-integrated canier is the low-cost, efficient provider ofthe service.
The application of both extensions to the simplest rat-tail case, in vvhich upsiream
competitors compete imperfectly and have different incremental costs, implies that carriers on
the non-bottleneck segment will earn economic profits above incremental cost. D-ae lo the
historical accident of the cunent route system and the high-cost and rarity of entrv- through t'ne
construction of nevv rail routes, it is reasonable to expect that competing rail rouies will
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frequently have cost differences which may be quite large." This straightforward extension of
the one-lump example demonstrates that the hv poihesis constructed by KahjvT)unbar stating that
"on such routes [i.e., routes where there is a bottleneck but poiential intwrline competition at the
origin], the competitive origin canier should make zerc profit" is not, in fact, an implication of
the one-lump result.** As I discuss below in more detail, the results of the purported tests by
Crowley and Kati.-'/Dunbar—tests based simply on wheiher non-bottleneck carriers on bottleneck
rouies eam zero profit—fail to provide useful economic ev idence on the applicability of the onelump result.'"
Origin and product competition and the size of the "lump." Commentor witnesses
Crowiay and Kahn/Dimbar have proposed tests of the one-lump re. ilt using comparisons of the
size and distribution of rates and lumps across varying origins, destinations, and goods. It is
important, therefore, to understand the implications of the one-lump result across such
dimensions. The simple rat-tail diagram in Figure 4 may also be used to extend the one-lump
result to accoimt for multiple commodities and compeling origins. To do so. however, requires
more careful consideration of what makes up the " lump" of profii on a mov e. The bottleneck
canier's ability.- to extract revenue in excess of its cost depends on the degree of market power it
has in the range in vvhich rail revenue exceeds the cost of transportation. The ability of the

In many industries, sustained differences in costs between competitors are assumed to disappear over time vvith
the entrv- of new competitors who are capable of replicating or improving on the cost smicture of existing
competitors. Entry is difficult in the rail industrv due to the high cost of creating new rail routes compared to
the cost of expanding or improving existing ones by incumbent carriers and compared to the revenue
opportunitie" available in most locations following entry.
kahit/Dunbar V,S. at 10-11.
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bottleneck carrier to establish rates for the move depends on the difference between vvhal the
purchaser of the commodity is willing to pay for deliverv and vvhat the supplier of that
commodity is willing to accept at the origin for its commodity. The purchaser's willingness to
pay will depend on the options it has to purchase Jie same commodity from other sources, the
response in the product markets to increases in product prices, the extent of substitutes for the
purchased commodity, and so on. Similarly, the seller's willingness to sell depends on the
options it has to sell through other outiets, the degree of compelilion it faces in such markeis. its
cost structure, the allematives to produce other goods, and so on. All of these factors, vvhich can
be summarized in the diff"erence between the demand for the commodity delivered by the
railroad to the aesiination shipper and the supply of the commoditv deliv ered to the railroad by
the originator, affect the poiential size of the "lump."
The size ofthe poiential profii to the bottleneck railroad {>. e . the "lump"^ will depend on
mv riad factors specific lo each commodin and set of shippers. In the simplest rat-tail diagram,
the one-lump result is explained in tenn., of a single origin and commodity with a fixed amoun
of availac^le profit. There is no requirement, however, that the lump be constant across rates or
shippers. For example, coal shipped to baseload power plants may have ver>' different demand
characteristics depending on whetiier the volumes shipped represent baseload or incremental
v olumes. Hence, the markei power and profit opportunity available to a bottleneck railroad will
depend both upon whether the coal is needed for baseload or incremental volumes and upon the
alternatives available to the power plant in lerms of other coal sources, source competition from
ACE, et a!., Crowley V.S. at 19-24 gives other examples in which the competing upstream carrier appears to
eam positive profits. For the leasons discussed above, such examples are not necessarily an invalidation of the
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other plants possibly using other types of ftiel. and competitive allematives in the power markei.
Thus, the "lump" mav not be constant even for the identical commodity- moved from ?. single
producer at one location to a single consumer at one destination. This fact does not alter the
ftindamemal conclusions of the one-lump theorem ihat vertical integration by the bottleneck
carrier does not harm competition or shippers.
Figure 4 shows the upstream carriers serving the same origin. When multiple origins and
producers of goods are considered, the one-lump analysis remains the same, but specific
numerical predictions are harder to make. The size of the profit opportunity will be the same
across the uvo origins only if competing producers al different origins have identical supply
altematives and cost stmcivires at 'he margin, the consuming shipper considers the commodities
produced bv the rwo producers perfect substitutes, and the apparent upstream cost to the
bottleneck camer is identical. Differences in each of these characie.islics—the costs of
production, the w illingness lo pay of the buyer, and the incremental cosls of the movemenis—
will lead to differences in the lump available to the downstream canier. Thus, for example, one
origin may be served by several cniers lhat compete vigorously, while another origin for the
bottleneck canier ma>- be served by two . arriers who compete less vigorously. All else equal,
the tormer origin will leave a better profit—a bigger "'lump"—than the latter. Higher-cost
producers, lower-quality commodities, and higher incremental-cost of upstream movemenis all
reduce the lump available to the bottleneck railroad. As the differences across origins gel larger.

one-lump result.
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the differences in the size ofthe available lump increase, and the degree of effective competition
across the origins and commodities declines.
None of these sources of variation in the size of the "lump" changes the reasoning
underlying the one-lump result and the impaci of vertical iniegration on competition and
shippers. It does mean, however, thai as commodities and origins become less perfect sources of
competition, the precision with which the one-lump result can say where rates vvill be highest or
lowest is reduced. A single canier sen ing New- York, for example, may have a bottleneck vvitii
respect to coal from West Virginia and wine from Califomia, In the absence of an enormous
amouni of otiier infomiation and knowledge, hovvever, il is not possible to predict which
commodity will pay the highest rate per unil or yield the largest lump for the bottleneck carrier.
This observaiion has implications for empirical testing )f the one-lump result. In making
predictions about the behavior of bottleneck railroads and raa rates for the purpose of testing the
one-lump result, it is imperative ihat such factors as differences in origins, upsiream costs of
movements, cost structures and supply altemrtives of pro lucers, quality and subsliluiabilit)- of
commodities, destination purchasers" willingness to pay. and sources of substimtion and
competitiv e discipline be properly taken inlo accouni. Small differences in these factors can lead
to oignillcant numencal differences m rales, "lumps," and test results.

Failure lo accouni

carefuliv for such factors can render any empirical test of the one-lump result invalid. As I
discuss in more detail below, Crowley and KahnDunbar fail to properlv account for this danger.
KahnDunbar propose ihrt. hypotiieses. the first of which is implicitly reflected in a test
attempted by Crowley:
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•

a merger that reduces or eliminates origin competition on certain routes should
not tend to increase prices on those routes relative to other routes;

•

on rcuies where there is e bottleneck at the destination but potential
compelilion at origin, the bottleneck carrier should make the same "profit"
regardless of wheiher it handles Uraffic for the whole route or onh for the
bonleneck portion;

•

the existence or v'xtent of origin competition should not lend to reduce price;
for the local service."

I now tum lo an examination of the Crow ley and KahiiDunbar test of these hypotheses.
IIl.D

Alleged "Evidence" Regarding the One-1 ump Result and Impacts of Vertical
Integration
There is almost no attempt by the commentors, apart from bald assertion, to demonstrate

lhat the proposed transaciion will cause competitive harm through v enical integration. Only the
verified statements of Crowley and Kahn/Dunbar purport f provide evidence tha? vertical
integration is harmful. They attempt to do this primarily by looking al differences in prices and
contributions for disparate categories of iraffic and arguing that implications of the one-lump
result have been v iolated. As I point out above, the implications ihat Crowiev- and KahnDunbar
assen follow from the one-lump result are not necessary- implications and certainly should not be
e.\pected lo hold in the data and tests lhey perform.
III.D.l

Analysis of MGA-Originated Coal Movements
Both Crowley rjid KahnDunbar examine pattems in coal transportation prices. In

particular, they both attempt to look al the change in rail transportation rates between 1991 and

ACE, et a:.. Kaha/Dunbar V.S. (ACE) at 10-11.
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1995 for coal originating on what was once the Monongahela Railway (MGA) compared to rales
from other sets of coal originations, both of which terminated at Conrail destinations." They
state that Conrail merged with the MGA in 1991 and thus the change between 1991 and 1995 can
show the effects of the merger of an origin with a destination railroad. The difference in the
stams of the hlG.A they claim represents the elimination of origin competition for Conrail
destinations receiving MGA coal. [[[
J]J

Thev conclude ihat this

proves the one-lump result does not hold. Such a conclusion is just'fied given the facts, the data
and controls thev use. andtiiecondiiions they smdy in the coal markets.
The flaws in their "before and after" analyses are myriad. .Any one of these enors w ould
be sufficient lo invalidate Jieir conclusions. Together, these enors render their findings simply
uninformative about what they claim to be testing. The more significant enors include:**
•

There is no "before" in the Crowley and KahnDimbar "before and after" tests.
Conrail already owned the MG.A in 1991. Conrail had acquired ownership of all of
the stock in the MG.A in 1990''' In most instances, economists consider complete
owTiership sufficient to provide the incentive lo control the types of decisions, such as

[[[

111
In the case of KahnDunbar there were a s. ries of what appear to be errors in data handling. Kahn'Dunbar
drew their information from a large set ot observations created bv Crowley. We were unable to obtain
workpapers from RahaDunbar on how the cxta provided b\ Crowlev was processed to get their smaller
samples they used in their analysis; we were tola that there were no such workpapers as the data was processed
"by hand " Whatever process was used introduced a number of errors, such as one major mov ement that was
apparentlv inadvenentlv -e-coded from 8 million tons to 8 thousand tons, multiple instances in which revenues
from the wrong year were used, mclusion of data lhat did not meet the stated screening criteria, and exclusion
of data that appear to rr.eet their staled criteria,
1990 Conrail .Annual Repon, at 3. 5
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pricing, service quality, and interchanges, that contt-ol vertical rail relationships. In
tiie specific case of tiie MGA, tiie ICC agreed: ". .whatever incentive it [Comail]
might have to do so [/'.e., alter existing interchange relationships with connecting
railroads] results from its conn-ol of MGA and is not affected in any discernible way
by this [1991] merger transaction."*^ To tiie extent tiiat ownership of tiie MGA
provided Conrail the ability, if it chose, to :<djust pricing behavior, there was no
relevant change in the vertical structure of the MGA during the period Crowley and
KahnDunbar examined. As such, the anilyses performed by Crowle> and
Kahn/Dunbar cannot qualify as a test for price change^ resulting from vertical
integration.
Crowley and KahnDunbar fail to test the one-lump hypothesis. Specificallv-. thev do
not restrict themselves to looking at bottleneck destinations. Over 17% of the
destinations examined are competitively served by another railroad Moreover, no
attempt has been made to control for competition from other sotu-ces. such as watercarried coal.
The MGA was the sole o iginaiing railroad providing service for most of the mines
on its system. Thus, both "fore and after the acquisition of the MGA by Conrail. the
origins on the MGA lacked origin rail competition. It is inconect to treat the merger
of the MGA with Conrail as reflecting the reduction in origin rail competition for .he
MGA mines. It was, in fact, a put. tnd-to-end merger in which Comail integrated
with an upstream carrier. Thus, if t ; relevant product is MGA-produced coal for
deliverv- to Conrail coal destinations, the merger is more acciu-ately viewed as the
vertical iniegration of two carriers that could :iot have eliminated origin competition.
In this case, vertical foreclosiu"e is not a possibility. If instead. Crowley and
Kahn/Dunbar intend to imply that the relevant product is all coal delivered to Comailserved destinations, then the logic of their test • ^uld require lhat thev control for all
ofthe supply and demand factors that affected U.S. coal markets benveen 1991 and
1995. In that case, as 1 discussftirtherbelow, tiieir failure to control for any of the
factors that influenced changes in coal demand and supply invalidates the tests.
The sampling and calculation methods produce spurious changes in calculated prices
unrelated to any change to the underlying rail rates. They look at the average of all
deliveries from non-MGA coal originations to any Comail destinations. Thus they
are comparing, for example, MGA moves to Baltimore for export with Conrail riioves
ICC Consolidated Rati Corporation Merger Monongahela Railway Co October 4. 1991 Mr. C:owley
appears to come to a different conclusion regarding the importance of lOO^ ownership for testing changes m
vertical relationships, arguing that ownership is not relevant, but corporate form is. Ciowley Deposition
Transcript at 7-13. It is also typical in analyzing waybill data to treat 100%-owned railroads as part of a single
railroad family for analyzing' waybill traffic. Kor example, see Crowley electronic work papers: t_grp.prg.

KI
111
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of Illinois coal to Indiana. Far worse, neither Crowley nor Kahn/Dimbar make any
attempt to control for the source or distribution of coal transported over time. For
example; they incorrectly treat the fact, as reported in their sample, [[(

]]]. Also, to the extent that the volumes shiftedfromdistant high-rail-cost sources
to closer low-rail-cost sources, this shift in piu-chasing pattems is treated as a decline
in transportation rates. Even if the railrateon every origin-destination move was
imchanged betweCii 1991 ai.d 1995, changes in the pattern of coal purchasing
combined with the sampling and calculation methods used by Crowley and
Kahn/Dimbiu- would spuriously produce a change in rail rates.
To investigate the impact of this conceptual error, I restrict the sample of
movements used by KahnDunbzu- and Crowley to movements that had the same origination and destination in both 1991 and 1995. Using oitiy movements with the same
origin and destination in both years, so as to remove the spurious, direct effect of
changing geographic pattems of coal purchasing on measured average transportalion
costs demonstrates that the enor leads to biased results. [[[

111
Mr. Crowley based his analysis on the inference of masking factors; KahnDunbar
relied on Crowley for their data. The revenue information for contract moves in the
STB Waybill sample is masked to prevent the release of highly confidential
information. Crowley attempted to de-mask the revenue.** The reliability of his
calculations depend on the reliability of his derived masking factors, Crowley
assumed that all Conrail coal movemenis have the same masking factor and, using
informationfromthe 100% 1995 Conrail waybill database, he calculated a single
masking factor and applied it to all Conrail terminations in 1991 and 1995.
[[[

Crowley's analysis only uses the de-masking factor for Conrail terminations.
Kahn/Dunbar required ir -king factors for CSX and MS as well.
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The data he provided to

Figure 6

DISTRIBUTION OF CONRAIL SINGLE LINE VS. INTERLINE DERIVED MASKING
FACTORS

I
^

.1 .

Note: Masking Factors calculated based on origin and desllnallon pairs In both the 1995 STB Waybill and the Conrail 100% TraBic Tape*,
Source: 1995 STB Waybill Sample; Conrail 1995 100% Traffic Tapes.

6S

**]]] Neither I nor Crowley know what the actual rail
revenues are for movements in 1991, nor how the rates have changed over time.
Thus, there is no reliable "before" measurement that coiJd be employed in the
Crowley and KahnDunbar "before and after" test.
•

III.D.2

Neither Crowley nor Kahn/Dunbar attempt to control for changes in the coal
market's—either in the producing regions, mines or from consumers of coal—between
1991 and 1995. They are implicitiy assuming tiiat the net average effect of changes in
the coal markets, as these changes affect the willingness to supply and purchase coal,
are the same for MGA-originating mines as for all other mines in the U.S.—from the
Illinois and Powder River Basins and all others. Their Cj-'proach also assumes that the
demand factors from utilities for high and low sulfur, high and low Ptu coal are the
same regardless of whether the coal is for export and consumption in Michigan or
Indiana or New York. Also, they must implicitly be assuming that the relative costs
of rail transportation from all origins and d-^stinations move together. As none of
these assiOTiptions can smiply be assumed and are urtiikely to be true, their tests have
no power to inform regarding the one-lump result.
What Do the Crowiey^ahn/Dunbar Result:; Reveal?

Once the Crowley and KahnDunbar analyses have been corrected for obvious problems,
an interesting insight can be gained from the exercise.

It is not an insight into possible

competitive harm from vertical integration as they purport, since the analysis provides no
meaningful refutation of the economic principle of vertical integration. Rather, the data can be
used to provide a glimpse into the evoluuon of the eastem coal and rail transportation markets.

[[[
)]]
Locking at the sample of matched origin-destination moves that occur in 1991 and 1995, I calculated that the
MGA originations showed a change in rates of [({ ]]] and non-MGA moves [[[

m
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The Crowley and Kahn/Dimbar analyses compare MGA originations versus all others
terminating on Comail. Figure 7 takes this one step further and shows the [[[

]]]

Figure 7 also shows the change in

production for each coal-prodvcing area over the same time period.
transporiation from the MGA area [[[

The price of rail

]]] across the coal regions

serving Conrail destinations. [[[

111
The change in HGA rail rales over 1991 to 1995 fits in a pattem of rising and falling
rates across various regions. This, pattem does not correspond lo the participation of the MGA
and acquisition of the MGA by Conrail. Thus, for example. [[[
]]] "after" Crowley's and KahnDimbar's
(mis)identified dale of Comaifs acquisition of die MG.A. Obviously, tiie purported acquisition
does not explain the [[[

]]] for regions such as West "Virginia and Maryland.

conclusion lo be drawn is that other marketplace factors must be responsible for [[[
West 'Virginia and Maryland rates.

