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The above matter is before Administrative Law Judges Steve M. Mihalchick and Bruce
Johnson. Pursuant to Minnesota Rules Chapter 1400, the following is submitted as surrenuttal
testimony offered by Minnesota Power.

Q: Wonld yvou state your name, background and present position.
Al My name is Thomas D. Crowley. Iam an economist and President of the economic
consulting firm of L. E. Peabody & Associates, Inc. The firm’s offices are located at

1501 Duke Street, Suite 200, Alexandria, VA 22314 and 5901 Cicero Avenue, Suite 304,

Chicago. IL. 60646.

Q: Have you previously provided testimony in this proceeding?

A: Yes, [ provided Direct Testimony on behalf of Minnesota Power (“MP™), a party o this

contested case, addressing rail delivery issues related to the proposed Mesaba Project.
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What is the purpose of your Surrebuttal Testimony in this proceeding?
My surrebuttal testimony will respond to the Rebuttal Testimony and Exhibits of
Excelsior Energy Inc.’s {(“Excelsior”) witness Ralph Olson. Specifically, I will respond

to Mr. Olson’s comments regarding fuel transportation and coal suppiy pricing 1ssues.

Are you sponsoring any documents and exhibits in this filing?

Yes

Exhibit TDC-1, refevant section of the Interstate Commerce Commission’s (“1CC™)
decision in Union Pacific -- Control -- Missouri Pacific; Western Pacific, 366 1.C.C. 462,
538-39 (1982) ("UB/MP/WP™);

Exuibit TDC-2, reievant section of the Surface Transportation Board’s (“STB™)
embraced decision in Docket No. 41242, Central Power & Light Company v. Sou'hern
Pacific Transporration Company , Docket No. 41295, Pennsylvania Power & Light
Company v. Consolidated Rail Corporation, aﬁd Docket No. 41626, MiaAmerican
Energy Company v. Union Pacific Railroad Company and Chicago and North Western
Raihvay Company, Served April 28, 1997 (“Bouleneck IT);

Exhibit TDC-3, relevant section of the National Industrial Transportation League’s
(“NTTL") written testimony in STB Ex Parte No. 658, The 25" Anniversary of the
Staggers Rail Act of 1980: A Review and Look Ahead, Filed October 12, 2005;
Exhibit TDC-4, articles from transportation industry, utility industry and general
businéss publications detailing the railroads" increasing market power and rise in coal

transportation rates;
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Exhibit TDC-5, Smith Barmney/Citigroup, U.S. Equity Research Report, Class I's Can
Parlay Pricing Policies, Trucking Cost Hikes Into Higher Rates, August 23, 2003;
Exhibit TDC-6, Coal Age ariicle. Coal Price Volatility Is Here to Stay, May, 2004;
Exhibit TDC-7, excerpts from the United States Government Accountability Office
Repért to Congressional Requestors, Freight Railroads: Industry Health Jas Improved,
But Concerns About Competition And Capacity Should Be Addressed, October 6, 2006
available at http:/Avww.gao.gov/new.items/d0794.pdf;, and

Exhibit TDC-8, Railway Age article, Facing the Challenges Of a Growth Industry,

December 2005.

What general observations do you have with respect to the issues raised by ¥r.
Olson in his rebuttal testimony?

Based on an examination of Mr. Olson’s Rebuttal Testimony and Exhibi:s, I believe that
Mr. Olson has overestimated the impact of potential competition on the delivered price of
fuel to Excelsior’s proposed Mesaba Project, and has underestimated the market power of
the western coal hauling railroads and national coal producers that could potentally
prox-;ide rail service and fuel to the Mesaba Project. I also believe that M:. Olson has
mcoirectly assessed the transportation options available to the Mesaba Project anc. the
state of the national rail network. This has lead Mr. Olson to develop expectations about
the delivered price of fuel that I believe are unattainable in the current coal supply and

transportation markets.
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Why do you believe Mr, Olson has missed the target so much on his assessment of
the fuel transportation and coal markets?

I beiieve that Mr. Olson improperly assessed the fuel transportation and coal markets due
to his lack of experience in purchasing coal and transportation for free-sianding
generating stations. Mr. Olson’s resume, which he included in his Rebuttal Testimony as
Exhibit No._{RO-1), indicates that he spent the majority of his career working for Puget
Sound Energy in various management positions, including fuel supply positions at the
Centralia and Colstrip Generating Stattons. The coal Mr. Olson was responsible for at
both the Centralia and Colstrip Generating stations was supplied pnimarily from mines
adjacent to the generating stations, inferring that he has had hmited expenence with the
different aspects of the past or current issues in the overali coal transportation industry.
For éxample, the Centralia Generating Statton receives the vast majority of its cozl from
the adjacent Centralia Coal Mine and receives minimal amounts of coal :tom the Powder
River Basin." Likewise, the Colstrip Generating Station, where Mr. Olson’s resume states
he was responsible for coal supply agreements, is supplied primarily frorn the adjacent
Rosebud mine and receives little coal from other Montana Mines.” Thers is a vast
difference in negotiating coal supply and transportation contracts for priraary sources of
fuel such as Excelsior would purchase for the proposed Mesaba Project and negotiating

coniracts for supplemental levels of coal as Mr. Olson did at Puget Sound Energy. A

' In 2003, 80 percent of the Centralia Plants coal tormage came from the adjacent Centralia coal mine, and 20

percent from other sources. Source: 2005 Energy Information Administartion Form 423 data available at
hitp:/www eia.doe govicneatielectricity/page/eiad 23 . html.

: According t¢ Federal Energy Regualatory Commission (“FERC”) data, the Colstrip plant received 100 percent of
1ts coal supply in 2003 from the adjusted Rosebud mine. Source: 2005 FERC Form 423 data available at
hnp:ifwaw. fere govidoes-filing/eforms‘form-423/overview aspskipnavsub.
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chief concern when negotiating primary coal supply and transportation contracts is the
cost associated with assunng the timely production and delivery of the coal. This
assurance carries with 1t costs that are not present when negotiating for the purchase and
deli\;ery of supplemental sources of coal. Simply stated, I know of no coal burning
elegtric utility that relies on spot purchases of coal as the primary vehicle for acquiring
coal to fuel a power station. Rather a combination of long term/short term agreements
are put in place to guarantee supply. In today’s transportation and fuel supply market
places, both transportation and coal are selling at cousiderably higher prices over what
they were selling for just a few years ago for both the so-called competitive and captive

shippers.

