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Introduction

My nameisLindaJ. Morgan, and | am Chairman of the Surface Transportation Board (Board).
| am gppearing today &t the Subcommittee' s request to discuss issues of concern to railroad shippers.
As| have testified about these and other Board matters numerous times before Congressin the past
severd years, my testimony today will offer a brief summary of the Board and its recent activities, with a

particular emphasis on certain issues that are of concern to shippers!

Overview of the Board
| first came to the Board' s predecessor, the Interstate Commerce Commission (ICC), in the

Spring of 1994, just before the House voted to terminate funding for the ICC. While legidation
eliminating the ICC was not gpproved that year, Congress the next year did passthe ICC Termination
Act of 1995 (ICCTA), which became effective on January 1, 1996. The ICCTA continued the trend
toward less economic regulation of the surface transportation industry by eiminating the ICC and, with
it, certain regulatory functions that the |CC had administered. The ICCTA established the Board asa
three-member, bipartisan, decisondly independent adjudicatory body organizationdly housed within the

¥ Inthis Congress, | have provided testimony to this Committee on 3 occasions: 1) on March
21, 2001, | tedtified about the Board' s activities in generd; 2) on June 28, 2001, | gave testimony on
the Board' s recently issued mgor rail merger rules, and 3) | submitted testimony on therall rate
complaint process for the North Dakota field hearing on March 27, 2002.
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Department of Transportation (DOT). It transferred to the Board core rail adjudicative functions and
certain non-rail adjudicative functions previoudy performed by the ICC, and provided it with limited
resources to carry out these respongbilities.

The Board continues to be funded on an annud basis, operating at essentidly the same resource
level snceits establishment in 1996, dthough, largely because of the debate over how the railroad
industry ought to be regulated, the agency has not been reauthorized. Nevertheless, the Board has
adapted to its misson and its resources. Even with limited resources, it has worked through its
sgnificant caseload, resolved many cases that had languished at the ICC, and tackled head-on the many
hard issues that have confronted the rail sector in the last severd years. In order to continue to perform
its duties expeditioudy and effectively, the Board' s principa focus for the foreseeable future continues to
be on hiring new employees cgpable of replacing the many experienced employees digible to retire from
the agency.

TheBoard’ s Approach to IltsWork

The Board, | believe, has been amode of "common sense government,” looking "outside of the
box" for cregtive solutions to the serious regulatory issues entrusted to it, and promoting private-sector
initiative and resolution where gppropriate while undertaking vigilant government oversight and action in
accordance with the law where necessary to addressimperfectionsin the marketplace. This approach
has been successful for addressng in atimdy and effective manner avariety of difficult mattersinvolving
the rail sector.

For example, this gpproach worked in resolving therail service crissin the West during the late
1990s, which, as | have discussed with Members of this Committee on various occasions, had to be
handled in such away as to not inadvertently hurt some shippersin an effort to help others. The
approach proved successful in addressing the less extensive disruptions associated with the Conrall
transaction, and it has helped the Class | railroads in improving the operations of the Chicago termind, a

major gateway between the East and the West. Because of the Board' s prodding, we now have
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industry-wide operationa reporting that alows us to monitor carrier performance in away that we could
not before; we have more cooperation among carriers with a view toward expanding and improving rail
sarvice, and we have private-sector agreements and other mechanismsin place to address issues that
arise between various segments of therail sector. And the Board' s pragmatic approach aso has
worked in many individua casesin which the Board has facilitated private-sector solutions. Such an
approach can produce the best solution to aproblem: a private agreement will more likely reflect the
interests of the parties to the agreement; the parties who have negotiated the agreement have ared
gtake in its success; and a private-sector resolution can provide more benefit to the partiesinvolved than
the Board can provide, given the limits of its authority. Asaresult of the efforts of the last severd years,
interactions among the various stakehol ders are more congtructive and rail service is more responsive
overdl than in past years.