The
]]] in

Crowley and KahaDunbar have no means of isolating

•:uch marketplace factors, they cannot properiy claim to have isolated the effect of Conrail's
acquisition of the MG.A.
Closer examination of Figure 7 indicates a pattem in which relative changes in supply
and demand factors shed more light on changes in rail rates than Conrail's acquisition of the
MGA. In particular the pattem of rail coal transportalion prices reflects changes in the supply
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Figure 7
PERCENTAGE CHANGES IN RAIL TRANSPORTATION RAI ES AND
PRODUCTION BY COAL PRODUCING REGION, 1991-1995
Coal Region

Percentage Change in Percentage Change
Rail Transportation
in Coal Production,
Rates'
1991-1995^

MGA (Monongahela)'

13
I
Ul

West Virginia
Maryland
Powder River Basin'
Non-MGA Pennsylvania^
Central Appalachian
Illinois Basin'
Ohio
Average Non-MGA'

]]]

12%

[[[
[[[
{[[
[[[
[[[
[[[
[[[

]]]
]]]
]]]
]]}
]]]
]]]
]]]

-5%
-3%
35%
-29%
2%
-18%
-15%

[[[

11]

-13%

[[[

1 Weighted by tola* tons/movements.
2 Sample includes only moves originating In Fayette and Greene counties of Pennsylvania, and Monongalia and Marion counties of West Virginia,
areas served by Ihe forme - MGA
3 "Powder River Basin" origin and destination pairs include moves from Chicago Union Station to Michigan destinations
4 Not including MGA counties (see note 2)
5 Central Appalachia Is defined as eastern Kentucky and northwestern West Virginia
6 "Illinois Basin" includes western Kentucky and all of Illinois and Indiana
7 Source EIA Form 7A (2,584 observations removed: prep plants/tipples without production, missing production or missing county assignments
8 Weighted by total tons moved In 1991 and 1995 by region
Note: Sample defined as Conrail terminations with origin and destination pairs occurring in both 1991 and 1995.

and demand for coal arising from the differentiation of coal across regions. The largest drops in
ra'ti transportation rates for coal come out of the Ohio and Illinois supply areas. These are both
relativeK high-sulfur, high-cos: production areas in which the demand for that coal and ils
production has been dropping. On the other hand, coal produced in the Monongahela region, the
heart of which is served by the MGA. demonstrates a variety of desirable characteristics that
have incited a growing demand for the region's coal production since the early 1980's. The coal
is primarily low- to mid-sulfu.'-. and high-Btu. The large mines in the area use longwall mining
techniques lhat ha\e led to low and falling costs of production. In the I980"s, much of tiiis
expansion came from the creation of a high-volume export markei for the mid-sulflir coal."
The passage of tiie Clean .Air Act .Amendments of 1990 forced many electric utilities to
reevaluate their coal supply sources and influenced coal purchasing decisions that, on net,
favored coal produced from the Monongahela region. Sulfur emission restrictions that went into
effect in 199.^, restricting emissions to 2.5% by weight, combined with anticipdlion ofthe stricter
regulations scheduled for enactment in 2000. enhanced demand for compliance coal.
Conipliance coai. defined b> the > ear 2000 standards as having less than 1.2% sulfiir by weight,
IS found primarih- in portions of West N'irginia and the Powder River Basin (PRB). These rwo
region.s show increases in coal transportation rates in Figure 7. The Clear Air Act Amendments
areaily reduced the demand for high-sulfur coal, such as lhat supplied frorr Ohio. Illinois.

E.vpons concinue to play an imponant role m the demand for Monongahela coal even toda>. Metzroth, Larrv.
" The Outlook for the U.S. coal indusn^: Moderate Demand Growth and Soft Prices," Coal, May 1996 (Vol.
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Indiana and Central Pennsylvania." The "ugh-Biu, mid-sulfur coal from the Monongahela area,
while in demand for the exp( rt markei is also valuable for use in combination with emission
credits, and for use in blending with low-sulfiir, low-Btu PRB coal.^' The result has been an
increase in Monongahela coal production to meet demand due to its favorable shifts in
production costs, while many other regions ha\o seen production declines. Monongahela's
expansions have been supported b)' ongoing comm.tmenis and significant in\estmenis by the
MG.A railroad to improve service performance and capacity. Consisleni with those changes, Mr.
Crowley reports that coa! originating on the MGA lines increased over 60% in the four years
between 1991 and 1995.'°
What are the implications for rail rates? In short, railroads have more flexibility to
increase prices in the face ofrisingdemand and falling cosls of coal production. By contrast, in
coal regions in which production cosls are not keeping up with competition and declining
demand, railroads will need to reduce rates to retain traffic. Figure 7 shov\s that changes in coal
transportation rates on .Se Conrail system have broadly tracked the changes in the coal markei.
Overall. Figure 7 shows rail ratesrisingin the Monongahela-MG.A region as demand continues
to grov\, while average rates for the other regions are falling as demand and average production
falls. VvTiile this behavior is completely consistent with the one-lump result, a careful test of the
resu't. in the fi^rm proposed by Crowley and Kahn/Dunbar, would have required highh detailed

1.0''o sulfur emission requirements have effectiveh been in place in Michigan since Januan. 1, 1980 for plants
with capacity greater than 500,000 Ib. steam per hour (State of Michigan Department of Environmental
Quality. Air Quality Division. Rule 401, 1/18/80).
CSX'NS-19. Vol. 2A. Sansom V.S. at 21-25.
'°

ACE. et al.. Crowlev V S. at 14.
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controls for changes in demand fo - different types of coal by each purchaser, and for changes in
costs and supply alternatives for cach producer of coal (not to mention the change in rail
transportation costs between different locations). The proper interpretation of the MG.A findings
is not that they represent a lest ihat invalidates the one-lump result of vertical integration
economics, but rather, consisleni with the one-lump result, that they give some glimpse into the
operation of the coal market and the markei factors to which rail rates respond. In short, the
purported tests of Crowiey and Kahn/Dunbar using the MGA changes are incapable of proving
or disproving the one-lump result and cannot be relied on to demonstrate that vertical integration
harms competition or shippers.
III.D.3

Other Purported Tests Of The One-Lump Result
Kahn/Dimbar claim lo perform additional tests reialed to their incorrect hypotheses (see

above) regarding the implication of the one-lump result. As I discuss below, the last three of the
four h\potheses should not be expected to hold in general a.id ceirainly not in the maimer in
which KahaT)unbar constmct their empirical tests. These hypotheses by Kahn'Dunbar hold lhat
the one-lump result requires:
•

Equal profits to the bottleneck carrier regardless of whether a move is single-iine
or inter-hne move. Kahn/Dunbar attempt to test this b\ calculating the contribuiion,
estimated revenues minus variable costs, ezuned by the destination carrier for interline and single-line moves of coal going to the same destination in a year regardless
of ongin for moves to CSX, NS. and Comail coal destinations. Kahn/Dunbar
calculate the average contributions for the destination camer separately for the interline and single-line moves. They then average separately for inter-line and single-line
over all years and destinations and then compare the average contribution for the
destination carrier on the inter-line moves to the average contribution eamed on the
sinele-line moves.
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•

No profits eamed by the oripn carrier in a inter-iiae move. Using the .same
calculations as for the above test, Kahn/Dunbar look to see if the average contribution
for origin carriers on inter-line coal moves is zero.

•

No effect of competing origins on the size of the contribution or the rail rates.
For all moves to CSX, NS, and Conrail coal destinations, Kahn/Dimbar aggregate
separately all single-line moves and all inter-line moves to each destination in each
year across all origins. They regress the rail rate (and separately, tiie contribution
eamed by the destination shipper) on indicators of origin competition, which they
define as the presence (or proportion) of inter-line moves to a destination in a year.

Regardless of the errors in the specific implementation of the tests, the tests themselves
are incapable of refuting the one-lump result.
These three tests draw on a similar set of data, .sampling and calculation methods, and are
prone to many of the errors I have discussed above. I will not review them all, but each of these
three tests suffersfromthe following flaws:
Both bottleneck and non-bottleneck destinations are included. Of the 166
destinations used in these last three tests, 32. or 19% of the destinations, are not
bottieneck locations, according to the tabulation of rail carriers serving each
destination tabulated by Mr. Crowley." In fact, the marmer in which the sample is
constructed is such tiuit over 24% of the observ ations used to test hypotheses two and
three are compeutive aestinations.'^ These two tests explicitly claim to measure the
"Average Contributio.i for Bottleneck Carrier" on single-line and inter-line hauls, as
well as the "Average Contribution for Competitive Origin Carrier."'^ The one-lump
result has no implication for how revenues are to be split for compelitive locations.'^

Based on ACE. et al., Crowley V.S. at TDC-2.
Based on ACE, et al., Crowley V.S. at TDC-2 and replication of Kahn,T)unbar data
Kahn/Dunbar V.S. at 13.
Kahn/Dunbar report the average contribution for single-line hauls is [[[
]]]: the sum of the average
contributions for the upstream and downstream legs of the double-line haul is [[[
]]]. (Kahn/Dunbar, V.S.
at 13.) This result, taken on face value, argues that vertically-integrated carriage earns [[[
]]]. For all the reasons stated
above, however, no weight should be given to the test results for this or any other interpretation.
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•

As in the MGA test, non-comparability in sampling ard calculation exists such that
changes in the pattern of coal purchases beiween 1988 a, i 1995 will change both the
rales and the size of the "lumps" that are available. Tliey appear, for example, to
include single-line movements by competing railroads lhat are not party to this
transaction.

•

The calculation of "contribution" is measured as the ditlerence between unmasked
revenue and the variable cost measure on the costed wa> bill sample. Both revenues
and variable costs, however, are measured with error. Revenues are subject to the
flaws of Mr. Crowley's de-masking method as described above. The costing method
applied to the waybill is quite general and cannot be expected to capmre the true
incremental cost appropriate for each coal move. Moreover, to the extent that the
contribution is the difference between revenues and costs, errors in either variable,
particularly systemaiic errors in the unmasking of revenue, will lead to errors and
likely biases in the results.

•

In not one of the three tests has any attempt been made to control for the factors tiiat
affeci the size of the profit opportunities, or "lump" avaiii>ble to the railroad. Even
more significantly, in these tests there is no attempt to control for any factor that
affects demand and supply. Astiieanalysis of Figure 7. above, indicates, lail rates,
and contributions, are likely to be sensitive to supply and demand factors relating to
products, origins, and destinations. The degree of aggregation across all originating
areas, whether it be the Powder River Basin or Penns>ivania, makes these results
inherently unreliable. Another indicator of the failure to control for any reasonable
facior affecting the demand for rail transportation on any route is the inclusion,
possibly unintentional, of some amouni of anthracite coal movement." While the
demand and supply forces for different n pes and origins of bimminous coal wil! vary
over lime and by purchaser, the demand and supply factors for anthracite are unlikely
lo be the same since the products are so different.

.Any or all of these errors are sufficient to invalidate the results reported by Kahn/Dunbar.
In the absence of detailed and accurate modeling of the factors affecting tiie demand for rail
transportalion of coal on an origin-io-destination basis, which certainly cannot be done using
intormation in the waybill sample alone, the implications that Crowley and Kahn/Dunbar purport
to be implications of the one-lump result are not. As such, they have provided no useful

ACE. et al. 1-HC0079; Crowley indicated he only provided infonnation on bimminous coal, but the analysis
of the data and workpapers indicate other A'ise.
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information by which to evaluate the \ alidity of the one-iump result or the impaci of vertical
integration.
III.E

Other Evidence on Vertical Impacts of the Transaction
The Crowley and Kahn'Dunbar V.S. provide no evidence lhat this transaciion will harm

any of the complaining shippers.' 1 am unaware of any specific evidence provided by shippers
conceming how the vertical integration of the carriers resulting from the Conrail iransaction will
harm them on specific routes or movemenis. The ACE coal facilities are in a Shared Asset Area
and receive increased, not lessened, competitive options from this iransaction. Indeed, as
discussed above, other shippers base their claims for relief on the fact that shippers, such as
ACE. that are in the Shared Area, will receive a competitive advantage. ACE's requests for
relief cannot be related to the harm identified. The request for equal access to al' coal shippers
requesting il would introduce dual ser* ice where currently they are served only by one carrier.
This request, as with. .ACE's request, in the altemative. for bonleneck rale caps signals clearly
that the obiective has more to do with another attempt to con% ince the Board to revise its basic
regulatory structure, than with addressing any specific claim ansing from the transaction.

KahnDunbar do cue a study by C M Grimm, C Winston, and C.A Evans ("Foreclosure of Railroad
Markets; A Test of Chicago Leverage Theory," Journal of Law and Economics, Oct .iber 1992) as supporting
their conclusions This study, however, provides no useful information on the maners at hand. It is based on
pre-Stag2ers Act data (at 308), and its key statistical procedures do not .nclude data for the coal sector.
(Sample construction is discussed more thoroughly in Winston, et al.. The Economic Effects of Surface
fre/g/!/£)eregj/to/o^ [Washington; Brookings institution 1990], at 17.) ,vio<^ disappointing, the study docs
not test the one-lump result in rat-tail senings. While it asks the question how much through-rates in general
change when more competitors are presen: at one stage of vertical linkages, it does not ask the question of
hoiv through-rates change when more competitors are present at one venical stage for a given number of
carriers a! the most bonlenecked stage in panicular, the study does not ask the rat-tail que.«tion of whether
through-rates change when more competitors are present at one stage and there is a single carrier at another
staae. Technically, the econometric specification in the study fails to include mteraction terms, or other
approaches, that would address the ques'ioti of the marginal contribution of additional upstream (downstream)
competition when the number of downstream (upstream) carriers is one
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Similarly, IP&L"s claim, despite the statements of Crowley and Kahn/Dunbar. is focused on
horizontal issues, not on the impacts of vertical changes from the transaction.^'
The overall impaci of this transaction is to eliminate sole-service bottlenecks and
introduce compelilion on the Conrail sysiem where none previously existed. 0\er 30% of the
existing iraffic that is solely-served al both ends of the move where one end is curtently serv ed
by Coru-ail will gain the introduction of a new, compeling carrier at least one end ofthe move.'*
Thus, if—as Crowley and Kahn/Dunbar asset

the introduction of new origin or destination

competition that eliminates a bottleneck at one end or the other of a move is viewed as a benefii
from the vertical restructuring of the rail industry, then the transaciion generates \ ertical benefiis
for many shipp)ers.
III.F

Neutral Gateways and Vertical Foreclosure
Several parties have raised concen.s regarding the loss of Conrail as a neutral gateway

carrier' or about re-routings of traffic lo different gateways follow ing the transaction.'" or the
asserted need for widespread condiiions intended lo freeze existing vertical relationships."
These concems arise directly from a view ihat CSX a.->d NS, once lhey step inlo the shoes of

IP&L does make a request for continued oversight regarding gatewa>s I address issues of gateways below.
Based on the 1995 STB Waybill sample Whether the origination or destination is soleK-served is determined
b> examining traffic in the sample at the 6-digit SPLC level.
NFCR. " Responsive Application," at 7-8.
C.VIA'SPI at 26-27.

IC. Skelton V S. at 7; Joim Comments of William E. Lofrus. American Shon Line Raiiroad Assn. and Peter
Gilbenson, Regional Railroads of America (Shortline Associations) at 3.
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Comail at certain locations, will use their positions to either foreclose or inefficientiy divert
traffic in a manner that will harm existing shippers and otiier railroads.
Consider the claims, for example, of the NECR. This intervener fears that the loss of
Conrail as a "neutral" gateway. NECR s position is analogous to tiiat of a shipper concemed
about vertical integration of a downstream bonleneck carrier with an upstream carrier. In fact,
howeve acquisilion of control of Conraifs lines in New England v^ill allow CSX to provide
enhanced single-line service over a broader network, and thus make it more competitive for
iraffic in competition with NECR.

Indeed, the diversion siudies provided in the Application

suggest lhat the NECF could lose som. j business due to the enhanced competition provided by
CSX.

There is no evidence, or reason lo expect, however, that CSX will inefficiently divert

iraffic from NECR. that it will foreclose NECR from competing for business, or tiial it will
prevent NECR from interchanging in an economically appropriate manner. Finally, no reliable
e\ idence demonstrates that NECR wil! be put in jeopardy or lhat there will be the loss of any
essential serv ice as a result of the enhancements to the competitiveness of CSX.
Illinois Central submits an application requesting that CSX be requutd to establish joint
rates ihrough several gateways and to establish rale requirements on CSX's divisions. The
Shortline Associations also urge the Board lo require existing gateway and rate relationships to
be maintained until changed by mutual consent. Gateway and rate requirements arise from the
basic concem that CSX will re-route traffic at the IC's expense, or else alter the rates it charges
across gateways There is nothing about the proposed iransaction. in particular, that suggests that
CSX or NS vvill behave in an inefficient fashion vvitii regard lo eitiier the IC or tiie shortiines.
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Moreover, the propoitd remedies are out of proportion to any purported harm. Indeed, the
requesi to freeze gateway relationships and establishfixed-raterelations could easily be worse
than any harm it is intended to cure. The removal of theflexibilitvof in routing and rate-maidng
locks railroads into operations and pricing that are inflexible and bound to generale inefficiencies
as market conditions change. Such conditions deny railroads the opportunity to respond actively
and competitively to changes in market conditions. The IC proposal to remm to old-stvie,
regulation-imposed rate divisions is clearly a step backwards. Such an approach is just the kind
of approach thai the rail industry had to shake off to become a moreflexible,dynamic, and
efficient national transportation sysiem. Imposed andrigidrate and gateway restricions prevent
rail carriers from adapting to change and implementing and benefiting from innovations in
serv ice. These types of regulatory handcuffs should be avoided.

ly.
IWA

A.V\1,YSIS OF ASSERTED "ACQUISITION PRE.MIUM"
Overview and Summarv of the Isiaes
The Applicanis i; this proceeding reached agreement with Conrail lo purchase the latter

for S9.895 billion. Thisfigureexceeded the pre-transaction stock markei value of Conrail that
prevailed immediately prior to the announcement of acquisition attempts aimed at Conrail. The
.Applicants" purchase pnce also exceeded the historic net book value of Comail s plant, property,
and equipment assets as recorded on Conrail's books. Based v ariously on these obsenations. a
number of commentors assert lhat CSX and NS have paid an excessive "acquisition premium"
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for Conrail, and that this "premium" poses the threat of substantial merger-related harm to
shippers.'"
According to those conjmenting parties, the asserted "acquisition premium" is p':rported
or insinuated to reprtsent the capitalization of expected future profits attributable to mergerrelated enhancements of markei power. These enhancements of market power are asserted to
arise from the vertical integration of Comail inio the CSX and NS networks (e.g., pir the
arguments reviewed above of Messrs. Crowley, K ihn, and Dunbar) and'or a "fatal circularity"
under which inclusion of the so-called "premium" in determinations of the sialulcry 180%
revenue/variable cost ("R'VC") regulatory threshold for STB maximum rale jurisdiction and in
revenue adequacyfindingseases pre-merger regulatory ceilings lhat otherwise cap CSX, NS. or
Conra 1 rates in markei dc.iinance settings.'' In the view of certain commentors. ihe "acquisilion
premium" portends post-transaction increases in rates either ihrough the realization of unleashed
market power or simply ihrough pressure on CSX and NS to pav for Conrail.*^ To prevent rale
increases attributable lo the asseaed "acquibiiion premium," the concemed panies request lhat
CSX and NS be prevented from recording their shares of the full acquisition cost of Conrail as
increments lo their asjet bases for regulatory purposes. Instead, argue the commentors, only the
pre-transaction net (historic, depre ciated) book value of Con.-airs asset; should be allowed to be

See, e.g.. statements cf Kahn,T)unbar
at 18; CNLA'SPI "Joint Comments," at 7; NITL/CPTA.TFI
-ro.- .-nents," at 21; PEPCO Felton V.S at .•'4.
KahnDunbar V.S. at 16-18
See. for example, ENRS. "Comments," at 25-2''.
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recorded in accounts that influence either R/VC jurisdictional threshold or revenue adequacy
findings."
The commentors who put forth these arguments bave oiTered no support for their claims
that withstands the scrutiny of economic principles, relevant evidence, and simple logic.
•

As reviewed extensively .above, notwithstanding repetition, c' ims of undetected
enhancements of market power are unfounded and bereft of ev idenliarv' support.
Commentors' "acquisition premium " arguments svstemaiically ignore the
demonstrable competition-enhancing provisions Oi" the proposed transaction, as
well as the oversight role of the STB itself

•

The market acquisition premium—the difference ben\een the purchase price of
Conrail and pre-transaction market value of Comail's outstanding publicly-traded
stock—is a nonnal and expecied aspect of corporate mergers and acquisitions. In
the case at hand, the observed market acquisition premium is more lhan accoimted
for by the cost-savings attributable to the proposed iransaction. There is no
portion of the premium ihat requires enhancement of market power as its
explanation.