Mr. Olson contends that intramodal competition at the mine origins is not required
to ensure competitive delivered pricing to the proposed Mesaba plant because the
proposed plant will have destination and fuel type competition and viill have an
ability to use coal with unfavorable burn characteristics that the railroads will price
low to move. Do you agree with his contentions?

No. As I explained in my Direct Testimony, a truly competitive situation will occur only
if the destination competitors also have competition at the origin and have relatively
similar costs. If only one carrier can access a shipment origin, shch as a coal ming, that
carrier can dictate the price of transportation. The ICC, and its successor agency the
STB, the federal agencies charged with regulating rail transportation, have long

recognized that if a rail carrier has a monopoly over any segment of a rouvte, the carrier
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will exercise 1ts monopoly power and set prices accordingly. I have incladed as Exhibit
TDC-1 a copy of the relevant section of the ICC’s decision in UP/MP:WP. and as Exhibit
TDC-2 the STB’s embraced decision in Bottleneck II. The ICC and STB found through
these decisions that a railroad with a segment monopoly will likely push the through rates
as high as possible and keep the monopoly profits for itself.> Many of the locations from
which Excelsior claims they will procure coal, including Northern Powder River Basin
("PRB™)} mines and Illinois Basin mines, are served by only a single carrier. If Excelsior
plans to source coal from these locations, it must expect to pay monopoly rents to the

carriers controlling access to the mines.

In addition, Mr. Olson’s position that Exceisior wiil enjoy lower transpertation rates
because the proposed Mesaba Project may be able to use less marketable coal that will
move at lower rates does not overcome the economic dynamics and pricing research of
the rail transportation industry. Railroads spend a great deal of time and effort analyzing
coal markets to understand the marketability of each tvpe of coal located on its system
and its competiitor’s systems as well as the price of transportation from these markets. A
raitroad will establish 1ts price to a destination equal to the delivered price of the next

lowest substitute, and which maximizes iis profits given all movements. In a capecity

* The ICC's UPAMP/WP decision discusses the principles of railroad pricing when there is competition at the origin
and captivity at the destination. See UPAIP/WP ar 538-339. The STB subsequently ruled in its Bottleneck 1T
decision that the same railroad pricing principles hold equal relevance if there is captivity at the origin, and
comnpetition at the destination.
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constrained environment, in which the rail carmers claim they are now in, a ratlroad will
opt for higher revenue/profit traffic at the expense of lower revenue/profit traffic. Stated
differently, hustorically low rate traffic will pay a premium over historical levels or will

not be handied by the railroad.

Finally, in order for fuel tvpe competition to be effective, the delivered cost of fuel from
different regions of the country have to be relatively similar. With a limited number of
producers and transporters involved in the supply chain, the likelihood of emploving fuel

type competition as an effective form of competition is extremely remote.

Mr. Oison contends that you stated in your Direct Testimony in this proceeding that
true competition will exist only if competitor’s costs of service are nearly the same.
Is Mr. Olson’s contention accurate?

No, Mr. Olson has misstated my Direct Testimony. I stated that true competition will
only lead to lower transportation prices when there is competition at the origin and
destination and the providers have relatively the same costs of service. Iznorng tae
predicate of origin and destination competition leads to a nonsensical response thet it is

only equal costs that determine true competition.

Mr. Olson also contends that in a competitive world, service providers possess many

available pricing options, including full cost of service pricing and incremental
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pricing. Do these available pricing options apply to the rail movements to the
Mesaba Project?

No, because Mr. Olson has ignored the practical economic applications of the current rail
market. The transportation market in which the Mesaba Project will enter can best be
described as a duopoly. According to economic theory, a number of possible pricing
options exist along a continuum in a duopoly market. These include true competitive
pricing, marginal cost pricing {also known as Bertrand pricing behavior), pricing based
on the market demand for the output that is simultaneously offered by the competitors
(also known as Coumnot pricing behavior) and monopoly pricing (collusive profit-

maximizing behavior),

In today’s rail transportation market, there is ample anecdotal evidence that railroads are
not offering truly competitive pricing. [ have included as Exhibit TDC-3 a copy of the
NITL’s written testimony in STB Ex Parte No. 638, The 25" Anniversary of the Staggers
Rail Act of 1980: 4 Review and Look Ahead, Filed October 12, 2008, in which the NITL
discusses, beginning at page 24, the duopoly nature of the railroads and their failure 1o
offer true competitive pricing,” Similarly, railroads are also not providing marginal
pn'éing because, 1 a Bertrand pricing scenario, each competitor attempis to supply all of
the quantity that the market demands to the extent economically feastble. Railroads, with

their isolated capacity constraints {what Mr. Olson calls “bottlenecks™) and their desire to

* The NITL is a member-based organization founded in 1907 to represent shippers in their dealings with various
regulatory bodies, and is the largest shipper organization in the United States.
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improve bottom-line earnings growth, cannot supply all of the guantity demanded by the

market, and have shied from marginal cost pricing.

I railroads are not offering truly competitive pricing or marginal cost pricing, only two
duopoly pricing possibilities remain. First, railroads can price using Cournot Pricing
behavior, where the railroads set their prices at such a level that demand =2quals the total
guantity produced by both firms, and each firm takes the quantity set by its competitor as
a given, evaluates the residual demand, and then behaves as a monopoly. Or second, the
railroads will split the market between them and act as individual monopoli-sts. My
recent experiences in negotiating with ratlroads suggest that the firms probably exhibit a
pricing behavior more similar to a monopolist or Coumnot rather than Bertrand,
particularly since the railroads are now experiencing capacity constraints. Neither the
Union Pacific Railroad Company (“TUP”) nor the BNSF Railway Compary (“BNSF”), the
primary carriers of western coal traffic, attempt to seize all of the traffic they can,
because their capacity is constrained in certain locations. Because of this, both carmers
are aware that they could never handle all of the other’s competitive traffic and have set
higher prices accordingly. There is no reason that Excelsior will be exempt from this

hehavior.