Sometimes a private-sector solution is not forthcoming, however, and in those cases we do
intervene aggressvely when appropriate. Thus, after holding extensive hearings on access and
competition in the railroad indudtry, in 1998, in addition to promoting private-sector initigtives, we
pursued avariety of government actions, including the revision of the "market dominance” rulesto
eliminate "product and geographic competition” as consderationsin rate cases. Smilarly, athough
some rate cases have settled, others have not, and in those cases the agency has acted decisively, in
decisons that were more often than not favorable to shippers, to establish the rules of the road for the
dispogition of these important maiters. And beyond the resolution of individual cases, | should note that
the Board has handled tough problems by issuing rulings of broad gpplicability. Asan example, inits
"bottleneck” decisions, the agency read the law cregtively so that it could give shippers an opportunity
for relief while respecting the rate and routing freedoms that the law provides for railroads. | know that
certain shipper interests consider the bottleneck relief illusory, but in fact a number of bottleneck
complaints have been filed before the Board.

Rail Rate Cases
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Overview. When | cameto the ICC, the agency had rate guidelinesin place, but it had decided
virtualy no cases under these guiddines. One of my main goals as Chairman was to resolve these cases
with aview toward clarifying how the guidelines would be applied so that parties would know where
they stood, and leveling the playing field by ensuring that the formal process would not be used smply
asaddaying tactic. Also, by setting up fair and understandable procedures, and focusing on timely
case disposition, | hoped to encourage private-sector resolution whenever possible. | believe that we
have achieved those objectives, as many rate disputes have been resolved without Board intervention,
and several cases that had been brought to the agency were settled before the agency issued adecision.
Of course, not al cases are settled, and we are actively moving forward with severd rate cases at this
time. Rate regulation, however, is not asmple exercise, and so the cases take time.

Market Dominance. Congress has decided that there should not be rate regulation where there

is effective competition, and so the first step in arate case is the determination of market dominance
(defined as an absence of effective competition for the transportation to which the rate applies). The
first component of a market dominance inquiry isto determine the "variable costs' of providing the
sarvice. The statute establishes a conclusive presumption that arailroad does not have market
dominance over transportation if the rate that it charges produces revenues below 180% of the "variable
cogs' of providing the service, which means that this 180% revenue-to-variable cost (r/vc) percentage
isthe floor for regulatory scrutiny.

For dtuations in which the 180% threshold is met, the second component of a market
dominance inquiry involves a quditative analyssin which the Board must determine whether there are
any feasble trangportation dternatives that could be used for the traffic involved. Currently, inits
market dominance determination, the Board considers actual or potentia direct competition, thet is,
competition elther from other railroads (intramoda competition) or from other modes of transportation
such astrucks, pipelines, or barges (intermoda competition) for the same traffic moving between the
same points. For many years, the ICC (and later the Board) also considered two other types of indirect
competitive dternatives. geographic competition (the ability to use other railroads or modes to ship



from or to other locations) and product competition (the ability to use other railroads or modesto ship
substitute products). Asreferenced earlier, the Board no longer considers these forms of indirect
competition because it found that they are unduly complicated for the Board to assess, that they
prolonged the handling by the Board of rail rate cases, and that they discouraged shippers from pursuing

legitimate rate complaints. (The Board' sdecison is dtill under judicid review.)

Rate Reasonableness Standards. Thus, athough the market dominance inquiry is till not easy,

we have tried to smplify it. And even assuming that the eimination of product and geographic
competition will be upheld in court, the remainder of the rate review process is quite complex. Although
a cost- of-service gpproach might be relatively smple, we cannot use such a methodology for two
reasons. Firg, the full costs of serving each individua shipper cannot be measured directly, due to the
high degree of shared costs (e.g., overhead costs) and sunk costs (e.g., costs for tunnels, bridges, etc.)
in therail industry that cannot be attributed to individud traffic. And second, railroads are not able to
price their services based on preset cost alocations because they serve amix of captive and competitive
traffic, and the competitive traffic would not pay a pro rata share of costs assigned by aformulaif the
resulting rate is any greater than the rate for usng competitive transportation dternatives. Thus, a preset
alocation formulawould drive away those shippers with less costly competitive options, and the
remaining captive shippers would then have to pay even higher cost-based rates once the departed
shippers would no longer be contributing to shared costs.