•

Commentors requesting restrictions on the treatment of the asserted ' acquisition
premia" inexcusably ignore the cost savings and iraffic increases attributable to
the CSX/NS integrai'on of Conrail into their networks. This leads to
misrepresentation of the implications of purported "premia" for RA'C
jurisdictional threshold and revenue adequacy determinations.
Mergerengendered cost savings and iraffic incre ises. which go unchallenged by the most
vociferous of the relevant commentori,,'* would have the effeci of reducing
variable cosls and jurisdictional levels for particular traffic movements and
improving the carriers' rates of relum for revenue adequacy purposes.

•

The requested "remedy" of excluding the "picniii -.i" above net book value is not
only unjustified on the merits, but carries with it extremely poor policy
implications. The proffered "remedy" would distort, invesiment decisions and set
counterproductive precedent for future efficiency-enhancing reallocations of
railroad ownership and control.

Kahn/Dunbar V.S. at 20; ACE, et al, Crowley V.S at 26-27. 36-39.
"

See ACE. et al. " Comments." at 11.
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IV.B

The Economics of Acquisition "Premia"
Inienening shippers seeking "protections " from inclusion of the "acquisilion premium"

in the relevant propertv- accounts of CSX and NS for regulator} purposes have variously and
mconsisientiy defined the asserted "premium" as the amount by which the acquisition cost of
Comail exceeds some pre-transaction measure of Conrail's historic existing book asset value, or
as the pre-announcemeni market value of Conrail's outstanding equity. Commentors' definitions
of the asserted "premium" include:

'

•

the excess of the acquisition price over the net book value of Conrail's assets;*'

•

the excess of the "consideration given" over tiie book value of Conrail's
ownership shares;"

•

the excess ofthe appraised value of the acquired asseis of Conrail over the assets'
historical gross book value;"

•

the excess ofthe appraised value of Conrail's assets over he pre-transaction net
book value of those assets;"^

•

the excess ofthe purchase price over the historiccl book value of Conrai),''

•

;he excess ofthe purchase price over the "original cost";'*- and

•

the difference between tiie per-share purchase price paid by CSX and NS and the
single-share vaiue of Conrail's outstanding publicly-traded stock immediately
prior lo the announced merger (i e., the markei acquisition premium)."

K.at-.n Dunbar V.S at 17-18.
ACE, f f d / . Crowle\ V S. at 27.

"

ACE, e: al. Crowley V.S. at 25,
KahnDunbar V S at 16
ACE, et al. Crowley V S. at 26.
KahnDunbar V S at 17.
KahnDunbar \' S at 18
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Con-esponding to each of tiiese definitions are specific accounting and valuation issues, as
described by Mr. \\'hitehi!ist in his Rebuttal Verified Statement (Rebuttal V.S.) on behalf of CSX
and NS. For Derspeciive, and reflecting the heart of commentors' views, the first and last ofthe
foregoing versions of a "premium" are measured by commentors to be S9.113 million and $3,755
million, respectively.'"*
To the extent that intervening shippers concemed about the "acquisilion premium"
suggest tiiat such a "premiuin" is inappropriate because it reflects an excessively high price for
Conrail, such a suggestion overiooks the ftinctioning of the capital markei in which the
acquisition of Conrail is taking place. The purchase price of Conrail "s equity is an arm "s-length
value arrived at bv' well-informed and sophisticated parties seeking their own rational selfinterests. As such, the purchase price properly stands as a measure of the market value of
ownership of Conrail acquired for the purposes of deploying Conrail to the uses the buyers
intend. The arm s-length markei price of Conrail s equit> that the parties" negotiations have
produced is the best evidence of the curtent value of control of Conrail. By contrast, for reasons
1 discuss more fiiUy below, the pre-transaction n,;t book value—with its dependence, for
example, on historical authorized deprecation schedules and the cost of asset acquisitions from
manv vears earlier—is not a measure of cun ent value.

KahnDunbar V.'> at 17-18; ACE, etal, Crowley V.S. at 25 and ExhibitTDC-ll
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.A markei acquisition premium is a common and predicted result in corporate
acquisitions.'' Such a premium arises because mergers and acquisitions occur when the net
present value of expecied future net cashflowsarising out of the combinr'ion of two (or more)
separate firms under common owT.ership exceeds the expected discounted future net cash flows
from those same business units retained under separate ownership.'" .An acquiring firm does not
rationally invest resources in merger activity unless il believes lhat bringing the acquired entity
under its control will generale more value lhan the market indicates the acquired firm can
generate as a stand-alone enterprise. Under such circumsiances. markei acquisition premia arise
as the price ihat curtent owners can realize in exchange for tuming over control so that the
acquiring firm can have the opportunity to gcne.'aie more value with tiie acquired firm.
Proposed acquisitions and mergers undergo, the explicit or implicit screening and
scrutinv for potential competitive harms arising from increases in market power by agents such
as the Federal Trade Commission and lhe United Stales Department of Justice. Observed premia
in consummated transactions that have survived such scrutiny are large and range upwards of
100 percent. In the presence of such scrutiny by the appropnate regulatory authorities, the size
of the market acquisition premium, in general, cannot then be attributed to the capitalization of
markt t power. Furthermore, competition among bidders for an acquisitio.i target greatly impacts
the markei acquisition premium. Economic research indicaies lhat the juesence of cash offers

See. for example, Alexander Slusky and Richard Caves, "Synergy, Agency, and the Determinants of Premia
Paid in Mer^.-r ." Journal of Industrial Economics. March 1991, at 277-296; and David J. Ravenscraft and
F.M S'-lierer. .\i >rgers, Sell-offs and Economics (Washington, D.C: Brookings. 1987), see Vol. 3.
That is. mergers arise when the expected NPV(a-b) > expected NPV(;<) - expected NPV(b), where NPV
represents the expected future di'vounted cash flows and "a" and "b" represent nvo pre-merger firms.
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and rival bidders—as in the case of the CSX/NS competition for Conrail—leads to, on average,
markei acquisition premia more lhan 45 percentage points higher lhan oiherwise would be the
case." The experience of market acquisition premiums in the market for corporate control does
not lead to the conclusion that the market acquisition premium in the Conrail transaciion
represents a capitalization of unleashed, transaction-related market power.
The acquiring firm's willingness to pay a market acquisilion premium for control of an
acquisition target can, in general, reside in multiple factors. These may include, for example,
aniicipated cost-saving economies of scale or scope or other synergies stemming from the
coordination and integration of business asseis, as vvell as opportunities to generale additional
revenue by providing more and/or higher qualirv serv ice to consumers. The gains from a merger
can also arise out of the elimination of managerial, labor, or other inefficiencit^ on the part of the
acquired firm. VkTiatever the source of the gains fro n iniegration of two firms into one. the preacquisition business units are expected lo generale higher net cash flow under single ownership.
The opportunity lo do this is what is sold al a market premium bv the acquired firm's owners.
Such a premium, however, does not imply a purchase price above markei value—as
KahaT)unbar imply.'* The source of *he market acquisilion premia that are so prevalent is the
difference in valuation that exists berween the acquiring firm's assessment of market value and
the assessment of those in the markei lhat vvould keep the acquired firm independent. The
resulting transaction price in such a sening is a fair markei price struck between parties risking
their own monev for their own reward.

Op cit. Slusky and Caves, (1991) at 291, 292 and Table 2.
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In theor>, of course, a possible source of a market acquisition premium, apartfromthe
value that can be generated by merger-related cost-savings and service improvements, is the
expectation of enhanced post-transaction markei power leading to higher post-transaction profits.
This is the fear lhat certain commentors raise and assert. 1 tum now tc consideration of what the
Conrail market acquisilion premium might represent.
IV.C

The Conrail Market Acquisition Premium
If an acquiring firm (or firms) aniicipated that acquisition of another firm could lead to

lower cost operations for the combined entity or improved capacity to attract customers with
lower prices and'or better service offerings, a successfiil drive for acquisition could well yield a
sizable market acquisition premium. In effeci, the projected merger-related cost-savings and
serv ice improv ements would "pay for" the market acquisilion premium. That is. such types of
post-merger v alue would be the source of the differences benveen the status quo markei value of
the acquired firm and the value perceived by the acquiring firm. This raises the question of
uheiher the efficiencies and productivity improvements lhat CSX and NS document in their
.Applications are sufficient to explain why the Applicants would have been willing to pay the
noted market acquisition premium.
The transaction-related cost-savings, productivity improvements, and incremental traffic
gains that CS.X and NS represent as the bases of their inierest in acquisition of their respective
portions of Conrail are discussed at length and in detail in the Application; and I have
accumulated and analyzed the dollar amount of these merger-related benefits in the case of CSX
Kahn Dunbar v s. at 18

63
P-291

in my earlier verified staiement. The evident and documented benefits to the acquiring carriers
include cost savings of both an overhead and an operating nature, improved utilization of
equipment a.nd )ards, and synergies associated with expanded single-line operations. Similar
cost savings are described for NS. In addition, both Applicanis see the transaciion as yielding
additions to iraffic. and, hence revenue, primarily as a result of improved competitiveness vis-avis trucks. Together, the rwo acquiring railroads project cost sav ings and incremental revenue
gains in the hundreds of millions annually. How do these transaction-related benefits to the
Applicanis compare to the markei acquisilion premium?
The cost-sav ings on existing traffic and revenue gains (net of cosls) on additional traffic
attributable to the transaction are a source of increased, transaction-related net cash flow for CSX
and NS. Designating such transaction-related additional net cash flow "benefits," Figure 8
compares the expected net present value of this improved net cash flow to the market acquisition
premium (S3,755 million) as calculated by witness Crowley on behalf of Atiantic City Electric
and Indianapolis Pow .-i «t Light (and cited widely by other commentors)." When the present
value of the benefits of the transaction—the net new cashflow—exceedsthe acquisition
premium, il is rational to pay andfinancethe acquisition premium.
.As Figure 8 shows, expressed in present value terms, the anticipated merger-related
benefits to CSX and NS total over S5.5 billion. Hence, the measured benefiis in Figure 8
substantially outweigh the asserted markei acquisilion premium of $3,755 billion.

Stated

alternatively, the efficiencies and traffic to be gained from the merger more than "pay for" the

ACE. et al, Crowlev V.S. at 25.
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Figure 8

DO PRIVATE BENEFITS "PAY FOR" THE
MARKET ACQUISITION PREMIUM?
(Private Savings vs. Purchase Price Less Pre-Transaction Market Value)

Net Present Value
($ in millions)

Total Private Benefits
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Private Benefits to CSX

$

2,414

Private Benefits to NS

$

3,104

Market Acquisition Premium
Net Private Benefits

Sourc es: Applicants' Pre Forma Income and Cash Flow Staiements. Crowley V S . STB Ex Parle 556
Analyst;: hnsed on 30-year life discounted using STB's 1996 railroad industry cost ot capital.

$

5,518

$

3,755

$

1,763

markei acquisilion premium. From a business perspective, they provide tiie basis upon which
rational parties would paytiiemarkei acquisilion premium to acquire Conrail. In particular, no
additional expected benefits from merger-related enhancements of market power are needed to
explain the Comail market acquisition premium. As cortoboraiion. Mr. Whitehurstfindsthat
cash generated bytiietransaction for CSX and NS more lhan covers their costs offinancingthe
acquisition of Conrail.
In light of these findings, is it plausibletiiatthe market acquisilion premium reflected
anticipation by CSX and NS that the acquisilion of Conrail would enable tiiem to gamer
incremental profits from an unleashing of market power? Importantly, no commentors hr toffered evidence that would reverse the conclusion from Figure 8 that the proposed transaction
cost-savings and incremental revenue gains justify the markei acquisilion premium.
Kahn/Dunbar, for example, explain that "we believetiieacquisition will increase markei power,"
bul indicate tiial "[wJe are not in a position lo assess the relative contributions of [possible
efficiencies and enhanced markei power] lo the overall premium paid for the Conrail asseis." '°'
Neither ACE, et al., nor its wimess Crowley adds lo this empty set of analyses by commentors
challenging the "acquisition premium." Indeed, ACE, et al. state bluntly that they are not
challenging CSX"s and NS's projection of benefits.'"Assertions and insinuations that the market acquisition premium for Conrail represents
the capitalization of merger-related enhancements of markei power do not constitute evidence.

Whitehurst R-.-buttal V.S.
Kahn-DunbarV.S. at 19.
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Even if one accepts the flawed analyses cf competitive issues set forth bv shipper witnesses
Crowley and Kahn/Dunbar at face value, it is not plausible that tiie compelitive "problems" they
claim exist would provide an explanation of the Conrail market acquisilion premium. When
tuming to the application of their "results" to the case of the CSX'NS acquisilion of control of
Conrail. Kahn/Dunbar argue that merger-related market power enhancement is so pervasive that
'•remedy is required for all destinations that will be served henceforth by either or both of the
acquiring carriers...where compelilion, actual or potential, is eliminated or lessened at eitiier
origin or destination as a result ofthe acquisition of Conrail."'"^ Kahn/Dunbar describe no such
situations, but aver that "[ejxamples of such instances are discussed by Mr. Crowley."""
Examination of .Mr. Crowlej 's "examples,"'" however, finds ihat he presents three examples
which he asserts demonstrate ihat railroads do no' maximize profits, but which are not verified as
filling the KahnBunb:^ criteria. He offers bul two more examples.'-* both intended lo illustrate
that destination sole-serve railroads leave ongin railroads with no profits, under the mistaken
impression lhat this is an implication of the neutrality, or "one lump." theorv- (see above). These
five examples provide no foundation for concluding tiiat the proposed iransaction enables CSX
and NS to capture an acquisilion premium made up of more than S3.7 billion in present-val ued
unleashed market power.

ACE. e; a/, •"Comments" at 11.
'••

KahnDunbar V S. at 20.

'-

KahnDunbar \".S. at 20-21.
ACE, etal. Crouley V.S. a! 19-20.
ACE, et al. Crov^ lev V.S. at 22-23.
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In fact, the proponents of the view that post-transaction enhancements of market power
will be rampant offer no quantitative assessment as to how there vvould be so much harm to
competition as to generale the "acquisilion premia" about which thev complain, or how such
harm would outweigh the pro-competitive effects of the immense and measurable introduction of
dual rail competition into tiie Conrail solely-served areas described in Figure 1,. Apart from
shippers that seek to use this proceeding to revisit the bonleneck issue and to introduce two rail
caniers where pre- u-ansaction service was by a single carrier, the core complaint of shippers has
not been that Conrail fails to maximize profits. Rather, they see the competitive problem as the
lack of competition Conrail faces as a sole-serve carrier at so many destinations and origins.'"'
Such shippers stand to benefit from the CSX'^NS transactions.
Finally, the Board's well-es'ablished precedents for eliminating and condiiioning any
prospective harm to compelilion emanating from a rail merger contradict the interpretation ofthe
market acquisilion premium as the capitalization of markei power.