Mr. Olson also claims that the relative cost of service does not impact transportation
pricing, but rather the number of options available drives prices. Do you agree with

Mr. Glson’s claim?
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No. Whether in a duopoly or in a more openly competitive situation, the low cost
producer will price at, or just below, its estimate of the price of the other competitor or
the other alternative. This is because each competitor would be aware that their costs are
not the same. For the proposed Mesaba Project, BNSF will have the lower operating cost
over a joint UP/Canadian National Railway (“CN") movement from the Southern PRB.
This is due to the fact that BNSF can offer single line rail service and because the
distance from Southern PRB is 12 percent less than the distance over a combined UP/CN
movement (1,315 miles vs. 1,176 miles from Reno Junction to Taconite, MN). The

differential in costs will translate to an economic rent that BNSF will enjoy because both

Mr. Olson calls your statement in vour Direct Testimony that Excelsior will have
difficulty negotiating favorable rail rates given current railroad practices
“unfounded and speculative.” Do vou have evidence to support your statement?
Yes. [ have several documenis to support my statement. Exhibit TDC-4 contains a
number of articles from transportation industry, utility industry and general business
publications detailing the railroad’s increasing market power and coal transportation

rates.

What do the articles you include in your Exhibit TDC-4 indicate about current

railroad pricing practices?
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The-articles outline the western coal carriers’ implementation of public pricing
instruments and general increases in coal transportation rates. For example, UP and
BNSF have been remarkably consistent in their pricing strategies. BNSF started to move
toward public pricing of coal in 2003, while UP began to move toward tariff-based public
pricing in 2004. Both carriers are moving from long-term contracts which had been a
minimum of 3-vears to 10- and 20-vear terms, to short-term contracts of one to three
vears. In addition, rates on both railroads have increased considerably, sometimes
doubling, with both railroads issuing “take it or leave it ultimatums™ regerding pricing.
The railroads have clearly begun exercising their considerable market power to the point
where, as indicated in the articles, the United States Department of Justice has lauached
an inquiry into the possible anti-competitive practices involving the transportation of
coai. It is into this pricing environment that Excelsior contends it will be able to negotiate
low transportation rates from the carriers. Based on current railroad pricing practices, 1

believe this contention is incorrect.

Mr. Olson alleges that vou stated in your Direct Testimony that MP*s Boswell
Generating Station will have rail rates lower than the proposed Mesaba Project.
Are Mr. Olson’s allegations correct?

No, Mr. Olsen has again misstated my Direct Testimony. 1 never claimed that M2’s
Boswell Generating station would have lower rail transportation rates than the proposed
Mesaba Project, though it is possible. 1instead stated that MP has more certainty about

the possibility of being able to negotiate a reasonable price for future rail service than a
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purchaser, like Excelsior, with no existing agreement and no exisiing relationship with
the railroad. I based my statement on the fact that MP has had a long term working

relationship with BNSF and have been able to work together as business partners.

Mr. Olson states that the proposed Mesaba Project’s ability to use different types of
coal will allow for an unprecedented number of fuel options, thereby allowing a Fuel
Supply subcommittee to effectively and quickly capture the lowest delivered price of
fuel. Do yvou agree with Mr. Olson’s statement?

No. Mr. Olson’s statement relies upon two faulty implicit assumptions. First, thai the
coal producers and the raiiroads have little market power and wiil rush to provide the
iowest prices in the face of overwhelming competition. Second, that Excelstor can
achieve the lowest delivered price of fuel by using short-term agreements to maximize
flexibility. The Class I railroads and large coal producers have extensive market power,
and,- based on current market trends, neither group will rush to offer the jowest prices
available. Since the late 1990’s, consolidation within the railroad industry has led to
strong duopoly competition, leading to higher rail rates for almost all plavers. Exnibit
TDC-5 contains a copy of a 2003 equity analysts report prepared by Smith
Barney/Citigroup explaining the railroads’ avoidance of what the Smith 3amey/Citigroup
calls “rogue pricing policies” that have led in the past to undisciplined efforts to gain
marketshare at the expense of increasing returns. This avoidance of “rouge pricing™ has
led to higher transportation prices across all commodities. Similarly, consolidation within

the coal industry has led to a small number of large producers, who control production in
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the PRB and 1lhinois Basin, limiting the amount of sourcing options and pricing. Exhibit

TDC-6 contains a 2004 Coal 4ge article discussing the impact of consolidation within the
coal mining industry. As the number of mine operators decline through consolidailon, the
more difficult it will be for coal buyers to leverage geographic competition, and to obtain
the rock bottom prices envisioned by Mr. Qlson. As with the railroads, the mine

operators are not rushing to the bottom of the pricing curve.

Mr. Olson’s second assumption rests upon the belief that short term, more flexible
transportation and coal agreements will lead to lower prices. This assumption is not
necessarily true, especially in the case of the rail transportation industry. Exhibit TDC-7
contains an excerpt from an October 2006 United States Government Accountability
Office (“*GAQO”) report on the state of the rail industry. The GAO found that both shipper
and railroad groups have noted that railroads now prefer shorter term cortracts for their
ability to ratse prices more quickly in the face of revised market demand. In other words,
the railroads seek shorter term contracts to allow them to exercise their market power
sooner and to more quickly raise rates. The GAO’s findings completely contradict Mr.
Olson’s position that shorter, more flexible contracts will allow Excelsior to lower its

delivered cost of fuel.

Mr. Olson contends that you have provided no proof that the railroads will not

compete for the proposed Mesaba Project’s traffic and that when the railroads
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complete their “debottlenecking” projects, they will compete for new business to
bolster revenues. Are Mr, Olson’s contentions correct?

No. As 1T showed above, the Class I railroads are not effectively competing for business,
and have settled mfo a duopolistic state which maximizes their revenues and profits. Mr.
Olson’s contention that the railroads will seek additional traffic to bolster revenues and
will therefore offer lower rates to Excelsior is contradictory to public pronouncements by
the railroads. Railroads are attempting to maximize top-line revenue growth not by
adding additional traffic, but by raising prices on existing traffic. Railroads are nct as
interested in adding large volume shippers who expect low rates to their systems, but
large volume shippers that will offer more money to transport product over a system the

railroads’ claim has limited capacity.