Accordingly, to limit the rates on captive rall traffic to reasonable levels while affording rallroads
the opportunity to cover al of their costs and earn a reasonable profit, the Board uses demand-based
differentid pricing principles. In other words, the Board expects railroads to apply differing markups
(amounts by which rates exceed variable costs) based on the price senstivity (degree of captivity) of the
traffic. Shippers with more choices are offered lower markups in order to keep therr traffic in therail
network and thus minimize the overd| contributions to the railroads shared costs needed from those

shippers with few, if any, choices.



These pricing principles, which gpply in many indusiries in addition to railroads, make
determining the reasonableness of an individual rate acomplex task. Neither attributable costs nor
degree of captivity (demand dadticity) -- the bases for demand-based pricing -- can be measured
directly. Therefore, to assess whether market dominant rates are reasonable, the Board uses awell
established concept known as "constrained market pricing” (CMP) whenever possible. CMP principles
recognize that, in order to earn adequate revenues, railroads need the flexibility to price their services
differentidly by charging higher mark-ups on captive traffic, but the CMP guiddines impose condraints
on arailroad’ s &bility to price differentialy.

The most commonly used CMP condraint isthe "stland-aone cost” (SAC) test. Under the
SAC ted, arallroad may not charge a shipper more than what a hypothetica new, optimally efficient
carrier would need to charge the complaining shipper if such acarrier were to design, build and operate
-- with no legd or financid barriersto entry into or exit from the indudtry -- a system to serve only that
shipper and whatever group of traffic is selected by the complaining shipper to be included in the traffic
base. The ultimate objective of SAC in particular, and CMP in generd, is to diminate unwanted
cross-subgdies from one shipper to another and to have optimal efficiency reflected in the rate base.
Thus, the SAC test dlows rallroads to price differentidly, but it limits rates through the hypothetical
efficient new railroad mode by assuring that a captive shipper not be required to unreasonably subsidize
acarrier’s competitive traffic by being forced to bear the costs of any facilities or services from which
the shipper derives no benefit.

The Board has used this test to resolve five rate complaints since the agency was established a
the beginning of 1996 (cases brought by West Texas Utilities Company, Arizona Public Service
Company, McCarty Farms, Inc., FMC Corporation, and Wisconsin Power and Light Company), and
the test is being used to evaluate the reasonableness of ratesin several ongoing cases. The Board has
a0 established procedures for expediting these cases. While presenting a SAC caseis not
inexpengve, large rail shippers have usad it to obtain substantia rate relief (with decisons favorable to
the shippersin 4 out of the 5 cases cited above).? One complainant shipper, for example, was awarded



over $10 million in reparations for past shipments, and obtained arate prescription that lowered itsrate
for future shipments by 30%. Another shipper was awarded over $20 million in reparations and
obtained a40% rate reduction.

Timing Issues  Some parties argue that it takes the Board too long to decide rate cases. |
understand their concern. However, the review is an inherently complex one. And the parties
themsalves add to the time needed for resolution by asking the agency to resolve numerous discovery
disputes, many of which they ought to be able to sttle themsalves, as well as other preiminary matters.
With respect to the cases themsdlves, we must make hundreds of "calls' on the many substantive issues
that come up in each proceeding. Asthese cases are data-intensive and quite technica, we have to be
very careful, because a mistake on even one of theseissues could result in aremand by areviewing
court. And we aso have to spend considerable time on adminigtrative petitions for reconsderation that
are frequently filed, as well as court challengesto our rate decisons. All of thisis handled by asmal
cadre of highly skilled and dedicated employees, who | can assure you are focused on producing a
defensible product in these and the many other cases on which they work.