Given the regulatory

authority and historical precedent for robust competitive review on the part ofthe STB (and the
ICC), il is not reasonable to think that the capital markets would rationalh support any
expectation lhat the STB would fail lo condiiion this transaciion so as lo rid it of any potential
competitive harm. The Santa Fe/Souihem Pacific, BNSF. and UP/SP experiences have clearly
established strong pro-competitive precedent that parties seeking approval of rail mergers and

See. e.g.. CSX.'NS-21, Vol. 4B, Alger Farms, Inc.. p 6h CSX^•S-21, Vol 4B, BOC Gases, p.369; CSX'NS21. Vol. 4D. Jenkins Brick Company, p.50; CSX'NS-21. Vol 4B. American Honda .Motor Co., p 114.
CSX'NS-21. Vol.4D, Mazda Motor of America. Inc. p 331: CSX'NS-21. Vol 4C, Griffin Pipe Products Co.,
p 429; CSX'NS-21, Vol. 4D, Ogihara America Corporation. p.613, CSX'NS-21, Vol.4B, Carbonic Industries
Corporation, p.496: CSX/NS-2r Vol 4B, Cabot Corporation. 458; and CSX 1^15-21, Vol 4D, Hercules. Inc..
p 528.
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acquisitions are now so cognizant of such precedent that they recognize the need to cure
competitive problems as part of their applications—just as CSX and NS have done in this
instance.
IV.D

Regulator>- Implications
It would be logically cono-adictory for the Board to approve a merger on the grounds that

it does not pose the threat of substanti ' merger-related harm to compelilion. but to then find that
an "acquisition premium" represents capitalization of remms to incremental market power.
Notwithstanding this contradiction, several interveners advise that any excess of the purchase
price of Conrail over ils net book value be excluded from the carriers" accounts for the purposes
of jurisdictional threshold and revenue adequacy determin-uions. These recommendations are
inconsistent with both the evidence on the composition of Comail" s markei acquisition premium
discussed above, and w-ith sound design of .gulatory policies that seek to promote a dynamic
and efficieni railroad system.
I \ .D.l

The Alleged ''Burden" of an Acquisition Premium
Commentors allege that, as a result of the cost of the acquisition as struck by CSX/NS

and Conrail in an open, arm's-length negotiation, shippers "captive"" to the acquiring railroads
will suffer compelitive harm. Specifically, il is asserted lhat the agreed-upon purchase price
reflects, in their estimation, an excessive "premium,"" where premium has been variously defined
as the cost of acquisition over the historic book value or the difference between the preacquisition market value and purchase price of Conrail's outstanding stock. Commentors thus
imply that the expecied efficiencies and projected revenue growth detailed in the pro-forma
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fir ancial statements will be insufficient to cover the agreed-upon transaction price, and in order
t j recover the unrealized incremental costs, the Applicants will be forced to raise rates,
particularly on "captive" shippers.
This argument is flawed at the level of basic economic principles of profit-maximizing
decisions by a railroad. The "acquisition premium" is a sunk cost as CSX and NS go forward.
As such, even if realization of the projected merger benefiis that underlie the Applicants" rational
willingness to incur the market acquisition premium weie to be blocked, it would not make sense
for CSX or NS lo therefore trv- to price at higher levels in order to somehow "pay for"" the
acquisition premium. Under any circumstances, the best wav for them lo ensure lhat lhey can
finance their purchase of Conrail on a going-forward basi? is to ignore the burden ofthe purchase
price. Net income available lo pay off (finance) the acquisilion price of Conrail will be
maximized by pricing and providing service so long as additional sales bring in more revenue
lhan the (non-fixed) margins^l cosls of making such sales. Tins basic rule of profit maximization
holds whether or not a railroad is trv ing to pay off a sunk obligation.'
IV.D.2

Regulatory Pricing Limits
Bevond the foregoing argument, commentors allege ihat—barring action on the pan of

ihv-^ STB—the acquisilion cost of Conrail will "distort'" tegulatorv- protections afforded shippers.
Unless the STB inienenes to prevent the inclusion of the difference berween the acquisition

See, for evample, CMA'SPl "Joint Comments," at 7; NITL'CPTATFI ••Comments." at 22. PEPCO. Felton
V.S at 24: ,ACE. et al. "Joint Commenc.'^," at 11.
As demonstrated above, the .Applicants' Pro Forma Incor.ie and Cash Flow Statements. \\ . h assume no
overall rate inrrcdse on the pan of the Applicants, show that the transaction-related benefits more :',,dr) " pay
ior " the market acquisition premium.
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price and the pre-merger net book value of Co.irail's asseis as used in regulatory rate
deierminati()ns. ii is asserted that CSX and NS will be afforded the opportunity to pass ihrough
the predicted rate increases wiihout scrutinv as the accounting treatment of the acquisilion cost
will increase tiie jurisdictional threshold (via an increase in system-average variable costs) for
particular traffic movements, and will reduce the carriers' net retum on investment fot purposes
of revenue adequacy determinations. The net effect, it is asserted, is to raise the level of
regulatory restraints on rail rates, freeing up CSX/Conrail and NS/Conrail to realize oiherwise
unexcercisable market power and impose rates lhat would oiherwise exceed a maximum
reasonable level.
Various parties term the foregoing argument the "fatal circularity." This claim ho ds lhat
permining the firm with market power, vvhich has its pnces constrained to some function of its
costs, to raise it s costs and, iubsequenllv. its regulatory rare ceiling by incurring an acquisition
Dtemium is faiallv circular insofar as il implies that the capitalization of such freed up market
power provides the cost-basis for capturing such freed up market power in subsequent rate
setting. This argument, however, rests onflawedanalogies to regulated utilities lhat are subject
to pervasive cost-of-service controls on their prices.
The Board has previously recognized the inapplicabiliiv' of the argume.n put forth by the
commentors:
For public utilities, use cf acquisition costs would result in a circular downward
rate spiral [vvhere the acquisition cost was less than the predecessor cost]; rates
would be based on lower acquisilion costs vvhich, in tum, would produce lower
rates. In the case of railroads, however....a larger share of revenues is determined
by competitive markets and not by regulation. [The Revenue Accounting
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Pnnciples Board] concluded that the issue of circulantv uas. therefore, not
applicable to the railroad industr. ."^
The railroad industrv is not appropriate!) analogized lo electric, gas. or other public utilities.
Vv'ilh few exceptions, railroads dc .10; operate at cost-based price caps. Instead, rail rates are
established bv market forces,freeof maximum constraint.'" In the case of Comail. for example,
most traffic is either exempt from such regulations—v>. movements based on contracted
rales—or movements that would be below the regulator, threshold In eiiher case, the rates are
not set on the basis of regulation but by prevailing market condiiions and negotiations

I

understand that even the number of ICC STB rate challenges faced ty Conrail over the past ten
years has been minimal. It is simply not the case that there is a •"circle " to be closed.
.Assuming arguendo lhat the faial circulantv argument applied with force to the carriers at
hand, intervening shippers' analyses of the imp'-cations are flawed in a fundamental fashion.
lne\cusabl>. commentors" calculation^ of the impact of various asserted "premia"" on the
jurisdictional threshold and revenue adequacy ignore the hundreds of millions of dollars of
annual cost savings and incremental traffic and rev^^nne gains tiiat the CSXNS lrans?rtion
entails .-Xs Mr. W hitehurst explains in his Rebunal V.S. or behalf of CSX and NS. Mr. Crowley
purports ;o show that the inclusion of an "acquisition premium"" would raise jurisdictional
thresholds and lower rates of retum for revenue adequacy purposes."" In addition to various

£\ Parte
"'

Raiiroad Revenus .Adequacy • 1988 Determination, 6 ICC2d, at 938.

Ev Parte 483. supra, 6 I.C.C 2d at '*41: Raiiroad Cost Recoverv Proredures ~ Producii.irv Adjustment. 5
1 C.C.2d 434, 44- (1989), aff d.sub nom Edison t.lectric Institute \.""'CC. 969F.2d 1221 (D.C.Cir. 1992),
Coal Rates Guidelines, supra, 1 I C.C.2d at 521-522.
ACE, s-al. Crowiev V.S at 25-39.
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technical and computational ertors discussed by Mr. WTiitehursi, this analysis takes no account of
the lransaction"s documented capacity to \ield cost savings and incremental traffic. Vet. the
merger-related benefits of cost savings and iraffic gains vvould directiv ofi:ei the impacts of an
"acquisition premium'" in raising regulator.- rate "ceilings"" in the manner described by Mr.
Crowley. As Mr. Whitehurst reports, taking the u-ansaction"s cost savings into account reveals
that CSX/Conrail ar'"' NS 'Conrail will both have the ability tofinancean "acquisilion premium"
out of cost savings and revenue gams while maintaining adequate ov erall returns, and the use of
•he fijll acquisilion cost of Conrail for regulator.- purposes (as existing accounting rules and
precedent require) would not significantly increase regulatorv rate "ceilings"" in the manner
claimed by Mr. Crowley."'
As a "fix" to the purported problem: lhat an "acquisilion premium " purportedly poses for
the regulatorv- threshold and revenue adequacy, a number of interv enors propose allowing no
more than histonc depreciated, or "net,"" book value of Criuail's asseis (i'e predecessor cost
rather than acquisition cost) in junsdictional threshold and revenue adequar-v calculations."^
This "fix" is whollv unjustified on the basis of the evidence and basic economic principles
applicable to the railroad industry.

In the absence of capitalization of merger-related

enhancement of market power (for which there is not evidence in this case), the proper measure
of the value of Conrail is ils curreni value. The curtent v Jue of a firm is the sum ofthe value of
the holdincs of shareholders (i.e.. those with claims .>n the residual, post-debt eamings of the

Whitehurst Rebunal V S.
See, for example. Kahn Dunbar V S at 20: ACE. ei al. Crowley V S (ACE. a uf) at 36-39. NITL CPTA r!,
"Joint Fiiins," at 42.

finn) and debiholders (i.e., those to whom liabilities are owed)."' Together, the value of these
claims represent the value of all of the assets andfinancialreturns oftiiefinm.Therefore, as
applied to Conrail, the proper measure oftiievalue oftiietilingcalled "Conrail" istiiesum ofthe
curtent value ofthe equity of Conrail (as reflected in the Applicants" arm's-length purchase price
of that equity) and tiie value oftiieComail's liabilities. As leading experts in the economics of
corporatefinanceexplain:

"Note that the values of debt and equity add up to thefirmvalue...and lhat thefirmvalue
equals the asset value. (Th.?sefiguresare market values, not book values: The market
value ofthefirm'sequity is often substantially differentfromits book value.)"'"

The central justification for relying on cun-ent value, as opposed to net book value, when
measuring the value of a railroad lies in the fact that it is its current value on w hich debt and
equity investors must be able to eam returns. If investors do n:>i hav e the reasonable expectation
of being able lo eam returns at least commensurate with nose available elsewhere in the
economv, they will lacktiieincentive lo make new investments in. or even lo keep their capital
in. the firm. In industries wherefirmsare not regulated as public utilities and market forces and
competition are given rein lo establish marketplace prices, outputs, and investments, the curreni
\ alue of an ongoing firm will tend to reflect the current cost of replacingtiiatfirmwith an
equivalent altemative. depending on the waxing and waning of supply and demand conditions at
anv point in lime. It generally will not, or only by happenstance will it. equal book v Jue.

Richard Breaiey and Stew art Meyers, Principles of Corporate Finance. Founh Edition (McGraw-Hill- 1991)
at 190
"°

Ibid aim.
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A tendencv toward curtent firm values that correspond to replacement cost in markets
govemed by competition, raiher lhan utilit> regulation, arises from the long-run need for the
marketplace, particularly in growing markeis. lo sustain prices that are high enough to attract
new supplies to meet demand. These new supplies come in at (or anticipating to recover) their
costs (i.e., ciurent replacement costs). Thus, for example, a house built in 1900 for $10,000 will
readily sell for, say. $500,000 when it cosls $500,000 to replace it in the marketplace w th an
equivalent asset. The sales price - the curteni value - of this old house need bear no p«irti:ular
relationship

its historical cost or its depreciated net book value.

The book value or net book value fails as a measure of the fair market value of a firm
because, fundamentally, book value reflects the valuation of assets and investments in past
marketplace conditions. Thus, particularly for long-lived asseis like railroads, small and large
changes in market condiiions. inflation, and regulatory regimes can combine lo leave depreciated
net book values with little or no relationship to curtent market value This is especially evident
in the case of Conrail .As Mr. Whitehurst details. Conrail's net book v alue reflects the legacy of
investments and memorable bankruptcy resolutions that, themselves, cannot be asserted lo have
even reflected original cost at the lime lhey occurted."' Even in the absence of regulation,
inflation, technological change, and changes in demand conditions, differences beiween
economic depreciation and accounting depreciation can result in large deviations between curten*
market value and depreciated net book value.

Whitehurst Rebunal V S.
It is pamcularK surprising th?' the ' net book value" recommendation would be embraced by KahnDunbar.
Their formulation of " acquisition pr«mii'.'ii recognizes that, if prospective enhancement of nar.ket power is
being capitalized into an 'acquisitioi' premium." it is t.ie .-^arket acquisitiori premium that reflects this. The
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The distortions of book-value-based accounting and (potentially) ralemaking arise from
ils "heae -1 win, tails you lose"' character. For the railroad that is considering an efficieni, procompetitive acquisition, for example, book value treatment of its asset value generally would
tighten jurisdictionaltiiresholdsand impinge on revenue adequacy. That is, a railroad looking to
undertake a cost-saving acquisition would find itself faced with the prospect that cost-savings
would pull down regulatory caps toward the point of being binding, and the incentive to bid for
the control of an otherwise efficiency-enhancing merger parmer would be dampened. The proper
signals to such a party would be r ... hy providing for acquisuion cost treatment of its postacquisition asset va'ue. It is that value, after all, that is the motivation for efficiency enhancing
restructurings of the rail system of the type proposed by CSX and NS.

pre-announcement rrrrket value of Conrail to equity and debt investors would reasonably be viewed as
reflectins pre-rransaction market power of whatever force. Any post-merger increases i"' market power would
then be reflected in the market acquisition nremium in the Kahn/Dunbar framework If the goal is to remove
the capitalization of purported merger-related market power from the post-transaci on cost base, it is the
market premium that would have to be dismissed. As discussed at length above, there is no foundation in this
case for the dismissal of the market acquisition premium.
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VERIFICATION

/---JJ
_, verify under penalty of perjury that the
foregoing is true and correct. Further. I certify that I am qualified and
authorized tofilethis Verified Statement. Executed on December
. 1997,

Joseph P. Kalt
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REBUTTAL VERIFIED STATEMENT QF THOMAS E. KUHN
My name is Thomas E. Kuhn. I am Managing Director of TRAX Engineenng &
.Associates. Inc. I am a registered professional engineer whose duties include the design,
analysis and rating of railroad structures: bridge inspection; repair and rehabilitation
recommendations: and the design and inspection of track work projects. My resume is
attached as Exhibit 1.
The purpose of my statement is to provide a review and analysis of the build out
route and estimate proposed by Indianapolis Power & Light Company ("IP«&L"") witness John
E. Porter. IPL-3. Porter VS. .My testimony provides a narrative description of the proposed
build out route and identifies areas of con^-em lhat likely will have a significant impact on the
cost estimate provided by Mr. Porter. Those items of concem are alphabetically designated to
correspond lo the locations shown on IP&L's conceptual plan, which is provided as Exhibii 2.
.At the end of this statement is a series of photographs to assist in vism lizing the proposed site
and the possible problems enumerated below. The photographs a;.,o at; alphabetically
designated lo cortespond to 'he locations shown on lP&L"s concepmal plan.
A.

The proposed turnout to iht new- track is n be located in the vi :inity of the existing
mmout to the storage track •a' 'he north side of the power plant. An existing concrete
culvert structure just west of ti.o existing turnout can accommocate only one track.
There is not room lo the west of the existing turnout to install a new mmout.
Therefore, it a;.pears tiial a new cu'vert structure, or an addition to the existing culvert
structure, is required lo carry the nev track over the existing dii:h. No provision was
made i,i tiie cost estimate for this sL-ucture. See IPL 1-HC0002 & IPL 1-HC0003 (in
Volume 3). [[[

•Ml
B.

According lo the conceptual plan provided, the track is to run to the northwest across a
piece of land immediately to the north of the Stout Plant. This piece of land is the
propertv- of IP&L bul does coniai.-i a building and some other facilities. For the track
to cross this land as proposed, some of the facilities on tiiis property would have to be
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demolished, relocated or treated in some manner to clear a way for the u-ack. It does
not appear that there is any provision in the esumate for demolition of existing
facilities. See IPL l-HCobo2 & IPL 1-HC0003. [[[
.]]j tlowever.
aerial photographs of the property show facilities that run nearly the full length of the
property and it does not appear possible to cross the property at an angle and miss all
of the facilities on the property. [[[
]]] However, because this particular piece of property is
already IP&L property, it would not appear that this would be included in land lo be
acquired and some provision for demolition, relocation or removal of the existing
facilities should be made. This could add $100,000 or more to the cost ofthe project
depending on whether the facilities are to be done away with or will have to be
relocated or reconstructed.
C.

The crossing over lh«* White River is proposed [[[
]]] Based on available aerial photographs of the area, it
appears that a bridge which spans from the east bank of the While River across the
river and across the levee on the west bank of the river would be required. [[[!

]]] Scaling the distance along the line of
the proposed centeriine of track from the east bank of the river across the levee on the
west bank, il appears that the length of the bridge would have lo be more on the order
of 1000 feet. [[['
]]]

[[['

]]] Il would appear to be impossible to construct a bridge over the levee wiihout
having lo excavate into the top of the levee and leave an opening lower lhan the
ex-sting lop ofthe levee or. in effeci. breaching the levee. Further, there is a gate at
the north end of the levee which is marked for serv ice vehicles onlv. This indicates
that service vehicles will, from time lo lime, use the road on the lop of the levee to
perform necessary maintenance. If the bridge has to be constructed at an elevation
which would provid" room under the bridge for service vehicles, [[[

2-
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]]] Raising the
elevation of the top of rail at the bridge would require additional embanJonent on both
the east and west sides of theriverand would add approximately 30.000 Cubic Yards
of embankment to the amount provided for intiieestimate. This would add $155,000
to the estimate.
There is an existing overhead power line (reported to be 136 kV) that rtms parallel to
the levee in the vicinity of the proposed crossing of the White River and continues to
parallel the levee all the way to West Raymond Street. [[{
]]] This clearance would be a mmimum of 24.7 feet (8.1
meters). There does not appear to be any provision for any adjustments to the
overhead power line. IPL 1-HC0002 & IPL 1-HC0003. It may be that, since this is
lP&L"s line, any adjustments to the power line were considered lo be an in-house
maner not to be included in the estimate. However, there needs to be some cost
associated withtiieseadjusmients. This would add $100,000 to the estimate. There is
no photograph associated with this item.
After crossing theriver,the proposed track alignment tums more or less parallel to the
levee and the power line. The property to the west of the proposed alignment at the
soutii end is an active landfill. As the line goes north from the levee, tl landfill
embankment moves lo the east and al one point, there is the landfill boundary, a
service road, a ditch and the overhead power line all in a very constricted area. There
does not appear to be anywhere to buildtiierailroad track except on lop of the service
road. The elevation of the railroad track al this location would appear to require that
the slopes infringe ontiielandfill boundary and the ditch. There does not appear to be
any provision for adjusting the landfill's monitoring wells and other facilities that
Aould be covered up bytiierailroad embankment. IPL 1-HC0002 & IPL i -HC0003.
Nor does there appear to be any provision in the estimate for necessary adjustment to
the overhead power line to provide the necessary lateral clearance in accordance with
the National Electrical Safety Code. There is some quesiion wheiher the embankment
would be allowed lo infringe ontiielandfill property since its operation is govemed by
license requirements If the embankment is allowed lo infringe on the landfill
properly, adjusunents lotiielandfill's monitoring wells and otiier facilities could add
$150,000 to tiie estimate.

-3 -
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The map provided shows the proposed track to cross or come very near lo two small
ponds of water in the vicinity of tiie Indiana Grain property. It does not appear that
any provision has been made for any additional fill or special handling to fill in these
ponds. Filling a pond and constmcting a railroad grade over the area will require
draining the pond and taking special steps to achieve the proper moisture content in
the ground in the bottom of the pond prior to constmction of the fill. This could add
S50.000 to the estimate.
H.