In addition, Mr. Olson confuses the railroads’ projects to remove choke points along their
system, what he terms “debottlenecking,” with the addition of vast amounts of capacity.
When railroads have a great deal of excess capacity on their system. as they did in the
late 1970’s and early 1980°s, they will attempt to fill this capacity in the short-run by
offering lower rates. They will do this economically since any contributicn to the fixed
cost of the infrastructure is desirable. However, when this excess capacity dissipates, they
will only carry the most profitable traffic and rates will increase. The so-called
“debottlenecking” projects that Mr. Olson alludes to are not adding excess capacity to the
rail systems, but removing isolated choke points along key routes to improve fluidity.

The railroads will not needlessly add capacity and then tum around and lower rates as
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Mr. Olson infers. In fact, the opposite is expected to happen as railroads will attempt to
increase rates if they attempt to add capacity. Thave included as Exhibit TDC-2, 4
December 2003 Railway Age article in which BNSE’s Chief Executive Officer Matt Rose
stated:

We can only meet future demand by reinvesting adequately both 0

maintain the quality of our infrastructure and to expand our railroad’s

capacity to handle more freight. And we can only do this if we can

reach a retumn on invested capital that is greater than the cost of capital,

and maintain that level of performance through the business cycle.

Because rail customers will reap much of the primary benefits of

expanded infrastructure, they will need to share some of the burden;

rates will need to continue to go up in all sectors of our business to

match the value derived from our service.
[t is obvious based on Mr. Rose’s statement that the railroads can be expected to increase
their rates after making additional capital infrastructure expenses, and not decrease them

as Mr. Olson contends.

Mr. Olson contends that you stated in your Direct Testimony that the proposed
Mesaba Project should not expect rail rates to fall from where you expect coal to be
sourced from. Is this correct?

No. As a fundamental issue, I never indicated where I expected Excelsior would rzceive

its coal from, but instead just reacted to comments made by Excelsior abcut where it
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expected to receive its coal from. Moreover, as | demonstrated above, rail rates to all
shippers are increasing as the railroads flex their market power, and Exczlsior will not be

immune from these increases.

Mr. Olson contends that the proposed Mesaba Project’s use of high sulfur or/or
high sodium coal will allow it to open under-produced coal reserves, and that these
new reserves can be transported on “non-bottleneck” corridors at competitive
prices leading to low delivered fuel costs. Do you agree with Mr. Olsen’s claim?
No. Mr. Olson fails to recognize that in pricing their services, railroads attempt to
maximize their profit, relative to competitive forces or lack there-of, no matter the route
of the movement. A raiiroad wiil maximize its profit on whatever route the produict is
shipped over, and will price its services accordingly. The fact that a railroad transports
coal from a new reserve makes little difference to the railroad. It will expect to make a

certain level of profit on the movement, and will price accordingly.

How do you respond to Mr. Olson’s contention that the BNSF and CN have
mainlines within 2 miles of the proposed Mesaba Project site, and that Excelsior
contemplates the construction of rail spurs from both railroads to prrovide diversity
in transportation.

As he has done throughout his Rebuttal Testimony, I believe that Mr. Olson has
overstated the facts. First, as I discussed above, Mr. Olson has failed to consider the

different operating costs each railroad will incur in transporting coal to the proposed site,
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and the rates will depend on the highest relative cost of transportation. Second. the rail
lineé that Mr. Olson refers to as BNSF and CN “mainlines” are in fact lizht-densiy spur
lines that may not possess the ability to carrv the projected volumes. According to
Excelsior’s application, the proposed Mesaba Project is expected to transport a maximum
of 2.7 miltion net tons of coal per vear.” Based on a railroad industry standard rule of
thumb of 1.6 gross tons to 1 net ton for unit coal trains, the proposed Mesaba Project
would expect to transport approximately 4.32 million gross tons per vear. The BNSF
spur line from Gunn, MN to the proposed site near Taconite, MN currenily carmies
between 5 and 10 million gross tons per vear.® This would indicate that the densiiy over
the BNSF spur line could increase between 43 and 86 percent if the proposed Mesaba
plant is built. The CN spur line which runs from Kennan, MN west towards the Taconite,
MN site has even less density transporting between 0.1 and 4.9 million gross tons per
vear. . Transporting the proposed tonnage over this line segment could increase the
density on the line between 88 percent and 4,320 percent. Adding the proposed arount of
Mesaba Project traffic to these light density spur lines will not come without costs, which

both railroads will assuredly pass on through higher rates. That is even assuming the CN

attempts to move the traffic over such a lightly used rail line.

Q: Does this conclude your surrebuttal testimony?
Al Yes.
* See Supplemental Testimony and Fxhibits of Excelsior Energy, Thomas L. Osteraas - Exhibit TLO-2,

Petition - Appendix A Mesaba Energy Project Report to the MPUC at Section 1, Page 20.
® See the National Railroad Density Map available at http:/www.rrpicturearchives. netidefaultaspx.

7 See id.
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462 INTERSTATE COMMERCE COMMISSION REPORTS

FINa~NCEDOCKET No. 30,003

UNION PACIFIC CORPORATION, PACIFIC RAIL SYSTEM,
INC., AND UNION PACIFIC RAILROAD COMPANY-CON-
TROL-MISSOUR] PACIFIC CORPORATION AND MISSGLURI
PACIFIC RAILROAD COMPANY