Additiondly, I should note that the nature of the cals that we are required to make has changed
with the recent filings. In the past, the questions that arose -- even the theoretical questions -- typicaly
concerned more confined issues such as how to value property, the configuration of the hypothetica
rallroad’s network, and the projections of the tonnage and revenues associated with the hypothetical
railroad. More recently, however -- now that many of those matters have been resolved -- parties have
attempted to test the boundaries of a SAC case, and so we have been faced with a series of issues that
go to the broad principles underlying the SAC andyss. Rather than resolving these questions after the
parties and their consultants have made their entire cases, we have been called upon to address them at

an earlier sage in order to guide the parties in presenting their evidence and arguments. Thus, late last

Z The Board aso resolved during this period a complex pipdine rate case in ajudicialy affirmed
decison that resulted in substantial rate reductions and reparations.
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year, we published a decison providing guidance on certain fundamenta issues outstanding in severd

pending cases, including the Arizona Electric case. The Arizona Electric parties asked for further

guidance, and we expect to issue a further decison in the very near future on that matter.

Small Rate Cases. 1n 1996, the Board issued smplified guidelines for the disposition of those

rate cases where the amount of money involved does not justify pursuing the more complex method
usedin larger cases. No case has been filed seeking application of those guidelines, as some may view
them as not being smplified enough, and not worth bringing given the amount of money at stake. In
December 1998, | wrote to the Committee on a number of matters and suggested that, if Congress
shared that view, legidation would be necessary to establish another gpproach. In May of thisyear, |
again wrote the Committee summarizing the mixed record developed in a Board proceeding that
explored whether legidatively mandated arbitration might be an appropriate gpproach to handling these

cases.

Rail Mergersand Competition

Background on Past Rail Mergers. The trigger for much of the debate over access and

competition was the move during the 1990s toward continued consolidation in the railroad indudtry.
Sincel cameto the ICC, four Class| ral mergers have been approved, with substantial Board-imposed
competitive and other conditions. The conditionsin a variety of ways provided for significant
post-merger oversight and monitoring that have permitted us to stay on top of both competitive and
operationd issues that might arise. They provided for the protection of employees and the mitigation of
environmental impacts, and our recent decisons employed a"safety integration plan” that draws on the
resources of the Board, the Federal Railroad Adminigtration, and the involved carriers and employees.
In varying degrees, these mergers have had the support of segments of the shipping public, as
well as employees and various locdities, and were considered by anumber of interested partiesto bein
the public interest. A variety of shippers actively supported the Burlington Northern/Santa Fe (BN/SF)
merger, the inherently procompetitive Conrail acquisition, and the Canadian Nationd (CN)/Illinois



Centrd merger. While the Union Pacific/Southern Pacific (UP/SP) merger was opposed by certain
segments of the shipping community (although it was supported by others), the Board believed that
merger was necessary not only to aid the failing SP, but also to permit the development of a second rall
system in the West with enough presence to compete with the newly merged BN/SF. | should note that
the conditions that the Board imposed in approving the UP/SP merger made it possible for UPISP's
main competitor, BNSF, to participate in severd "build-outs' designed to produce new competitive
service that did not exist before the merger, and that would not have been possible without the Board's
conditions.

Some have said that rail mergers are inherently anticompetitive, that they cause service
problems, and that the agency should have more actively discouraged them. But our approvals were
basad on public interest determinations made on extensive records and were conditioned to preserve
and promote competition, ensuring that no shipper’ s service options were reduced to one-carrier
service asaresult of amerger.

New Maor Rall Merger Policy and Rules. These recent mergers have changed the way the rail

system now looks. In the United States, we now have two competitively balanced systemsin the West
and two competitively balanced systemsin the East. Future merger proposals would likely resultin a
North American transportation system composed of as few as two transcontinenta railroads.