[[(

]]] There is no provision in the estimate for removal and
reconstmction of any fencing. Further, there is an existing electric serv ice line that
parallels the existing fence from Kentucky Street to the south and then turns east lo
serve a building. Relocation and raising of this line will be required to permit
constmction of the proposed track. [[[
]]] The necessary fence work could add
$20,000 to the estimate.
[[[

]]]. At the presenttime,there does not appear to be any service off the
Conrail track west of the switch which serves Indiana Grain. This means that any
Q-ains that presently bring cars to Indiana Grain or any other industry located south of
Indiana Grain would consist of only ten or fifteen cars based on what was on hand al
the time of our observaiion. Initiating unil train service to IP&L would involve
bringing trains consisting of IOO or more cars and several locomotives across the
Kentuckv" Avenue crossing on a regular basis. At the present time, the crossing is not
equipped with crossing gales or cantilever signals. This is a four lane road and
appears to carry a lot of traffic -nto and out of Indianapolis. It woitid seem likely that
nore comprehensive protection to vehicular traific would be required by the city/state
at this location. This could ade $250,000 lo the estimate.
J,

The Conrail track from Kenmcky .Avenue lo the Indianapolis Union Railway was
observed to deiermine ils condition and attempt to assess ils capability to handle the
increased traffic that it would carry if unit coal train traffic were to be moved to the
IP&L cormection. This track consists primarily of 100 pound rail with some 130
- 4-
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pound and 133 pound rail. The heavier rail appears to have been installed as part of
grade crossing reconstmction projects. The track condition is marginally adequate for
the light iraffic lhat the track now carries but it is doubtful lhat it would hold up under
increased iraffic loading that would be imposed by unit coal train traffic. This track
would require heavy upgrading lo be able to carry unit tram loading. No estimate of
cost for rehabilitating this track wa.'^ made.
Of particular concem on the Conrail track from Kentucky Avenue to the Indianapolis
Union Railway connection is the bridge over Eagle Creek. This bridge consists of a
pony tmss and a through tmss bridge on masonry piers and abutments. The through
tmss span appears to be of light constmction and a thorough rating of the bridge
should be done lo ensure that il is stmcturally capable of carrying the loads lhat would
be imposed by unit coal train iraffic. The pony tmss span is severely cortoded lo the
extent that there are holes intiieflangesof the floor beams and al least one floor beam
web is completely cortoded ihrough. This span should also bt thoroughly analyzed to
ensure that il is stmcturally capable of carrying the loads lhat woulJ be imposed by
unit train trafflc. The track profile across this bridge indicaies that one of the
abutments may have settled creating a dip m the track al one end of the bndge. This
condiiion would be exacerbated by unit coal train iraffic. [f[
]]]
Ir. sum. additional work not included in the IP&L study could add:
.\

$ 350.000 for stmcmre at the plant mmout to the new track

B.

S 100.000 for facility relocation, removal, demolition

C.

$2,200,000 for additional length of bridge to cross levee

D.

$ 155.000 for additional fill to provide service road clearance al levee

E.

S 100.000 to raise power line at levee for clearance over track

F.

$ 150.000 to adjust landfill monitoring w^"

G

$

50.000 for special handling lo drain and fill existing ponds

H.

$

20.000 for fence relocation on property east of Indiana Grain

H service road

or a tolal of $3,125,000 lo the estimated cost for the project from the Stout Plant to the
connection at Indiana Grain. This does not include any additional cost for upgrading the
-5-
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grade crossing p'otection at Kentucky Avenue, upgrading tiie Conrail track to permit safe and
reliable operation of unit coal trains over the iine or reconstmction of the existing bridge over
Eagle Creek on the Con

rack. These three items coulJ add $4,000,000 or more lo the

total cost to provide safe and reliable rail service to the Sloul Plant. [[[

JJ]
While the actual operaiing factors of 'he proposed buil J-oul were not in the scope of cur
study, it was noted that a 100 car train wo<'"d occupy every s ade crossing on the Conrail track
berween Kentucky .Avenue and the Indianapolis Union Railway connection.

It is our

understanding lhat there is a state law that a crossing may not be occupied for more lhan 10
minutes. If a 6.000 foot train moved from a standstill to 10 MPH. it v.culd lake more than 10
minutes for the entire train to pass one point. Therefore, il may net be possible to serve the
power plant without v lolating sute laws.
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VFRIFICATIQN
I, Thomas E. Kuhn, declare under penalty of
perjury that the foregoing i s true and correct.
Further, I certify tnat I ara qualified and authorized to
f i l e this statement.

Executed on December

Thomas E. Kuhn
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EXHIBIT 1

PROFESSIONAL RESUME OF TLOMAS E . KUHN
EXPERIENCE;
Present:

Managing Direcior. TRAX Engineering & Associates, Inc. Duties
include: Brioge inspection and repair and rehabiliiatidn
recommendations. Design, analysis and /ating of railroad stmcmres.
Design aad insp)eci.on of irackwork projects a;; required.

1986-95:

Principal of consulting firm of Design Nine. Inc.. which specializes in
railroad related projects. Duties included: Bridge inspection and repair
and rehabilitation recommendations. Design, analysis and rating of
railroad stmctures. Design and inspection of irackwork projects as
required. Adminisirative duties included maintaining corporate
financial records, computerized accounting and consultation with
accountant as well as general admimstralive duties involved in mntung
a business.

1984-86:

Bridge Constmction Engineer (Missouri Pacific Railroad Co.) Duties
included: Supervision of bridge constraction gangs in constmction of
steel and prestressed concrete railroad trestles and repairs lo existing
steel railroad bridges. Supervision of p'anl in manufacmre of
prestressed concrete piles and girders Coordinated schedules f JL
casin g and constmction Supervision of emergency repairs to bridges
damaged by '.erailment, fire, etc

1978-84:

Engineer-Special Projects (MoPac) Duties included: Inspection of
railroad bridges, training district bridge insf)eclors. developing
maintenance and repair recommendations. Preparation and
administration of contract documents for bridge constmction and repair
projects. Su-^ rvision of emergency repairs to bridges damaged by
derailment, fire. etc.

1976-78:

Bridge & Building Superintendent (MoPac) Duties included:
Supervision of district persomiel in maintenance and repair of bridges,
buildings and strucmres. Inspection of stmcmres to develop
maintenance, repair and replacement programs. Devck'vpmeni and
control of maintenance programs and budgets.

1975-76:

Bridge Design Engineer (.MoPac) Duties included: Analysis of design
of railroad bridges and stmcmres. Preparation of plans and estiniates
for constmction and repair projects. Preparation of contract
specifications and documents.

1974-75:

Bridge Inspector (MoPac) Duties included: Inspection of railroad
bridges and other strucrures lo develop maintenance and repair
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requirements for programs,
1972-74:

Civil Engineer (MoPac) Duties included: Preparation of detailed
drawings, specifications estimates and contract documents for repair
and constmction of railroad bridges and stmcmres. Analysis and
design of steel, concrete and timber bridges.

1971-72:

Civil Engineer Assisiant (US Army) Originated, evaluated and
inspected proj ts in constmction, higliway, stmcmral. hydraulic and
sanitary engineering.

EDUCATION:

B.S. Civil Engineering, 1970. University of ivIissouri-Rolla

ACTIVITIES AND ORGANIZATIONS:
Professional Engineer - Missouri #17486
- Kansas #9065
American Railway Enginetring Association (Committee 18 - Light Density and
Short Line Railways)
.American Railway Bridge and Building Assn
(Director 1982-85)
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REBUTTAL VERIFIED STATEMENT
OF
E. J. MARTIN
NORFOLK SOUTHERN MARKETING MANAGER
OF GRAIN AND GRAIN PRODUCTS
My name is E.J. Manin. My business address is 110 FranJclin Road. SE. Roanoke.
Virginia 24042-0041. 1 am Marketin';, Manager of Grain and Grain Products with Norfolk
Souihem. I have held my [ resent posiiion since May 1. 1990. My position is responsible
for plarming and direction of pricing negotiations, contractual development and marketing
activities involving grain and grain products.
1 have reviewed the public, but not the confidential, commenis filed by the U.S.
Depanment of Agriculture. While 1 cannot comment on the economic smdies lhat, according
to USDA, show some minimal adverse impact on agricultural shippers in the Conrail service
territory , I can comment on tiie importance NS places on the agriculmral markeis in its
territories, the incentives it has pul into place to develop those markeis, and the extraordinary
benefits 1 believe the agricultural marketplace will reap from the Transaciion.
1 know that botii CSX and NS view agnculmral markeis as imponant growth markets,
and both are very aggressive about going after the agriculmral business. NS, for example,
has invested heavily in developing agricultural markeis and in providing customers in these
markets with the necessar>' equipment to efficiently handle their traffic, Agriculmral
shippers on NS do not experience the same car supply and unit train size problems often
identified with other railroads.
NS maintains afleetof 8,300 jumbo and super jumbo covered hopper cars, a majority

p-321

of which . re dedicated to grain service. Many of these cars (1,600) are in 50-car unil train
service, but many more (3,860) are in single-car service. Conrail, by contrast, has
downsized its covered hopper fleet due to its different marketing philosophy and differing
needs of ils customers.
The 50-car unit train service is an example of NS' emphasis on the agriculmral
market, and is significant from a shipper's cost savings perspective. NS" 50-car unit train
program includes privaiely-owned as well as NS-owned cars. This unil train program, with
its reduced rales, is available for all types of agriculmral markeis: export markeis,
southeastem feed markets, com and soybean markets, and flour mill markets. NS also
works in partnership with shippers in the agricultural marketplace to develop new facilities
and expand present facilities to enable those facilities lo lake advantage of NS" 50-car unit
train program.
NS must be continuously aggressive in ^jveloping its agriculmral markei share to
avoid losing out to the combined competition of CSX (NS has verj' few moves where Conrail
is a direct competitor) and tmcks.
USDA"s comments fail to recognize the significant favorable effect of the transaction
on certain large agriculmral markets Elevators and processors located on Conrail in the
Midwest will enjoy new single line service to the Southeastem feed markei. This is the
fastest growing and largest agriculmral market served by NS and represents about 38% of
NS" carload grain traffic - nearly 65.000 carloads per year. Having this added source of
supply will benefit end users in the Southeast and will provide new business for elevators and
processors located on Conrail. which previously had limited single-line destination markets.
Another area that will experience a direct betiefit from tiie Transaciion is the Delmarva feed
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market, which will be open to the NS 50-car unit train program and expansion incentives for
the first time.
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VERIFICATION
E. J. Martin, makes oath and says that he is Marketing Manager, Grain
and Grain Products, Norfolk Southem Corporation, Roanoke, Virginia, that he is
authonzed to file and verify the foregoing verified sta. ement in STB Finance
Docket No. 33386 cn behalf of the applicants. tr.3t he has carefully examined all
the statements in the foregoing verified statement, that he has knowledge of the
facts and matters stated therein, and that all representations set forth therein are
true and correct to the tiest of his knowledge, Infomiation and beiief.

^ I Martin
COMMONWEALTH OF VIRGINIA
CITY OF ROANOKE
Subscribed and swom to t>efore me
This 3"" day of December. 1997.

Notary Public ^
My commission expires February 29, 2000.
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VERIFIED ST.ATEMENT
OF
WILLIAM M. McCAIN

My name is William M. McCain. I am Assistant Vice President-Labor Relations
for Consolidated Rail Corporation ("Conrail"), 1 have held this position since .\pril 1,
1994, Prior lo lhat date. I held various positions in the Conrail Labor Relations
Department, beginning in 1976. when I joined the newly-established Conrail. 1 began my
career in railway labor relations in 1974 with the Lehigh Valley Railroad, one of
Conrail's predecessors.
Based or; m\" work experience, I am very- familiar with the history of Conrail's
labor relations, beginning with Conrail's inception in 1976. I make this declaration m
order to respond to certain commenis filed by rail labor in the Surface Transportation
Board proceeding captioned Finance Docket No. 33388. CSX Corporation and CS.X
Transportation. Inc.. Norfolk Southern Corporation and Norfolk Southern Railway
Company - Control and Operaiing Leases'.Agreements -- ConraU Inc. and Consolidated
Rail Corporation. Specifically, several commentators have urged the Board to disapprove
the proposed transaction, citmg the asserted ""sdcrifices" made by rai! labor m connection
vvith lhe creation and operation of Conrail. This contention is expressed generally m the
declarations submitted by the .Allied Rail Unions (e.g., Scheer Decl, ^3). An individual,
R. D. Chamberlain, who identifies hmiself as a Conrail employee, filed a lener urging the
Board to disapprove the proposed transaciion, and assertmgtiiatCom".iil employees ""gave
up all our money making agreements and crew sizes to make this company a profitable
raiLjad "" The Tran.sportation Communications International Union ("TCU") urges the
Board to grant agreemer* employees "a level of protection which is commensurate vvith
their contribution to Conraii"s value"' (TCU-u at 3-7), and purports to buttress ils case
witii tite verified statement of Thomas Rotii ("Rotii \'.S."). .Mr. Rotii presents what he
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tenns a "report on Conrail's recovery" and remm to profilabLily" (Roth V.S. at 1), in
which he contends tiial rail labor made "the greatest contribution toward Conrail's
recovery" (Ld at 2). As 1 explain below, Mr. Roth's repou omits key facts and provides
a misleading account oftiiehistory it purports to relate.
.A contention that Conrail's curreni employees deserve special protection on
account of their prior sacrifices is just wrong. TCU rests its contention pnncipally on the
substantial number of emp'oyees whose jobs were abolished (or were transferred lo
commuter railroads) m tiie effort to transform Conrail's bankmpt predecessors into a
profitable railroad. The number of employees whose jobs vvere abolished intiiepast has
no logical beanng on the level of protection ±at is appropriate for the cunent Conrail
employees who may be affected bytiiepioposed "transaction. By defmition. current
Conrail employees did not lose theu" emplovTnent m tiie effort to build Conrail; lhey are
the ones who kept their jobs.
Likewise. I disagree with TCU's contention that enhanced employee protection
shof.ld be imposed because Conrail employees agreed lo defer wage mcreases m 1981 in
order to help the raihoad achieve profitabilitv-. Mr. Rotii's descnption ofthe 1981 wage
increase deferral is incomplete and misleading.
.A vvasc increase defenal by Conrail employees was one ofthe statutory "goals"
expressed by Congress intiieNortheast Rail Service Act ("NERSA"). Pub. L. No. 97-35,
95 Stat. 643 (198l)("'NERS.A""). which adopted various measure ; designed to help
Conrail achieve profitability. Section 1134(4)(A) of N'ERSA providedtiialConrail
""should enter into collective bargaming agreements "vvith its employees which would
reduce Conrail's costs

an amouni equal to 5200,000.000 a year, beginnmg .Apnl 1.

19S1. adjusted annually to reflect inflation." Pursuant to § 1134(D). the S200 million
annual savings goal was to be measured based upontiietotal labor costs that Comail
otherwise would incur under nationally negotiated collective bargainuig agreements, hi
accordance witii tiie N^RSA du-eclive, Conrail and the labor organizations entered inlo a
wage increase defenal agreement entitled "Agreement Benveen Conrail and Certain
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the i 981 .Agreement provided that Conrail employees vvould receive no wage increases
until the wage rates negotiated on the national level exceeded Conrail wages by 12
percent, a gap that was achieved in 1982
Mr, Roth refers to the wage increase defenal as having been "contributed by rail
labor" (V.S Roth at 6), thereby enoneously implying lhat the 1981 wage increase defenal
was limited to Conrail's agreement employees • This assertion is made notwithstant'tng the
fact lhat his estimation of wage increase defenal savings includes nonagreement as well as
agreement employee^ employed by Conrail in the lelevaiit timefra-ne(V S Roth An 1)
One ofthe terms of the 1981 Agreement ai:d one of the other express "goals" of NTRSA
required Conraii's nonagreement personnel to forego proportionally equivalent wage
increases The 1981 Agreement and another "gcal" of NERS.A also required Conrail to
reduce the size of its nonagreement workforce in proportion to reductions in agreement
positions '
Conrail has long since restored its employees' wages lo national levels By
agreement dated February 14, 1985, Conrail agreed to adopt national wage levels for .-.Il
agrecTient employees The wage increa.se restoration was etfeciive July 1, 1984, and
Conrail h-'s maintained wages at national levels ever since.
The 1981 Agreement failed to achieve the S200 million annual savings targeted
under NERS.A Indisputably, however, the agreement yielded hundreds of millions of
dollars in savmgs Mr Roth contends that those savings reached nearly S500 milhon
\ ' S. Roth .Att 1 Our records show thai Conrail saved slightly less lhan S400 miUion

' NtRSA5i ir>4(nprov-ided
{1) NO.N'AGREEN{ENT PERSONNEL -(A) Emplovees who are not ,'^bject to collecu e bargaining
agreements (hereafter in this secUon referred to as nonagreement personnel") should forego wage
increases and benefits in an amouni proportionately equivalent to the amount foregone b) agreement
employees pursuant to paragraph (4) of this seaion aciusied annually to reflect inflauon
(B) ,After May 1, 1981, the number of nonagri.-ement personnel should be reduced proportionatelv
to any reducuon m agreement eniplo\ eei (excluding reduaions pursiiant to the lenmnauon program
under Secuon 702 of the Resionai Rail Reorgamzauon Aa of 1973 ,
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(over the period April 1, 1981 through j-.;ne 30, 1984), including wage increases defened
by nonagreement as well as agreement employees, and also including employer tax
savings In any event, the precise extent of the savings is inelevant
WTiether the wage increase defenal saved Conrail S400 million or S500 million, the
pertinent fact is lhat Conrail compensated the employees affected by the wage increase
defenal In 1985, Conrail entered into an agreement (the "Definitive Agreement of
September 17, 1985 By and Between Conrail and the Undersigned Representatives of
Conrail's Agreement Employees" (hereinafter, "Defimtive Agreement")), under which
Conrail agreed lo compensate employees for their previous wage increase defena'c
through a number of means, includmg cash payments totaling 5200 million, the
distribution of siock, and the assumption of certain employee protection obligations The
S200 million was allocated to affected employees based on their relative eamings in the
penod covered 'jy the wage increase defenal (April 1, 1981 through June 30, 1984) The
stock payment look the form cf an accelerated distnbution of shares (amounting to 15
percent of Conrail's common stock) to an Employee Stock Ou-nership Plan ('"ESOP").
^\'c intended and expecied those provisions to yield affected empicyees more money than
thev would have received if their wage increases had not been defeired
The Defimtive Agreement's pnncipal terms were mandated by Congress in the
Corrail Privatization Act, Pub, L. No 99-509, IOO Stat 1893 (1986) .Among the
legislative findings in support ofthe Act, Congress found that Conrail's employees
contributed significantly tc the turnaround in the
Corporation's financial per'ormance and [that] lhey should
share in the Corporation's s.iccess through a senlement of
their claims for reimbursemen," for wages below industry
standard, and a share in the conmon equity of the
Corporation
Id. § 4002(9)
Thus, § 4024 of the Pnvatization Act provided:
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PROVISIONS FOR EMPLO'VTES.