Dacided Sepren:ber 2g, W82

Tris decision emoraces Finuacs Doskel No, 30,060 (Sev-No 11, Un:on Pzeific Corparation, Panific
Rail System, 1ac.. and Usipn Pacific Railcoad Compane-Conrol-The Western Pacific Baiiroze Com-
pany. Finapce Docael Np. 3C.00C (Sub-Ne. 210 Applicalion of Union Pacific Corporation Lindzr 49
LS5 C. %1 1IG] for Authority wo lssce Szcurncies. Finance Docks: No. 36,000 (Sub-Na. Y. Application =l
Missouri Pacific {orporation Uiaoer 49 U S.C. #11331 for Asthericy 1o [ssue Szcurities, Finance [Yocke:
Ne 30,500 1Sek-No. 4Y, Applicelion of Wes:ern Paaific Rairoad Company Unde:r 4§ U.S.C. £1136! for
Aulh :p issue Securuies: Fizance Dozke: No 38,009 iSub-Mo Si. Lnior Pacdic Railrcad Com-
pary-Trackage Righis a: Kansas Ciiv over-Missouri Pacific Ryiirpad Company; Finaace Dacks: Ne.
JC.000 (Suk-No 52, Liaion Pacific Rairost Compary-Trackage Rights a1 81 Jossph over-Misscuri Pac-
ifiz Rpircas Corrpaay: Finunce Dockel Ne. 3

0% (Sub-No. 7). Missoun Pasific Raitroad Compnny-
Trzoeage Righis ni Omata-Councii 3:af7s over-Umon Pacilc Rauroad Company: Finanze Docks: No
32.00G {Suh-Nzo. B), Union Pacilic Raiiroad Compary 8nc Missousi Pacific Raircad Compzay-Pozling
aeiween (mgne-Cowncil bluils and Kznsas C 11, Finence Docke: Noeo 300000 (Sub-No. 93, Unise Paoi-
M2 Rayrpad Compary and Missouri Pac-fiz Raiireed Compan: -Poaizng Bewween Beloi: and Saitne. Ker
sag; Finznce Docher Noo 30,000 (Sub-No, 107, Unien Pacific Railroac Company and Missouri Pec.lz
Rzilroag Company -Poclirg beiween Lincela ané Kansas Ciiy: Dockst o MC-F-13448, Union Paziii:
Cerperanor, Paciiic Rai! Svaiom. Inc., ans Uman Pacific Raivroao Company-Coatrel-WPX Freghe

Dockel Wo. MC-F-14449. Lzion Pacific Corperatios. Pucilic Rail System, Inc..cnd Uniern
speny-Conirol-Missoun Peoific Trock L inc.. Finance Dockel No. 2.000
sere Facific Transponiaton Company, 3. Lowss Southwestern Railway Company-
Trackage Riphis-L nion Pacific Raitroad Company-Ogden 10 Omana/Council Blufls; Givhan 12 Topekd.
Finance Dockzt N 30.00G (Sub-Ne. 13}, Souinern Pacilis Traasporiation Crempary. 51 Louws Scuth-
western Raway Company-Trackege Righis-Urion Pacilie Reirpad Company-Dgden o Gmzhe/Coun-
ci. Biufis Gipbor 1o Topeka; Finanze Dogwe; o 30200 Seh-Ne
Comepany-Tracxage Rignis-Missouri Pazific Raliroaz Company-Kzrsas Oy e St Louss: Finance
Decke: No. 30.00G (Sub-No. 17 81 Losis Soutrwesierr Railway Company- Trackage R ghis- Alclisoa.
Topeke and 3znte Fe Railwey Comnpany hibzed By Misspurni Pazific-Yicirily of Kansas Cizyv: Finance
Docker Ne 360 (Sub-Naz. 18: Denver and Ric Grance Wesierr Raiircad Company-Tracszge
Righis-M:seauri Pacific Rzilrzad Company Beiweern Pueblo, CO ard Karsas C-i . MO; Finance Docker
No .03 jSuo-No. 190, Denver ang Ric Grande Wesiern Reaiirosd Company-Trackegs Righis-
YW asiern Pacic Rejifoes Company Balweer Zaii Laks s, UT and poinis in Liah, Nevadsz and Colivor-
naz Finarnce Docker oo 30000 {5ca-No 0. Missouri-Kansas-Teaas failroad Compary-Trackage
Rignts-Missousi Paciiic Railrowd Company-3erwees Sedeiia and 51 Lowiz, MQ: F:parce Dockzt N3,
33000 (Sue-No 201, Missouri-MNansas-Texas Raivcad Company-Trackige Rgnis-Missguri Padific
Railroad Compan:-Betwsar San Aniomo and Lerece. TX: Finance Docker Ko 30,005 {Sub-No. 221,
Missouri-Kansas-Texas Rallroad Comepany Use of Termine! Facitiuzs 2! Zareae, TX: Finance Docke:
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1z Finanze Docke: No. 36,000, ace
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authorized. ‘subjecl 1o conditions.
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{footnote 1 continued,

Np, 30,000 {Scb-Ne 23], Misscuri-Kensas T
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Rairoad Comaans-Bruwzen Unior and Lis
Missouri-Kansas-Texas Rasiroad Cempany L
Np. 30000 (Seh-Mo. 2B}, Missouri-Kanses
Alchiscr. KS: Finaass Doexel No. 30060 (
Teackzge Righis-Linion Pazific Railread Ci
Zinance Docks1 No. 30,000 {Sub-Ne. 300, M
Facilizies a1 Councii Biufis, JA: Finance Di
Railrga¢ Company-Tracksge Rignis-Union
Tupeka. KS: T aance Dockel No. 30.009 (Syt
of Terminu: Fasiliiies st Topeka, K5: Finance
Rairoad Company-Trackage Rignis-Termin:
35,000 {Sup-Ne. 342, Kansas Cily Southen
Company-Acqiisnon and Tralw2Ee Righis ¢
230 1L Finence Dogked Np. 30.000 {8u3-N:
pzny-Trackape Rights-Union 7
Finarce Dezer de. 32.000 (
Nissouri Pacif ¢ Railroed Come

Bejweer
Ner

Rairggd Compen: Be'ween Falls Lt
3%, Burhingior Nenrern Raproac Compary
1waer. Thedes ard Wes ¥iennd, io: Financ
tirgag Company-Trackege Righis-Missous
Gissce. (K. Fiaance Dockel No. J0.00
Trackege Rigais-Missoeri Fecfic Railread Ce
Docxet Ko, 30,080 {Scx-No. 41}, Burlingio
Pzcific Ruilroast Company Beuwzen Honie en
Buriingien No-tLsern Razilroad Comgpany-Tn
Hasungs. NE a=d Cpden, UT: ard Finare
Wesierr Transporiation Company &nd Miss:
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zlso beneft from intermoda; competition. 3ecause 0f source competition
and the availzbility of differzat potential plant sites. ke cility most likely
will noi be camive o a suigle rall carrier at origin or destingtion.
Therefore, a raiiroad must offer compelitive rates at the ex anie stége in
order to induce the utility 10 'ocate on iss Lnes or to buv coai from felds it
sarves.