Given this progpect and the service disruptions associated with the most recent round of
mergers, when the BNSF and CN rail systems announced their intention to merge in late 1999, the
Board issued a 15-month "moratorium” designed to prevent the filing of merger proposds pending the
development of new rules® Before the moratorium ended, the Board revised its rail merger policy with
aview toward more affirmatively enhancing competition, and ensuring thet the benefits of a future

merger proposal truly outweigh any potential harm.  Given that the next round of mergers would put in

3| gppeared before this Committee in the Spring of 2000 to discuss the moratorium and the
merger policy rulemaking.



place therall network of the future, gpplicants under the new rules bear a substantialy heavier burdenin
demondtrating that a merger proposd isin the public interest. Key provisonsin the rules require
gpplicants to more clearly show that the transaction would promote competition and improve service,
and indicate that enhanced intramoda competition would be viewed as a benefit weighing in favor of
approva. Therules aso direct more accountability for benefits that are claimed and a showing that such
benefits could not be redlized by means other than amerger. And they require more details up front
regarding the service that would be provided, aswell as contingency planning and problem resolution in
the event of service fallures.

Some say that, if the current industry structure warrants conditioning any new merger on the
enhancement of competition, then it also ought to warrant across-the-board competition-enhancing
actions -- in particular, revison of the competitive access rules and the bottleneck rate chalenge
procedures -- outside of the merger context. The new merger rules were adopted to address a
scenario in which the industry would be moving toward two transcontinental systems. Absent any new
mgor mergers, | believe that it would be difficult to defend actions reversing the longstanding
competitive access rules or the more recent bottleneck procedures -- both of which have been judicidly
affirmed -- essentialy to provide for two rail competitors upon request.

Ral Sarvice. The merger integration process over the last few years has produced serious
sarvice disruptions. However, after sgnificant efforts on the part of therail carriers and extensve
oversght by the Board, those service problems have been dleviated and rail operations overdl are
much improved. The performance metrics provided by the carriers show clear improvement, and the
Board' s Rail Consumer Assistance Program shows a steedy decline in service issues brought to us for
informa resolution. The 15-month merger moratorium imposed by the Board has ensured that the
raillroads have focused on running better the businesses that they now have in place without the

digtraction of more mergers.

Rail Line Construction Cases
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The market, through new congtruction activities, is directing where new competitive services will
be introduced. In addition to the build-outs initiated as aresult of the Board' s UP/SP merger conditions
that | referenced earlier, during the past few years, railroads have pursued several new congtruction
cases. Thelargest, and most controversid, has been the case involving the application of the Dakota,
Minnesota and Eastern Railroad to extend its coal- hauling cgpability into the Powder River Basin, which
the Board gpproved earlier this year with substantid environmenta mitigation conditions, and which is
now in court. The Board has also gpproved, or isin the process of reviewing, severd other rall
construction cases geared to produce new competition where the market will support it. While these
projects are typicaly supported by shippers, they are often opposed by loca groups with concerns
about environmental and community impacts. The Board must balance these concerns againgt the
transportation benefits that the new projects are designed to produce in resolving these mattersin a
timey and judicidly defensble manner.

The Rail Sector Today

Thelast few years have presented many challenges for therail sector, and the Board has
likewise been challenged. However, | do believe that good progress has been made in meeting these
challenges. Service overdl is much better and more customer-focused; the railroads are stronger
operationdly; and there is much more congtructive commercid communication among the various
segments of the rail sector.

And the Board has doneiits part. 1t has brought parties together informally to resolve their
differencesin away that ensuresthat rail service is more respongive to the needs of the cusomers. And
it has moved cases before it to resolution as expeditioudy and effectively as possible.

Of course, there is dways more work to be done. The industry must continue to strive to be a
customer-focused industry that can remain avital part of our Nation' s transportation system. And the
Board must continue its efforts toward that end, working formally and informally to resolve disputesin a

timely and effective manner. While | know concerns till remain, we must work to ensure that the
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progress that has been made will be sugtainable into the future.
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