(e) COMPENSATION FOR WAGES BELOW
INDUSTRY STANDARD. — The Corporation sliall pay
$200,000,000 to present and fomier employees subject to
collective bargaining agreements, in accordance witii the
terms and condiiions in the Definitive Agreement refened
to in subsection (d)(1), or as otherwise agreed between the
panies.
In addition, pursuant to § 4024(f) oftiiePrivatization Act, Conrail w as required to
honortiieprovisions of the Definitive Agreement entitling employees to accelerated
distribution of stock under tiie ESOP. Section 4038 oftiiePrivatisation Act expressly
provided that the § 4024 cash and stock be . 'fits were to constimte complete and fmal
resolution of "all claims to pay entitlements arising out oftiiepay increase defenals by
present and former employees of [Conrail] under tiie [ i 81 Agreement]."
TCU purports to explain what Conrail's nonagrt ement employees will receiv e in
the form of "severance payments" and "dislocation allowances" and contends that "it is
only equitable that comparable packages be made available to Conrail's uruonized
workforce." TCU-6 al 7. As explained m tiie Verified Statemer of Richard D. Huf&nan,
most ofthe money that individual employees will receive in connection with the
proposed transaction represents allocation of Conrail's current ESOP, Under tiiis ESOP,
which was established and funded in 1990, employees' retirement contributions were
matched with Conraii stock.
Conrail's agreement employees were offered an opportunity to participate in the
ESOP in 1989, All of the unions representing Comail's agreement employees rejected
the offer. Since then, a single union,tiieFratemal Order of Police ("FOP"), made an
agreement to jom the ESOP. (W e reached an agreement on the ESOP with the Uruted
Railway Supervisors' Associatioin, bul the agreemeni was rejected by that uiuon's
membeiship.) Thus, Conrairs FOP-represented employees will participate in the ESOP
allocation on the same lerms as Conrail's nonagreement employees.

5
p-329

.Mr. Chamberlain's assertions also are witiiout merit. His contentiontiiaiConrail
employees "gave up all our money making agreements" presumably is a reference to the
1981 wage increase defenal. As I have explained, Conrail employees were compensated
for the wage increase defenal years ago. Mr. Chamberlain's contention lhat Conrail
employees "gave up...crew sizes" presumably refers to the various crew consist
agreements that Conrail has entered into with the United Transportation Union. These
agreements prov ide additional monetary benefits to employees who work in smaller
crews. In any event, Conrail's crew consist agreements are generally comparable to
agreements on other Class I railroads, and do not constimte a reason to treat Conrail
employees differently in this proceeding.

\TRIFICATION
STATE OF PEN'NS'iTV.ANIA
COUNTY OF PHILADELPHIA
William M. McCam. bemg duly swom, deposes and says that he is
Assistant \'ice President-Labor Relations for Consolidated Rail
Corporation, that he is qualified and autiiorized to submit this Verified
Statement, and lhat he has read the foregoing statement, knows the
contents thereof, andtiiatthe same is true and conect.

W'iiliam M. McCain
Subscribed and swom to before me
by William .M. McCam,tiiis8tii day of
December. 1997.
^/y.^'Xc

Notajyl'ublic
V

/

^^H^IABlAL-SEAt-'
LINDA A KONIC;''Y, Notary Public
City of PtiilaOeiphia. Phila Counry
My Commission Expires Aug 7, 20O0
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The SP situation was compounded by a huge growth in traffic, largely
unsupported by corresponding revenues or profits. In the period 1987 through 1996,
revenue ton-miles on SP grew 71% whereas revenues grew only 18%. Such growtii
puts tremendous pressure on the facilities of a railroad which simply did not have the
in^structure necessary to accommodate that growth. SP was (and is) a largely single
track railroad, which puts severe constraints on cecity when compared to multiple
track raiiroads. Further, SP did not and could not generate enough operating iiKome
to support needed capital investment needed to suppon growth.
SP was a fragile operation and any sudden shock to the system, such as a
surge in traffic or unexpected weather, would cause serious problems. Indeed, SP
suffered "gridlock" similar to the current UP problems in 1979. In my judgment, UP
is absolutely correct in saving that much of the current UP-SP problems can be traced
to the condition of SP. By contrast. Conrail's growth has been far less; revenue tonmiles increased 16.9% for the ten year period (revenuess increased 13.1%). Conrail
had further advantages: its mainlines are largely dcble tracked and CR's
infrastrucmre continues to benefit from substantial go 'emment investment in the
period 1976-1980. followed by a continuous and healthy internal capital investment
program.
Conrail, by contrast, is in excellent condition. Its fmancial performance
continues to improve and customers rate its service quality as good to excellent.
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NS AND CSX HAVE BEEN MORE FOCUSED ON CONRAIL THAN UP
WAS ON SOUTHERN PACBHC.
UP enjoyed a good repuution before tiie SP merger. Yet UP was also
wrestiing with huge traffic; revenue-ton-miles grew 71% in the ten year period
1987-1996. Of special importance to .ater events was the substantial growth in traffic
to/from Texas and Mexico, an area where UP lines were largely single tracked. This
rapid growth put a strain on UP's fixed plant and motive powt • fleet.
In the past five years. UP also managed significant changes to its system. UP
reduced route miles from 26.752 in 1990 to 22,266 in 1996. It acquired tiie Chicago
and Northwestern. It was confronted witii a proposed BN-SF merger; it countered
with a hostile takeover bid for the Santa Fe. It lost that bid and was then confronted
with the emergence of a new competitor. BNSF. Faced with a complete change in
the balance of power in the West. UP put togetiier and obtained approval of the SP
transactior in record lime. Concurrently. UP was involved in a effort to make major
expansions into the Mexican markei.
Inevitably, all of this activity had to divert management focus from SP's
problems.
The eastem simation is fundamenuUy different. Traffic growth has been
relatively modest; in the ten year period revenue ton-miles grew 37.7% on NS and
11.5% on CSX. Botii CSX and NS completed most of their downsizing activities
prior to 1990, and botii are growing their workforces.

Conrail was the dominant

rail merger item on the management agenda at both NS and CSX for many years. In
that process both CSX and NS leamed a lot about Conrail.
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REBUTTAL VERIHED STATEMENT
OF
JAMES W. MCCLELLAN
NORFOLK SOUTHERN VICE PRESIDENT STRATEGIC PLANNING
My name is James W McClellan. I am the same James W. McClellan who
submitted i verified statement contained in the primary application submined on June
2.-5, 1997 in Finance Docket No, 33388 (See Volume I, pages 501 to 554).
I am submining this statement for two purposes: (1) To respond to the
numerous questions r?ised conceming the ability of Norfolk Southern and CSX to
acquire Conrail, sepaniie that company mto two components and then 'efficiently
manage the integration of those :egments into NS and CSX, respectively; and (2) to
provide information and rebuttal to certain siatemems and claims made in the
Responsive Application of the Wheeling and Lake Erie Railway Company (W&LE-4).
I. INTEGRATION OF CONRAIL BY NS AND CSX
Concems about tiie integration of Comail appear to be largely driven by the
significant service failures thai have occurred on the Union Pacific-Southern Pacific
system, some of which may be ascribed to the merger and some of which have their
roots outside of that merger itself, as 1 will explain
In making this statement. 1 dravk- upon widespread press reports of the UP-SP
simation, certain smdies undertaken on behalf of NS's Strategic Planning Department
by Mike Mohan of the Kingsley Group (a former President and before that. Vice
President-Operations, of Southem Pacific), and my own knowledge of the railroad
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industry that spans three decades. Furtiier, in my job as Vice-Presidem Strategic
Planning and various jobs preceding my current assignment, I bave had the
responsibility of following, interpreting and acting on various industry events and
trends for Norfolk Soutiiem. I have also discussed the UP-SP situation witii a large
number of industry officials and observers.
It is my judgmenttiiattiieConrail transaction is sigiuficantiy different from ' 'le
UP-SP situation and will not experience the same dirflculties that have plagued that
transaction. It is also my judgmenttiiatfar too littie emphasis has been placed on the
serious problems that existed at both Southem Pacific and Union Pacific prior to the
time of their merger.
To simply assume, as some have done, that the Conrail restrucmring will tum
out badly because the UP-SP has had problems is no more rational than to have
concluded that the railroad merger movement should have stopped after the Peim
Central debacle.
CONRAIL IS IN FAR BETTER CONDITION THAN SOUTHERN
PACmC
Conrail is a solid performer financially and operationally In the period 1987
through 1996, the operating ratio of the Soutiiem Pacific averaged 99% and never
dipped below 92%. By contrast, the average operating ratio at Conrail was a full
14.5% points lower, averaging 84.5% and reaching a low of 79.7% in 1995. The
operating iiKome for the two carriers over the decade is billions of dollars in favor of
Conrail. Coivail not only is a profiuble company, the trends have been positive.
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Further. Conrail has been a "panner" for both NS and CSX. This strone
interline relationship has helped us increase our understanding of Northeastem
markets and operations over a long period of lime. By contrast, UP and SP always
were aggressive competitors rather than partners.
NS AND CSX WILL MANAGE THE IMPLEMENTATION BETTER,
and CSX have understood tiie complexity of dividing Conrail since they
considered the matter in deuil in 1995. No one ever split a railroad the size of
Com-ail before and we anticipated major questions about feasibility. Long before
there were UP-SP problems, indeed long beforetiierewas even a UP-SP deal, we
were wrestling witii the complexity of a Conrail deal. Extraordinary m-asurcs are
underway and will continue to be uken to assure a smooth transaction. I will touch
upon some of them.
1. Reliance on Conrail knowledge. Our Conrail activities over time
made us aware of how much we did not know. As a result. NS relied on
knowledgeable fomier Conrail personnel, includi « Gordon Kuhn, former chief
commercial officer and Bob Haiton. former AVP-Transporution to aid us m vari'^ns
decisions. Currentiy. we have a good working relationship with Conrail and are
using as much of their expertise as is possible witiiin legal bounds. CSX has already
hired two senior Conrail executives who occupy seiuor management positions at CSX.
NS has picked a Conrail executive to head Triple Crown, and will shonly announce
several more appointments of Conraii executives to senior posts at NS.
2. Significant planning was accomplished pre-application. The split
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of Conrail itself required an immense amount of planning, a knowledge of Conrail
and how Conrail's parts would be operated. It is significanttiiatno party submitted
evidence to showtiliattiliesplit is not operationally feasible (tiiough some would like
the boundaries redrawn for commercial or other reasons).
Further, the anention given to issues of on-going Conrail management,
including the stmcmring of incentives to keep management in place, shows the type of
deuiled planningttiathas already been accomplished. The continued smooth
functioning of Conrail during a very difficult time for its management is
unprecedented and refl».ctstiieappreciation of CR, NS and CSX of the complexity of
these transaction issues aiid of the importance of proper implemenution.
3. Longer timetable for implementation. Not only have NS and CSX
been smdying Conrai! for years, the longer timeuble attiieSTB gives both carriers
subsuntiaUy more time to refinetiieirplans and prepare for implemenution. In the
UP-SP case,tiieSTB approvedtiiemerger 255 days aftertiieapplication wasfiled.In
tiiis case, the STB's final decision will not be issued umil at least 395 days after the
applications was filed-140 days longertiianin UP-SP, As indicated intiiesutements
of Nancy Fleischman, NS's Vice President in charge of transition planning, and her
CSX counterpan. Michael Ward, while NS and CSX did not seektiiatadditional
time, both of us arc using it to engage in an exu^aordinarily deuiled and
comprehensive planning for the implemenution oftiietransaction, and will continue
10 do so.

At the same time there is a tradeoff berween planning and doing. An unduly
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long implemenution timeuble mns the risk of creating uiKeruinty in the
transporution marketplace, creates unceruinty among the managements of NS, CSX
and CR, and imposes a subsuntial fmancial cost that drains resources from NS. CSX
and therailindustry.
Planning is never a substimte for doing. As thorough as the current p' nning
process is, unexpected events will occur. A lesson from UP-SP is that as a situation
changes, you must iiave a flexible plan and you must take corrective action quickly. I
believe that our management culmre and processes and our tlexible iruplemenution
plans will permit NS to respond quickly and effectively to the inev iuble unforeseen
developments.
4. Pro-Competitive Nature of the eastem transaction will promote
better service. The Conrail transaction offers more newrail-to-railcompetition than
did UP-SP. The entire transaction is designed around this competitive stmcture.
This is m marked contrast to UP-SP where many of the pro-competitive adjustments
were "added-on" by the applicants later after cusiomer complaints mounted. The
STB then approved the merger based on those adjustments.
The far more competitive eastem stmcmre means that two asset-owrung
railroads will be vying for the privilege of handling customers' traffic in a significant
number of markets. In these markets, customers will have the choice should one
carrier or the other experience difficulties in the implementing process. And because
NS and CSX have their own routes to major markets, the ability of shippers to shift
traffic beiween one carrier and another is gr::atly enhanced. In the case of UP-SP,
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die ability of other competitors to gain traffic from UP SP has been severely
constrained by the fact that the these competitors use to move that traffic are
controlled by UP-SP and are already severely congested.
NS and CSX. knowir.g that customers have real choices, will pay considerable
attention to doing the jobrightlest their competitive positions be compromised. And
customers, because the competitive stmcmre has been designed from the stan, will
have effective leverage over the carriers and real operating alternatives.
Consider the Shared Assets Areas SAAs), which were designed long before the
UP-SP problems became known. The CSAO will have control of all of the railyard
facilities in the area. The dispatching will be local and neutral. CSX and NS will
make ceruin that the CSAO ukes no action that would compromise each of their
competitive position Superior service, not elimination of "reoundant" facilities, will
be the pnmary mission for the CSAO In addition. Eachrailroadwill have not one.
but multiple mainline rouies to/from each SAA. The new stmcmre m the East
provides inherentflexibilityand ability to adapt to unexpected circumsunces.
From the outset, the NS and CSX plan for Coruail sets up the essential
infrastmcmre (including management) needed for competition at the offset.
CONCLUSION
No one at NS or CSX ever thought that acquiring Conrail. splitting it into
logical components, and providing for enhanced competition was going to be an easy
usk. Long before there were problems on UP-SP. NS and CSX were systematically
identifying issues, reaching decisions and moving forward. The infrastmcmre was
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about divestimres. NS was prepared to divesttiieW&LE along with the much
healtiiier mainline of the fonner "Nickel Plate" to GuiKbrd Transporution, Inc.
(GTI). As will be shown, that divestimre was included in a larger package not to
solve a compeuuve problem butratherbecause the recipient of the divestitures wanted
those lines as pan of the deal.
When NS sought Conrail from the govemment, it concluded that NS's
proposal would never pass regulatory muster unless compeution was provided
between Northem New Jersey and Chicago. The creation of Conrail had essentially
lefttiiatcarrier in toul control of all of the tracks into Northem New Jersey. One
carrier. Guilford Transporution lnc (GTI) operated the fonner Delaware and Hudson
route between Nortiiem New Jersey and Buffalo using trackagerightson Conrail.
andtiiusbecame the namral carner to complete a competing N *.w York - Chicago
route.
To creaie effective compelilion. NS negotiated a deal with GTI to divest the
Soutiiem Tier line as well as the NS's "Nickel Plate Line" between Buffaio and
Chicago, This divestimre would have created two single system routes, each owning
their own routes, in what was and still is one of the busiestrajlroutesin the United
Sutes.
The lines of theftimreW&LE connr.cted with the lines to be divested at
Bellevue. OH. a major operating hub of the former Nickel Plate. GTI wanted access
to markets other than Northem New Jersey in order tofleshout its system. Had NS
acquired Conrail. the Pinsburgh market would still have been served by NS and CSX,
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which was a 'l the rail competition that was required. The added inclusion of the
ftimre W&LE was done because GTI wantedtiieroutes and theftimreW&LE routes
were of little value to NS given the fact that the Nickel Plate mainline was to be
aivested. This was a business, not political decision, though NS and GTI did
correctly say that competition wot Id be enhanced by the overall divestimres.
When the Coiuail acquisilion failed, NS mmed its attenuon to strengthening its
own internal performance. In its 1987 five year plan (prepared attiiattime by P.A.
Dieffenbach. AVP-CotKirate Planmng and Development), NS projected a
deterioration of operating income due largely to continued declines in average yields
caused by the growing competition unleashed by the Suggers Act and tmck
deregulation. In a series of high level meetings, it was decided to bring costs in line
with expected revenues ihrough a subsuntial downsizing of both NS's route stmcmre
and us personnel (especially non-agreement personnel). An early retirementybuyout
progra i was implemented intiieFall of 1988 and resulted in a reduction of more
tiian 2000 jobs.
As Chairm.'.ri of the Light Density Line Comminee. I identified over 2500
rouie-miles that should be sold or abandoned. This program was approved by senior
management and the process begun Concurrently. Corporate Plaiming was
identifying additional lines to be divested The W&LE properties were included in
this additional set of lines.
The reasons for selling the lines thai are new the W&LE had nothing to do
witii Conrail

Rather, tiie W&LE properties simply did not fit NS' c wn suategic

•12-

P-342

split. The price was split. Protocols were esublished for the continued operation of
Conrail, including proper incentives. Complex economic aixi political issues were
addressed. In spite of being twofiercecompetitors, both panies recognize that tiie
fumre of their comparues and the fumre ofrailroadindustry in the U.S. depends on
how well we implemem the Conrail transaction. We have made a lot of progress and
have shown both an undersunding of changes as they occur and an ability and
willingness to deal with those change^. I ar.i ceruin we will complete the usk just as
successfully.
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n.