Utilities usually guzranty suselies of suitable coals, once 3 source has
Seen szlected. by eniering into Jong-term contracis with suzpliers. Fur-
ther. uiilitizs are now Tequently eniering ino leng-term coal ransporta-
Lion contracis. The legality of coniract rai! service =as only recently been
estabiisped, and utilities previously nad to rely on railread estimates of
cozl razes for {Lture moverents (o propesed plant sites. These estimates
were nol binding and after plants were vuilt the utilities had to pay
whatever tarff rate the raiiroad established, subiect 10 maximum rate
regulation, unless feasible alternative wransportation were avaiizble. Our
solicy statement orn contract rzil service and the Staggers Act, however,
have clarified the legality of rajlrpad service coniracts. Because of ex ante
source comperition and the availability cf optional piaat sites. utilities
have lzverage in.negotizting <contracts with railroads. Decision service
contract provides 2 Ghility withk a mechanism for preserving the benefits
of ex ante compe:ition after it has selected a piani siié and Coai SGUrce.
Beczuse utilities zre mote Tequently entering into ‘ong-ierm contracts
for the purchases of coal 2nd of rransperiation services, £x post comperi-
tion is necoming relatively insigmificant with respect to new utility plants.
These plants benefi: from ex ante competition and then, through long-
ierm coniracis, the supply of coal and the supply of coal transportation
are set. Competiticn effectively ends at that point i many rases.

(2} Chavacreristics of ex post competition. Existing uithity planis have
available only ex post ccmpsztition. The effectivenzss of ex post competi-
tion varies depending upon the situation of a specific utility. Ex post
compelition, hewever, is usually rather limited. Existing plasits are often
located on only one carrier’s lines and are usually committed to using the
coal of a particulz: region, or even of a particular mine.

At the ex post stage a uzility probably will be captive 10 a railroad if the
ra.;road has a monopoly over any segment of the service route, wheiser
it be (e origin, the destnatisn, or & bridge segment. Unless & utility is
abie o exert leverage on & carsier with @ monopoly segmeal, that carrier
will have no incentive 1o agree 10 a tarcugh rate that wouid be lower than
the opiimum profit-maximizing Jevel (usually the maximum reasonablz
rate permitted by regulatian}, If two or mare carriers on a service route
{or a utility plan: have segmen: monopolies (for example, an arigin mao-
ncpoly and destination moncpoly). then they will set the through rate as
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kigh as possible znd divide the profits in accordance with their relative
bargaining aower with caci other.'If ory one éarrier on the route has z
segment moncpoly. hen tha! carrier will have zn incentive, and wili
ofter: have the ability. to kzep all availzble moncpoly profits o iself

BN and OSC conlead that a vtiity will receive ihe benefit of zompeti-
ticn between carriers serving the origin zoin: of & coal mavemenri, even if
only one carrier serves the destination, so long as the d2stinaticn carrier
is unaffitiated with, ar thus neutral toward, the carriers serviag the origin
{neuirality 1heory). Wz conclude thar the neutrality theory has pot
be{:ﬂ show: 1o support BNs arguments with recpect 19 the coal transpor-
tation markets invoived 1n these proceadings.

A ¢arrier with a destination monopoly will likely push the through rate
as high as possible and keep the monopoy profits to itsell by plaving off
CCmpeiing connecling carr:ers against one another in seitizg divisions.
That is, the through rate wiil be ai the level maximizing net revenue for
the traffic, subject 1o raguiatory limits, and the destination carrier wil; es-
tablish favorable through service with the origin carrier willing 1o take
the lowest divisien of the through raie for its sepmen: of the movement.
Althoneh a destination carner might not ajways be successful in execut-
ing this strategy; it will always have *he incentive of pro/it-maximization
to ellempt 10 execute the strztegy, Therefore, this raie strategy will be
pursued ard shou.d succeed unless thare are obstacles o its ¢xecution
wilh respect to a specific movement.

BN and OSC assert 1hat a nevtrai destination carrier usually wili no: be
sbie ¢ execute this “verlical price scueeze® and, therefore, has an
incerniive 1c merpe witn an origin carrier in order 1o drive the through
rale ¢ che oplimum profil-maximiziag level. We are not convinced
eitzer that & carr:zr with a deslination monopoly for steam coal traffic will
generally be upebiz 1o execme the described rate strategy or, on the ather
hard, :hat 2 neutral destination carrisr that 18 anadle lo execuie the
stralegy would be sigrificantly more capable of raising the through rate 1o
the level that maximizes its profiss after affi.jation with an origin carrier.

At the ex pos: siage, effective compelition requires that competine
origin linas have independent access te a power plan’, sither directly or
through nterlining. However. if the origin carriers must all interiine with
the same connecting carrier 10 reach the desiination. then indepanden:
access s lacking, even if the destinatior carrier is not affilizied with an
or:gir carrier. An origin carrier must kave access 1o the destination overa
route independent of the other origin carrier’s roule, nol merely access
by interhning with a carrier independant of the oiher origin cerrier. This
is the meaning of "independer access™ needsd for effective competi-
ion. as discussed in CSY, 363 L.C.C. at 571, 572, Independerni access is
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act the same thing as access over a single neutral destination carrier,
Conrzary to BN's asserzions, our ceonclusion in C5X that effective com-
petition raquirss independant access to 2 power plani by competirg ori-
gin carriers does not support the nsutrality theory. The neutrality theory,
rather, is at odds with the rationale of CS4.