WHEELING AND LAKE ERIE RAILWAY COMPANY
My rebunal sutement witii respect to W&LE's Responsive Application is

based on my review and analysis of the commentsfiledby the W&LE, my knowledge
of the specific decisions made by NS when it divested the W&LE propenies and my
knowledge of the Eastem rail netwoik and the prospectiveroleof the W&LE in that
network in the past, present and future.
My essential message is that the W&LE's problems are long term, structural
in namre. and not related to the Conrail transacuon. The W&LE is simply being
oppormnislic in claiming harm. Because the W&JJE cannot suppon its obligations
from income fromrailroadoperaiions. they have concocted an interesting set of
reasons why they should be granied extraordinary relief by the STB. The reasons
have linle to do with the facts
NS SOLD THE W&LE AS PART OF AN OVERALL DOWNSIZING
EFFORT BETWEEN 1987 AND 1990, NOT AS PART OF A
COMPETITIVE SOLUTION ANTICIPATING A R T U R E
ACQUISITION OF CONRAIL.
The W&LE sutes (see V.S of Larry R. Parsons)tiiattiieW&LE was
founded in 1990 in order to preserve competition with a then-to-be-formed Norfolk
Southem/Coiu^il combination This is revisionist history of the worst and most self
serving kind.
NS's efforts to acquire Conrail from the U.S. Government ended in 1987.
The NS Strategic Planning Depanment (then the Corporate Plamung and Development
Depanment) was heavily involved in that activity, especially in terms of decisions
•10-
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objectives. Theroutehad once been a through route in conjunction with the Westem
Maryland Railroad. That through route withered after Westem Maryland was
acquired by Chessie System (which went on to become CSX). The W&LE properties
never provided significant access to industry intiiePittsburgh market; it was built late
as a through route and suyed on the hilltops, whereas most of the traffic was down in
the valleys (and much of that industry has gone away in recent years). The W&LE
had no eastem anchor, and its only eastem connection to the NS sysiem was via 170
miles of trackagerightsover a mainline of NS' arch-competitor CSX. NS was the
third, and weakest, carrier in most of the markets that W&LE now serves. Though
in good condition when sold, the W&LE lines were facing reinvestment. In short. NS
was in a downsizing mode and had to focus on our core markets and our core routes,
and the W&LE propenies did not meet criteria for reinvestment.
The W&LE propenies. like most the other lines abandoned or divested during
this downsizing effon, did not have enough potential from NS' perspective to warrant
retention. Betier, we thought, to sell it to a lower cost opeiator who mightfindvalue
m the propeny as a regional camer and e,\pand the business base.
THE W&LE HAS LONG TERM STRUCTURAL PROBLEMS.
Many of the lines spun off from Class I camers have been successful. Some
have noi. These lines almosi always represent a gamble that the underlying
condiiions. high costs or low traffic volume or a combination of both, thai led to their
being divestimre candidates can be reversed. The W&LE lines had been a marginal
producer for NS or they would not have been sold They also offered an oppormnity
-13-
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for others, as John Williams anests in his Rebutul Verified Sutement.
The W&LE has been successful in reducing its costs as compared to costs
under the NS operation. But anticipated traffic growth did not occur, and W&LE
continues to be a low volumerailroad,trying to suppon a substantial debt load (a
debt sized to the traffic base it was trying to achieveratherthan the traffic base it
ended up with). For example. W&LE revenue per route mile (a key indicator of
railroad density and strength) is ortiy about $60,000 a mile vs. the Class I average of
$258,(X)0 a mile. Faced with such numbers, W&LE is faced with a problem: either
the system must be more closely sized to its existing revenue base or there must be a
subsuntial increase in the revenue base.
Throughout its existence, the W&LE has always hoped for better traffic levels
and has avoided any effons torationalizeits network. Now, W&LE is pursuing an
oppormnislic strategy of seeking a "quick fix' of new revenue from the proposed
Eastem restmcmring. In my opinion there is no justification in penalizing NS, CSX
and rail customers to fix a long sunding W&LE revenue problem.
From my experience .n railroad restmcmring. therightanswer for the W&LE
is to downsize its system, protecting and promoting those markets where it has a
significant presence (such as Akron and Canton, where it is the second, not third,
carrier in terms of markei share) while shedding th* relatively hopeless pans of its
sysiem.
I can only speculate on why the W&LE has failed to downsize. It may well
be that the debt lo^d~W&LE is still servicing $17 million in debt and tizs another $20
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million in "inactive debr that will only be serviced if ceruin lines in the Pittsburgh
area are sold-means that downsizing wouid forcefinancialrestmcturing. But a
relucunce to take that hard action is no reason for the STB to reward W&LE with
undeserved rewards from the NS and CSX acquisition of Conrail.
Downsizing could be relatively easily achieved if the W&LE had the
willpower to pursue such a coi rse of action. The territory it serves is crisscrossed
with other carriers. Whe

iced with similar simations here at NS, and where NS did

not want to exit the markei for whatever reasons, we have been successful in using
the tracks of other camers lo protect our market access without the burden of track
ownership. In contrast, it is m\ sense that the W&LE is smbbomly sticking to a
single strategy directed at revenue infusion There are a lot of things arailroadcan
do when faced with light density problems than simply sit around and hope that the
markei improves (whether by regulatory fiat or oiherwise).
C. THE W&LE IS NOT AN ESSENTIAL FACILITY.
Part of the reason for W&LE s lack of success is thai most of the W&LE's
major customers are served b' other, stronger railroads. Tiiese jointly served
customers do '^.c. seem c".teemed about ihe fumre of W&LE or their transporution
options Indeed. USX. W&LE s largest cusiomer. supports the transaction. That is
hardly the action of a customer concemed about the loss of essential service.
Becai'ae W&LE serves verv few facilities on an exclusive basis, the W&LE is
generally not an essential facility IftiieW&LE fails, it is my judgment that virtually
all of the essential services would be protected by other carriers. Even rail
-15-
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competition could be mainuined; those markets thai would go from "two to one"
sums could be protected through direct access, trackagerightsor ownership,
depending on the volume and economics of each. None of the W&LE's load centers
are very far from otherrailroads,and it would be relatively easy for such carriers to
step in and serve these markets. My suff and outside consulunts have estimated that
oftiie864 miles of W&LE trackage andrights,lesstiian220 miles, or 25%. are
required to mainuin rail service by one carrier to all W&LE rail customers. If the
requirement were reduced to provide rail service to all sutions with 1000 cars or
more per year, lesstiianan estimated 140 miles (16%) of W&LE trackage would
need to be reuined.
The W&LE reminds me of the simation that existed with the Rock Island,
another financially-weak, low density railroad with too much mileage that chased too
little traffic in competition with other, stronger cniers. Given the other railroads
servmg the same markets or in close proximity, protecting service was rehtively
easy The same solutions wculd work for W&LE cusiomns.
Fundamenul restmcmring of the W&LE. whether it remains as a corporate
entity or not. is the right answer for the long term viability of the Eastem rail
network A forced expansion of the W&LE's network, in an attempt to bail out an
already sinkitig enterprise, would be misguided.
NS HAS BEEN MORE THAN FAIR IN ITS DEALINGS WITH W&LE.
NS has consistently gone the extra mile to helptiieW&LE, even though it had
no legal reason to do so. The business deal made for the 1990 sale was an arms
-16-
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EZfiftZIflB
I , JuMs H. McClellan, verify under penalty of perjury that
I mm vice Preeident - strategic Planning of Morfolk Southern
Corporation, that I have read the foregoing rebuttal verified
statenent and knov its contents, and that the saae i s true and
correct to the best of ay knowledge and belief.
Executed on Deceaber

1997.
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REBUTTAL 'VERIFIED STATEMENT
OF

A.J. MCGEE

FINANCE DOCKET 33388
My name is A J. McGee. I am an employee of Railroad Publication Services
("RPS") of Atianu, GA. My office is attiieheadquaners of Consolidated Rail Corporation
("Conrail"), at 2001 Market Sti-eet, Philadelphia, PA. In my curreni position, I have been
asked by Conrail to continue to perform certain tariff information and publication services,
which is similar to tiie worktiiatI had performed in prior years as a Comail employee.
I began my railroad career in 1967 as a clerk intiietariff distribution area for tiie
Pennsylvama Railroad. Overtiieyears, I continued to work for th^ Pennsylvania and its
successors, tiie Penn Central and Conrail. Throughouttiiistime,I always worked in tite
tariff bureau. I worked ontiie"quote desk" reading tariffs and supplying quoutions to
shippers, tiie Divisions section, helping to pubhsh tiie "divisions" of jointrates,and tiie
distiibution desk. I was made Manager - Tariff Pubhcations in 1990 and Manager - Tariff
Publications and Divisions in 1991. In 1995,1 also became responsible for keeping
Conrail's rail transporution contracts.
In 1996, I elected to participate in Conrail's Voluntary Separation Program, a
program that enabled me to retire. My separation was made effective on April 30, 1997. At
tiiattimeI was hired by RPS, an independentfirmtiiatacts astiietariff pubhcation agent for
many rail carriers, including Conrail. I was asked to continue to operate out of Philadelphia.
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lengtii transaction in a highly compelitive bidding process. The wimiers were bidding
against numerous otiier interested buyers. They had toul acc.ss to all of tiie
customers and were free to make iheir own assessmem oftiiebusiness potemial and
risk. Inretrospect,tiiepurchasers may haveoverpaid fortiiepropeny, buttiieydid so
oftiieirown free will, as explained in Mr. Williams' Rebuttal Verified Sutemem.
Still, wnen W&LEranintofinancialproblem., which it did almost at
inception. NS worked w.tii W&LE to help it expand its revenue base, and relieve it of
some of itsfinancialobligations

For example, NS relieved W&LE of some

equipmem lease obligations m October, 1990, only five montiis after W&LE suned
ooerations. In 1991, NS granied W&LE access to Central Soya at Bellevue, OH m
an anempt to increase W&LE revenues In 1992. NS allowed W&LE to ret

most

equipmemtiiaiW&LE had leased from NS And NS gave W&LE access to Huron
Dock through a lease m 1994 to allow W&LE to compete for new ore traffic.
Significamly. NS also participated in a 1994 "work-ouf of W&LE finances in which
NS wrote off approximately $4 .nillion m W&LE obligations to NS.
Going forward. NS has agreed to as: ume cenain charges by W&LE as well,
including a ponion of the S915.000 per year lease ontiiePittsburgh and West
Virginia Railway, wh.ch W&LE operates under sublease Despitetins.W&LE is in
anears in Huron D k lease payments and in anears on its portion oftiieP&WV
lease payments, which NS is paying in lieu of the W&LF
Most imponamly. NS m^de multiple attempts at a fair and reasonable
settlemem offer wit'. W&LE. The pnncipal items we offered were expanded access
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to cenain maricets. prptection of W&LE lake presence, and forgiveness of ftimre
P&WV lease paymems. But W&LE rebuffed the NS offer, claiming insteadtiieneed
for amditions phis cash. (Among the more outrageous of the requested conditions is
the request for access to Weinon Steel, Conrail's fifth largest shipper. Weinon Steel
not only does not join in W&I^'s request, but actually supports the NS/CSX
truisaction.) In additran to non-transaction related conditions, W&LE asks for an
additional $25 miliira cash payment to pay off W&LE's debt load and give tiie
carner working ctfital with which to compete widi CSX and NS.
CONCLUSION
The Conrul acquisition is a large, financially costiy undertaking by both CSX
and NS. There is a tempution for smaller carriers such as W&UE to want to solve
their pre-existing problems, real and imagined, and whether caused by this transaction
or not. on the theory that what they seek is really is not that expensive for NS or
CSX given the overall size of this transaction. In the case of the W&LE, no valid
public policy goal is achieved by rewarding a otrrirr that simply has failed to manage
its business in a prudent fashion and now seeks undeserved rewards as the "price of
peace" in this restructuring.

-18-

P-348

I

The matters about which I will testify, however, all occurred during thetimethat I was a
Conrail employee.
I have been asked to respond to certain assertions made by Wimess Gerald W.
Fauth in on behalf of the Erie-N agara Rail Steering Committee. In his testimony, Witness
Fauth allegestiiatConrail cancelled reciprocal switching to 89 shippers in Buffalo in
November, 1996 and intimates that this cancellation was the result of Conrail's agreement to
merge with CSX in October, 1996. Wimess Fauth also complains that Conrail cancelled
switching to shippers in Niagara Falls in 1996. V.S. Fauth, at 29.
Conrail did cancel reciprocal switching to certain Buffalo shippers in November,
1996, but it was merely as pan of a "housekeeping" project to clean up the existing Conrail
Tariff 8001-D. This work was done under my direction beginning in the spring of 1996.
The goal of the project was to organize and modernize Tariff 8001-D, which covered
switching and otiier services. We approachedtiietask alphabetically; that is, examining
application of the tariff to shippers in an alphabetical hsting of locations. Thus, Buffalo was
one of thefirstlocations analyzed.
We began by making sure that the shippers who were lisied in each switch district
acmally existed ,it the locations referenced intiietariff. To dotius,we looked for evidence
of rail traffic moving to or from that shipper and determirung whetiier that shipper had a
"customer urofile" on file at Conrail. (A customer profile gives the customer service center
some basic information about the shipper for ready reference.) We also checked witii the
Customer Service department to verify thattiieshipper was not active if no traffic or profile
was found. If evidence of continuing actual or potential shipping activity by any specific
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shipper was found, the tariff was not changed as to that shipper. If the shipper could not be
located and there was no shipping activity, Conrail canceled the switching as to those
shippers dei^iinined to be iiuctive.
Had any active shipper affected by the cancellation voiced concem about the
cancellation, Conrail would have put the shipper back m the tariff, since the entire point of
the exercise was to clean up the tariff by deleting references to shippers who were out of
business at that location, not to remove switchingfromany active shippers. To my
knowledge, no shippers complained or sought reinsutement of switching, either informally at
Conrail or formally through the Surface Transporution Board.
As to Wimess Fauth's assertion that the cancellation was, in some way, linked to
Conrail's announced merger with CSX, I can categorically sute that was not the case. The
project began in the spring of \^'*6 and was exclusively focused on tariff simplitli:r.tion and
rationaUzatior.. In fa^.t, the project was suspended shortiy after the merger was ai nounced.
Wimess Fauth also complains that Conrail cancelled reciprocal swiiching in Niagara
Falls. This complaint is highly misleading. CSX rerouted its traffic so that it no longer
travelled through Niagara Falls and, as a result of that, the switching charges would no
longer apply to CSX.
Prior to 1995 and for as long as I can recall, CSX operated via Niagara Falls on its
way to andfromCanada. Its operations were over the CN in Canada, then at Niagara Falls
it operated over Conrail to Buffalo. Its traffictiienoperated over a former CSX line (now
owned bytiieBuffalo and Pittsburgh Railroad) and then connected to CSX itself. Some time
in 1995 or 1996, CSX decided to routetiieCanada traffic via CN. That is, CN would bring
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tile traffic over Buffalo into Conrail's Frontier Yard at Buffalo. So, CSX gave up its rights
to operate on Coiuml between Niagara Falls and Buffalo.
Inasmuch as CSX no longer went to Niagara Falls, Conrail would not offer switching
for it at Niagara Falls. (No one performs switching for carriers that do not actually travel to
the switch district.) Therefore, Conrail did note in the switch tariff under "Niagara Falls" on
April 1, 1996 that "There is no reciprocal switching between CR and CSXT." But there was
no effort by Conrail to eliminate svitching fortiieshippers in Niagara Falls. Instead, CSXT
simply stopped operating at Niagara Falls and the switching tariff was thereby moot. Again,
Conrail received no formal or informal complaints to my knowledge.
As to CP's access to Niagara Falls, CP, through its purchase of the Delaware &
Hudson Railroad Company's rail assets (D&H) in the early 1990's, acquired access to
Niagara Falls through switching from Buffalo. CP, therefore, may obtain a switch from
ConraL' via Buffalo to and lirom the former D&H trackagerightsthat end in Buffalo
according to a switch agreement between Conrail and D&H (now CP). That agreement is
reflected in the tariff notetiiatsUtes,
"Carload Freight Traffic arriving at or departing from Buffalo, NY over CPRS via
routes that do not pass through Niagara Falls, NY may be handled b} CONRAIL in switch
service to orfromindustries listed in this item, subject to the provisions of an agreement
between CPRS and CONRAIL."
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VERIFICATION

I. A. J. McGee, declare under penalty of perjury that thie foregoing
is true and correct. Further. I certify that I am qualified and authorized to
file this verified statement. Executed on December

10

, 1997.
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witii the existing high capacity, service sensitive route of Conrail/NS to the Chicago
Gateway, It is my coiKlusion that by no means will AA routing choices to the
Chicago Gateway be restricted as a result of the Transaction. On the contrary, they
will be enhanced.

CN Trackage Rights over AA
As discussed in the verified statement of Even O. Erickson, the CN has
trackagerightsover AA from Diaim, MI to Toledo, OH. Theserightsprovkle a
"shoncut" for CN ttaffic between its Flat Rock, MI yard and Toledo. If CN dkl not
h^\e these rights, it would be forced to route this Flat Rock trafHc to Toledo via
Detroit, MI and via the current CNroutefromDetroit to Toledo, which would be
much more circuitous.
AA sutes that the Applicants "may" settie with the CN and offer CN trackage
rights from Detroit to Toledo over the current Conrailroute,whKh parallels a CN
route. AA fears that CN would then route its Flat Rock traffic over theserightsand
discontinue itsrightsover AA, costing AA approximately $300,(XX) in annual
trackage rights revenue.
CN cunentiy has trackagerightsover Conrail's Detroit to Toledo line for one
train per day. It utilizes theserightsin conjunction with its own parallel Detroit to
Toledo line. Applicants have not entered into any arrangement with the CN to
modify theserights.In the fumre, however, if CN rerouted anytirafficcurrently
moving over AA via either its own Detroit to Toledo line cr tbe Conrail Detroit to
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Toledo line, it would do so only as the result of operational needs or marketplace
conditions. Any such changes initiated by the CN would not be a result of tiie
Transaction. In fact, if CN reroutedtiiistraffic, it would conttadict tiie very reason it
has trackage rights over AA in thefirstplace, namely, to provide a "shoncut" for ils
traffic between Flat Rock, MI and Toledo.

Yuma. MI Sand Traffic
Evert O. Erickson. in his verified sutement, explains that AA cunently ships
sand from Yuma, MI to Cleveland. OH. routed TSBY-AA-CR. generating
approximately 5500,000 in annual revenue for AA. The consignee (receiver) for tiiis
move is cunentiy served only by Comail; however, it will be served by both
Applicants in the future if the Transaction is approved. According to Mr. Erickson,
AA fearstiiaibecause CSXT has a direct conneciion witi> me TSBY. tiie traffic "may
move ' via TSBY and CSXT intiiefumre.tiiuseliminating AA fromtiieroute.
Today, Comail does not have a direci conneciion with the TSBY and thus
relies on AA to provide overhead services for this sand iraffic. As discussed in more
deuil intiieRebuttal Verified Sutement of John H Williams, the Transaction does
not harmtiiecompetitive posiiion of AA since NS is only "stepping into Conrail's
shots" with respect totiiisttaffic.Moreover, NS has a sttong commercial incentive
to do everything il can to reuin this traffic for AA and NS, as NS is replacing
Conrail in the routing.
In reality, the Iransaction acmally will provide a competitive benefit with

-4-

P-358

REBUTTAL VERIFIED STATEMENT
OF FRANK B. MEADOR, HI
NS SENIOR PLANNING ANALYST

My name is Frank B. Meador, III. I am a Senior Planning Analyst in tiie
Strategic Planning Depanment of Norfolk Southem Corporation (NS), I have served
in my cunent capacity in this department for just under three years. This rebuttal
verified sutemem is based on myfirst-handexperience in discussions with .AA,
primarily since July 1997.
1 submit tills Rebuttal Verified Sutement to refute tiie Responsive Application
and Request for condiiions by Ann Arbor Corporation D/B/A Ann Arbor Railroad
(collectively, AA) submitted to tiie Surface Transportation Board in Finance Dockei
No. 33388. I also refer to tiie Rebutul Verified Suiement of John H. Williams
which discusses in more deuil tiie traffic smdy aspects related to the AA Responsive
Application.
AA claims it will lo»e approximately $3,350,000 or 47% of its revenue base
as a result of tiie Transaction. AA seeks two conditions unrelated to ils assertions of
harm to offsettiieseclaimed losses. The Transaction, in reality, does no harm to the
competitive position of AA. In fact, some of tiie claimed revenue losses explained by
AA are acmally public benefits of tiie Transaction b<;cause they provide some shippers
and receivers of AA more competitive options. I intend to discuss each of AA's
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claims in detail below anJ demonstrate that none oftiieclaimed losses are, in fact,
valid.