[n CSK and in vericus cual rate cases, we have acknowledged the
power of carriers with destination monaopolies ovar coal rates. A carrier
with a destination monopely usuelly will have substantial market power
over :he rate regardless of whether it has suitabie coal on its own lines or
on the lines of an affiliate. Therefore, 1he markel power {aced by an exist-
:ng utility is not created, or increased by, consolidation of 4 monopoly
destination carrier with an origin carrier, see CSX. 363 1.C.C at 373 We
conclude that in the usual case a utilizy will not benefit from ex post ori-
gin competition if it must reiy on oniy one destination ccartier. In such
circumstanzes, the benefits of competition at the destinetion would
uEually inure to the benefit of :he destination carrier, unless the utility
served has a sufficiently sirong bargaiping position io enable it to exert
ieverage over :he destination carrier.

We dc not reject the possibiiity that the benefits of origin competition
might flow through to a utility despite a destination monopoly. We do
rot, howevel, presume that these benefits will, in fact, aiways flow
through. Rather, we requise a showing that a specific utility is able to
obtzin the benefits of origin competition even though i is served
exclusively by one carrier at the destination. In making this showing, the
most persuasive evidance is testimony on behalf ¢f the utility explaining
how it has effectively obtained, or couid obtain, the benefis of origin
competition at the plant with monopoly service.

At best, the neurrality theory shows that if n origin 2and 2 destination
carrier merge, the merged carrier might have an incentive to squeeze oult
unaffiliated origin carriers from the service route and that the merged
carzier wiil attempt 1o maximize its profits. Tae theory, hawever, dces
0ot cenvincingly dertonstrate t2at such a merged carrier wouid be abie o
exercise increased market power to tha detriment of utilities. We ate not
persnaded by BN's arguments that a neutral destination carriet generaily
will not be zble 10 execute z vertical price squeeze. Further, BN has not
showr that a destination carrier which is not able 1o execute a vertical
price squeeze without an afTiliated origin carrier wiil necessalily acquire
that ability after an afiliation.

BN argues that lack of information regarding origin cartiers’ casts
inhibits the destination carrier from being able to st the through rate at
1ne level maximizing profits for the wraffic. Even i we assurze that ca:-
riers are subs:andally ignorant of each oihers costs, we are not convinced
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This decision w:li bz published in the bound version of printed reports at a later date,
SURFACE TRANSEORTATION BOARD'
No. 21342

CENTRAL POWER & LIGHT COMFPANY
v,
SOUTHERN PACTFIC TRANSPORTATION COMPANY

No 41298

PENNSYLVAN'A POWER & LIGHT COMPANY
R
CONSOLIDATED RAIL CORPORATION

MIDAMERICAN ENERGY COMPANY
V.
UNION PACIFIC RAILROAD COMPANY
ard
CHICAGO AND NORTH WESTERN RAILWAY COMPANY

Decided:  April 28, 1597

The Board grarts, n part. a petilion for clarification of its previcus decision, and deries a pesizion
for reconsideration.

' The ICC Termination Act of 1985, Pub. L. No. 104-8%, 109 Stat. 863 (1995) ithe ICCTA),
abolished the Imersiate Commerce Cammission (1CC) and wansferred certain functions e the
Surface Transportation Board {Board), effective January 1, 1996, Section 204(b)(1} of the ICCTA
prow:des, in generai, thai proceecings pending before the ICC on the effzctive date of that legislation
shall b2 decided under the law in effect prior to Janaary 1, 1996. insofar as they involve functions
resained by the TCCTA. The caplioned proceedings were pending with the ICC prior to January :,
1596, and concern functions which are now under this Board's jurisdiciion. Accordingly, refererces
in this decision are tc the old law (West Ed. 1995 urless atherwise mdicated.



Nos. 41242 et ar

-- competit:on, the skippers” appreach would go further and artificizlly force comperition by
wapermissibly deprving the botilernsek carners of their initizl rate acd route discretion. Id. &

On Japuary 21, 1997, MidAmerican Tlec a pention for clanifcauon of our December 3 [st
decision, and Western Resources, Inc. (WRIj filed a petition for reconsideration We address these
peuticns in .

PETITION FOR CLARIFICATION

MidAmerican, supponted by the Western Coal Traffic League {WCTL), asks us to clarty
the December 315t decision by explaining more fully the availability of bottleneck-segment rate
relisf where, unlike the circumstarces in the dismissed complaints, a shipper has first secured a
separate rate for service over a non-bottieneck segmert through a shipper-camer rail transportation
contract. Bottfeneck at }3-14. The Association of American Railroads {AAR) opposes this request,
arguing tha: such a determination sheuid be made in actual cases. ol :hrough the hypothetical
exampies presented in MidAmerican's petition. AAR also argues that the clanfications scught by
the unlity, if gracied, would effectively ané improperly compe! what we found that railroads were
not required to provide -- segment rates for through service.

We share AAR’s coneem that, hecause anv partieuiar botileneck rate case is likely 1o be
distinct, the Board should not prejudge a ratlroad's rate and routing obligations or predetermine
remedies in every conceivable set of circumsiances, and we wili not do s hers.® AAR Oppositior. at
6, 8. Hewever, recogrizing the impact our decizion would lixeiy heve on future bottleneck-rate
complaints, we have sought public comment 2nd zonducted cral argument to air thoroughiy the
common legal and pelicy issues invoivad in these matters so that we could set jorh, 2s completely as
possible. our apprezck 1o these cases. Toe that end, MidAmercan's petition raises questians that we
coriclude should not await future cases, but instead should be addressed now.

Accordingly, we grant the patition and clarify our December 33st decision fo the extent set
forth beiow. We address MidAmerican's questions :in two different setings: (1) those situations
where the bottleneck carrizr sarves both the origin and destination at issue and provides single-line

*(..continuzd}
nvalved bottieneck camer, was prepared 1o provide for that coal traffic. Bouleneck at 15, Funaer,
hecause MidAmerican's present rail transperiation contrast with Unien Pacific (SF) wall not expire
unti] December 3:, 1997, we determined that ifs complaint had to be dismissed on ripeness grouads
aswell. Id at 17, cting Burington N. R R, v, Surface Tran , 75 F.3d 485, 6§92-96 (D.C. Cir.
1996) {Board may not prematurely require 2 common carmier rate be established for post-contract
skipments).