"2-to-r Comdor
AA claims that as a result of the Transaction, its routing choices to the
Chicago gateway will be reducedfrom2 carriers to 1. Today, NS connects with AA
in Toledo, OH and Milan, MI and Com^iil connects witii AA in Toledo and Ann
Arbor, MI AA claims that because NS will operate the Conrail routes from Dett-oit,
MI to Chicago (via Arm Arbor, MI) and Toledo to Chicago (via Elkhan, IN), NS will
become its only competitive routing choice to the Chicago Gateway. AA submits that
all other carriers it currentiy connects with are circuitous, and thus not competitive.
Today, AA connects with two other Class I carriers, CSX fnuisporution
(CSXT) in Toledo and Canadian National (CN) in Diann, MI. The Transaction will
not have any effect on the ability of AA to connect with CSXT and CN. The CN
route to Chicago will remain a competitive altemative, even though it is somewhat
circuitous compared witb the NS and Conrail routes. However, tht CSXT route from
Toledo to Chicago is only aboutfifteen(15) mUes longer than the Conrail route from
Toledo to Chicago (to be operated by NS), which can hardly be deemed circuitous.
In fact, the AA routing options via CSX to the Chicago Gateway will actually
improve as a result of the Transaction because CSXT is spending over $200 million to
upgrade a significant portion of its route from Toledo to Chicago. This upgrading will
make the CSXTroutea high capacity, service sensitive route equally able to compete
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respect to this sand iraffic. The oppormnity to provide competitive options for
shippers and receivers and/or reduce the numbers of carriers interchanging freighi is a
sigiuficmt public benefit, which will encourage camers to provide better, more
economical service to customers.
AA's fear that this sand ttaffic "may move" TSBY-CSXT acmally reveals an
AA fear of competition, AA acknowledges lhat it has not performed any ttaffic
smdies regarding this traffic and is unsure the traffic will acmally be diverted because
Mr. Erickson only sutes that the traffic "may mcve" via another route.
Nevertheless, AA has requested protective conditions in order to offset the projected
loss of all of the AA sand traffic revenue. In addition, Mr. Erickson fails to
recognize tiiat tiie TSBY-CSXT route is liighly circuitous.

NS Trackage R. his over AA
NS currently has overhead irackage rights over AA between Toledo and
Milan, MI where AA intersects tiie NS mainline between Ft. Wayne, IN and Detroit.
NS has utilized these righis for many years as an effective "shortcut" between Toledo
and Dettoit for NS traffic. Because tiie Transaction assigns operation oftiieConrail
route from Toledo to Detroit to NS. AA claims tiiat NS will utilizeti^eConrail route
because it is shorter than tiie current NS route via AA. thereby depriving AA
approximately $800,000 in annual revenues.
The iniegration of tiie Comail route between Toledo and Dettoit intotiienew
NS sysiem will provide tiie most direci routing between tiiese two points, and wiil be
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shoner than tiie AA "shortcut" route NS uses today. As part of tiie NS system, tiiis
Conrail route, integrated as pan of the new NS system, will provide shippers witii the
best, most economical and environmenully friendly service possible. The opponunity
to provide the most direct and cost-effective routing of traffic for customers is a
sigiuficant public benefit. Accordingly, by its opposition to NS's use of its new
Conrail route, AA stands ci2arly in opposition to the public benefits of the
Transaction.
NS does not intend to eliminate its irackage righis on AA (CSX/NS-20, Vol.
3B, at 246) although Nb

JS contemplate a significani level of reduced usage. The

AA route provides potential opf>ortunities for direct routings for some niche iraffic
moving between the Conrail lines in Central Michigan to be operated by NS (if the
NS trackage righis could be extended over AA from Milan to Ann Arbor) and the
cunent NS system. In addition, retention ot" these righis will provide routing
altematives in the Ohio/Michigan area so as to prevent capacity and congestion
problems.

Automotive Traffic
AA claims the Transaction will divert automotive ttaffic cunently handled by
AA at Milan, Ml and Toledo, costing AA approximately $1,750,000 in annual
revenues. These claimed diversions are also addressed in the John H. Williams
Rebutul Verified <^utement.
As to automotive traffic, the competitive position of A A will not be harmed by
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tiie Transaciion. Further, AA acknowledges that it did not perform any ttaffic smdies
to subsuniiate its automotive traffic claims. AA and the automotive customers at
Milan and Toledo will continue to enjoy the competitive choices that exist today if the
Transaction is approved.
At Milan. AA is concemed that NS will divert traffic that is destined for St,
Paul. MN (over tiie Chicago Gateway) and Louisville, KY, AA has access via a NS
switch move to a Ford Motor Company facility located on NS lines in Milan.
Because NS already has direct access to this cusiomer and a compelitive r'^ute to the
Chicago Gateway. AA s competitive position wiih regard to the iraffic destined to St.
Paul. MN will be identical b >ih before and after the Transaciion. Because AA
connects witii CSXT in Toledo (as it does with Conrail), AA can route this traffic
over CSXT to maimain its compelitive options.
For traffic destined to Louisville, AA is concemed that traffic currentiy routed
AA-CSXT (interchange at Toledo) will be diverted to NS. Mr. Erickson states tiiat
"(a]fter the CRC acquisition, NSR will also have a single line route lo Louisville."
AA fails to note two important facts: NS already has a single line route to Louisville
and the consignee is directly served only by CSXT (NS can access via a CSXT switch
move). Again, these competitive routing choices will not change as a result of the
Transaction.
At Toledo, AA serves a Chrysler Corporalion as.sembly plant which other
carriers in the area (NS, CSXT and CN) can access via an AA switch move. AA is
concemed that the Transaciion will divert iraffic switched by AA for linehaul to the
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Chicago Gateway and NS points (Winston Salem, NC and Atianu. GA).
Mr. Erickson sutes that "a subsuntial portion" of all the auiomotive traffic
AA claims will be diverted is switched by AA to Conrail for linehaul movement to
the Chicago Gateway. He also asserts that since "NSR is to acquire CRC's Toledo
Automotive Terminal (Airline Yard)" and "tiie CRC route from Toledo to Chicago",
NS will not need AA for swiiching sen ices and will diven the traffic from AA
although the Conrail automotive loading facility is located offsite. not near tiic
Chrysler plant. Mr. Erickson fails to note tiiat Conrail is already in such a position
today, but ihat AA still attracts and switches this traffic. NS will simply "step inio
Comaifs shoes" if the Transaction is approved; tiie competitive options for this traffic
will not change. The compelitive marketplace determines how the traffic is handled
ioda\ and therefore, the Transaction will not affect any of these options.
Mr. Erickson also fails lo note lhat tiie automotive traffic destined lo tiie two
NS points (Winston Salem and Atlanta) can also be handled by CSXT. and tiiat
competitive routing option will continue to exist after tiie Transaciion is approved.
Within this competitive marketplace, the shipper will be able to select aniong routing
options that includr AA swiiching to CSXT for linehaul. AA switching to NS for
linehaul and NS offsite loading for NS linehaul,

AA and NS Discussions
I have had niimerous discus.sions witii AA to address their concerrs about the
Transaction and to attempt to reach a negotiated settlement regardin*: tiieir concems.
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NS has proposed development of marketing opportunities that will be mumally
beneficial to AA and NS. In particular NS has proposed developing new iraffic
opportunities in shorthaul and truck dominated .markeis including marketing
anangements to reach other carriers in the reg'Dn that cormect to NS and not AA. In
addition, .VS has discussed retaining iis irackage righis over AA and even extending
them over more of the AA <:ysiem.
NS believes lhat these mumally beneficial marketing oppormnuies are
reasonable. AA simply has rejected all NS proposals. From the NS perspective. AA
does not appear lo be interested in jointly developing these new markets which exploit
the economical and environmenul advanuges of rail services and which, in tum.
could increase public benefits.

AA Requesteo Conditions
AA has requested two protective condiiions to offset its perceived losses from
the Transaction. The irackage rights condition over the Conrail line from Toledo to
Chicago is a opportunistic requesi to minimize competitive routing choices and
'ucrease AA revenues when, as I have demonstrated above, the AA competitive
posiiion in the marketplace will not have changed
AA also requests ^ proteclive condition foi tiiw right to interchange with tiie
Canadian PuCific (CP) at Ann Arbor, MI. This request is completely umelated to the
1.-ansaction Nowhere in tiie AA Respoasive Application does AA suie lhat not
having a cunent CP conneciion harms its competitive posi:ion. This request is again
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an opportunistic "grab" to reach new markeis (and thus obuin new revenues)tiiatare
unrelated to the Transaction. Also note that CP only reaches Ann Arbor. Ml via
overhead haulage righis from Detroit to Chicago as a result of negotiated settl ment
agreement between NS and CP, which is subjeci to approval oftiieTransactit n. CP
does not have the right to interchange with any other carriers between Detroit and
Chicago, and has not requested such righis, becausetiiesehaulage rights are intended
to improve CP longhaul service and oppormnities.

Summarv
The Transaction will have absolutely no negative effeci ontiiecompetitive
position of AA or its customers. Any revenue losses projected by AA are not
supporter by any formal or informal iraffic smdies. In fact, the Transaction will
provide better opportunities for AA and its customers as they will connect with two
competitively balanced eastem rail systems reaching more markeistiianever.
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VERIFICATION

Frank B. Meador, III, makes oath and says that ht is Senior Planning Analyst,
Sttategic Planning, Norfolk Southem Corporation. Norfolk, Virginia, that he is
authorized tofileand verify the foregoing rebuttal verified sutement in STB Finance
Dockei No. 33388 on behalf of the applicants, that he has carefully examined all the
sutements in the foregoing verified statement, that he has knowledge ofthe facts and
nutters suted therein, and that all represenutions set fbnh therein are tme and correct to
the best of his knowledge, information and belief

Frank B. Meador. Ill

COMMONWEALTH OF VIRGINIA
CITY OF NORFOLK
Subscribec and swom to before me
This 4" dav of December. 1997.

>iotar\ Publi' ~^
My commission expires

Mi> '^CH 31.1998
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REBUTTAL VERIFIED STATEMENT OF D MICHAEL MOHAN
My name is Mike Mohan. 1 am a consulunt employed by The Kingsley Group, an
internationalttansporutionand logistics consulting group headquartered in San Francisco.
CA.
My qualifications are summarized in my Verified Sutement in CSX/NS-20. Vol. 3B
of this Application. Prior to my consulting engagements. 1 served for 25 years with the
Southem Pacific Transporution Company (SP). including as its President and Chief
Operating Officer, until the Fall of 1993 As the Verified Sutement explains. I have an
extensive background inrailroadoperations, mamienance and management. 1 have also
served as a member of the Board of Direciors of the Association of American Railroads,
For purposes of this sutement. it is important lhat the Board also undersund my
background in railroad temiinal operaiions. joint of)eraiions. and terminal companies. 1 have
served as Assisunt Trainmaster. Trainmasier. Semor Assisunt Division Superintendent, and
Division Superintendent for Southern Pacific s Los Angeles Division. I also have served as
Assisunt General Manager for Souihem Pacific's Wesiem Lines, which encompassed all
operations from Portland, OR to El Paso, TX, including Los Angeles. The Los Angeles
Division during my service tenure exiend-d from the Central San Joaquin Valley of
Califorma on the North, to the Arizona/Califomia border on the East and included the entire
Los Angeles Basin
The Los Angeles Basm was and is one of the country 's largestrailroadterminal
operations. Rail ttaffic includes carload, intermodal and bulk. There are a significant number
of intermodal and carload terminal facilities, ^nd a subsuntial passenger operation as well.
Tht Los Angeles Basin includes joint operations, involving UP, SP and Sanu Fe. Terminal
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companies or associations including tiie Los Angeles Junction Railway andtiieHarbor Bell
Line also conduct operations in the Basin.
Among tiie most imporuntttafficsources intiieLos Angeles Basin aretiiePons of
Los Angeles and Long Beach, which taken togetiier constimte one tiie largest pon areas> in
tiie counu>. Measured in terms of eitiier toul annual tonnage or TEU's handled,tiiePorts
of Los Angeles/Long Beach are approximately twicetiiesize oftiietperations conducted by
the Ports of New York/New Jersey.'
The Ports of Los Angeles/Long Beach area also includes the U.S.' largest Intermodal
Conuiner Transfer Facility . UP (SP)'s ICTF. I am pleased to have had a personal role in
the development and constmction of this facility.
During my tours c duty as Assisunt General Manager. Vice President o*"
Maintenance, Executive Vice President and President of SP, as well as otiier assignments. 1
have also become familiar witii otiier major terminal operations on the SP system, including
Chicago, St. Louis and Houston.
My involvement witii Soutiiem Pacific in Chicago included directing negotiations by
which SP entered Chicago from botii tiie West and Soutii. and included an extensive review
of terminal operations intiiearea. In St. Louis, it was my pleasure to have served as
President of tiie Alton and Soutiiem Railway (A&S), one of tiie countty's largest switching

19% TEU's
1996 Total Tons
LA/LB
7.6 Million
102 6 Million
NY/NJ
2 3 Million
51.3 Million
Source; IVcific Maritime A«$oc,, ct al
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and terminal carriers. The A&S attiielime included both shared control (UP and SP (St.
Louis Southwestem)) and operations by numerous tenant carriers.
My objectives in submitting this sutement for the Board's consideration are six-fold:
(1)

To highlight for the Board the fact that joint rail operations are conunon in this
country, particularly in major terminal areas, andtiiatthey are operated as a
matter of course without major operational problems.

(2)

To offer discission and examples of the elements of lerminal and joint
operations so t ^i. the Board may confum its understanding of the namre of
these operaiiorts.

(3)

To share with the Board my observations regarding canier co-operation on
issues such as maintenance and investment in shared use areas, notw iihsunding
competition beiween the carriers.

(4)

To explain that the advanuges of the Shared Asseis Areas concept are
primarily economic and admimstrative. and that physical operations differ little
from joint operations elsewhere.

(5)

To respond lo assertions made bytiiefollowing commenting p mies regarding
what they perceive to be potential problems associated with Shared Assets
Operations:
The Chemical Manufacmrers Association
American President Lines Lunited
The Pon Authority of New York and New Jersey
Milleniuum Petrochemicals
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(6)

To respond to commenis of the following panies with respect to other aspects
of tiie NS Operaiing Plan:
Various Commuter Agencies and An:trak (NRPC)
The Chemical Manufacmrers Association and Society of Plastics
Reading Blue Mounuin and Northem
Occidenul Chemical
Shell Oil and Chemical Companies
The Northwest Pennsylvania Rail Authority
General Mills at Buffalo, NY
The Instimte of Scrap and Recycling
The Ohio Sieel Industry Advisorj' Council
84 Mining
New York Sute Electtic and Gas
Indiana and Ohio Railway
Inland Sieel Corp.
West Virginia Association for Economic Development

1.

Joint Operations Are Coinmon
In major terminal areastiiroughouithe country, joint operations are perhaps more tiie

mle ratiier than tiie exception. Among tiie urban areas witii significant joint operations are;
Los Angeles, CA
The San Francisco/Oakland Bay Area, CA

P-369

Portland. OR
Houston, TX
New Orleans. LA
Kansas City, MO and KS
St. Louis, MO, and East St. Louis, IL
Chicago, IL
Cincinnati, OH
Dettoit, MI
Philadelphia, PA
Baltunore. MD
Buffalo, NY
Atianu. GA
Many small terminal areas include significant joint operations as well. It is difficult to fmd a
major urban area where there is not some form of joint rail operations such as trackage
rights, joint terminai use, joint traffic control, or panicipation in a terminal company or
association.
Such joint operations generally have been constimted because it has been in the best
interests of caniers and iheu^ customers to share operational assets in dense urban areas
where u'^ of independent facilities would be uneconomic or impractical. Joint operations
liave also been used in terminal areas where the interchange of traffic between carriers could
be done most efficiently through joint use facilities. In ceruin instances, joint operations
have also been used

a means to satisfytiieneed for carrier competition where it might not
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otherwise have existed.
There are no apparent systemic problems with joint operations. Given the namre of
joint operations, cooperation of involved parties is required to make such anangements work
best. At times there nuy be operational issues in these areas between caniers. but these
issues are often due more to dense rail use patterns in major terminal areas than thev are to
any systemic and persistent problems with joint operations. (The same could easily be said
for joint air canier use of major hub facilities.)

H.

Examples of Joint Operations
Elemenis of joint operation can include asset ownership, marugement, track usage,

terminal usage, ttaffic classification services, traffic gathering and distribution, traffic
control, administration, maintenance, investment, and such other elemenis as participants
may find desirable
Some examples of joint operations may help illustrate how these elements are used.
A.

The Los Angeles Basin

Figure 1 atuched illustrates some of tiie principal rail lines and facilities in the Los
Angeles area. For purposes of this discussion, although UP and SP are in the process of
operations integration pursiuni to iheir recent merger, it is assumed that their operations are
still separately constimted.
Area Overview
Until the recent UP/SP consolidation, the Los Angeles Basin was served by three
major line haul caniers; UP. SP and BNSF (tiie former Sanu Fe lines). In addition.
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portions of the Basin are also served by swiiching comparues. i.e.. the Harbor Bell Line and
the Los Angeies Junction Railway.
Passengerrailoperations are conducted by Amtrak. and by Metrolink and the Los
Angeles Rapid Transit District on behalf of the Los Angeles County Transporution
Commission. While each carrier owns and mainuins exclusively .served facilities, all the
major carriers serve most o^ the Los Angeles/Long Beach Harbor area directly.
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Primary Rail Routes
In Los Angeles Basin
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