® We do, however, draw on the spec:fic facis of the thres complaints before us o help ilustrase
and expla:n oir cecision here. 3ee notes 13 and 14, infra.
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service: and (2} those situations where the botteneck carrier d2es not serve the crigin &t issue, b
can deliver taffic to destinacion only after muzrchanging it Witk another camer,”

Alternative Service From Ogin Now Served 3y Booleneck Carrier

Ic the firs: situation. the shipper seeks o forgo the bottlenzck carriers singie-line service by
separately contracting with a second rail carrier that also serves the origin for transportaticn to &x
interchange point on the botdeneck segment. If the shipper already has a contraci with the second
camier in hand, MidAmerican asks whether the beitleneck caier waould thea be required 10
establish, upon the shippers request, a rate fram thar interchange peint io destination tha: would
cperate I combiration with the contract to compiete the transporiation. and whather we would
separately adjudicate the reasonabieress of that rale if separately chaliznged on rate reasonzbleress
grounds. CIf. Pet. at 4-6.

In this situation, cur prior decision is clear. As we stated there, where a botileneck carrier
alrsady serveg the origin, ther directly or in interline service, it need not provide, on request, an
additiona: rate for transportation over the botlensck segment of an alternative irterling reute frem
that origin. Instead, the shipper must first poceed under our competitive azcess regulations 10
Ghiain an Grder requi
that, where it is shown. pursuam 1o the rules, that a caier's refusal o establish an altemnanve
througk: route woulé foreciose more effcient sexvice, we will prescribe that route. We also
expiaired hat a cortract obtained for service over a non-bottleneck segment of the shipper's
preferred route may be useful in making a successiul access case. Id. at 9-11.

RS E . o oafihes paivra Dastlomanle nr £ 11. 40 COFD 1144 € W cratad
ig Wil GPTHITE G WAl rowiS, SOTUEREEK OV OG-0 SY Lrn canto, WV E SUHEC

We determined. however, that a shipper-carrier contract entered into under 49 .5 C. 10709
for rail service over the non-botileneci segment, though itseif nsulated from further regalatory
oversight. would not rzlieve the shipper fromm having 1o make an access case, because the contrait:

daes not overnde the routing and long-kaul protections afforded under section 10705
to the non-contracting. connecting raii carmier for service over its route scgment;
section 10706 was not intended to irpose new reguiatary abligations on non-
contracting parties.

Bottleneck 2t $-10 n.17. Thz routing protections provided to rai. carsiers by section 10705 are
lengstanding and, as we explained, confer on each railroad the initial discreticn 1o cheose the routes
it wil. use to reszond Lo requests for service. Id. ar 6. In particular, the right of a rail carrier not to
be start-hauled, 49 U.S.C. 10705(2)2}, originated in the Mann-Etkins Act of 1310, Pub. L. No.
218,36 Stat 539, 552 {i910), and protects a railroad, a: the outset, from the prec:se result pesed by
MidAmerican's hypothetica) "haviing] to carry over is lines traffic criginating on, or destined to.

* Our analysis kas equal relevance if the battieneck cxists on the origin, rather than the
destinatior, segment. Clarificat:on Petitior (CIZ. Pes) at 4 n.2.
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G. Shift Frem Contracts Back o Public Pricing, and Changes in Conmracts

In the past several vears, a final significant change has taken place - the shift from
contract back to public pricing. This development has been widely reported in the press, and the
League is well aware of this change. League members report that the pace of this change seems
1o be gaining a considerable amount of momentum among the railroads. The change permils
railroads to increase prices on little notice, but leaves shippers with little certainty in their
transportation arrangements; few remedies for poor service; and subject to extremely restrictive

{and perhaps unlawful) rules on loss and damage.

Contracts have been affected as well, While it is impossible 10 make certain judgments
given the confidential nature of contracting, general information from shippers suggests that
contracts have become of much shorter duration; contain few if any service guarantees; are
subject to a variety of accessorials and surcharges; and often are little more than a promise by the
shipper to ship a certain amount or percentage of goods and a price for transporting the goods.

In short, it appears that the reilroads are implementing a strategy of having few private contracis

with shippers :hat have any real teeth or meaning to them.

{1I. MAaNY OF THE KEY CHANGES IN THE RAILROAD INDUSTRY SINCE THE STAGGERS ACT
HAVE RESULTED IN AN [INCREASE IN RATLROAD MARKET POWER AND HAVE DECREASED
CoMPETITIVE QPTIONS FOR SHIPPERS

-It is very clear that a number of the changes that have taken place in the transporation
industry since the passage of the Staggers Act have resulted in an increase in railroad market

power znd decreased options {or shippers.

Ratiroad mergers have reduced the number of railroad competitors to just two in the East

and two in the West. These mergers have reduced the number of competitive routing options as
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merged carriers have closed formerly competitive gateways. Combined with the agency's ruling

in its 199_ "bottleneck" decision, which elimirated the right of shippers to choose a compeitive
joint-Jine route when one raifroad coulé provide single-line service, mergers have extended
railroad borttlenecks and have tumed potentially coripetitive routings over at least part of a
movement into single-line captive moveraents. Rail mergers have also decreased even the
‘nd:rect leverage represented by product and geographic competition, as widely-separated plants
zre today much mare likely o be served by the same railroad. The extremne concentration o the
industry, coupled with the increased use of public pricing — itself a practice whose growth has
been facilitated by the small number ofrail competitors in the industry -- has made the
possibility of price leadership and conscious parallelism much more likely. With the growth in
public prices, it becomes much easier for the two remaining corrpetitors in the East and West to
monitor each other's prices, and by their reactions to each other more easily manage their destred

level of prices.

Bevend the compstition-dampening effects of rail mergers since the Staggers Act, there
have been otner developments that have tended o increase ratl market power. Increasing shipper

investmenrt in insirumentalities of transportation that used to be supplied by rail carriers

themselves, such as cars and rapid loading facilities, have tied rail-dependent shippers evenr more
tightly to the use of rail. A shift to truck competition becomes gven more difficult :f a company
has to “wr:te off" millions of dollars in rail-related investments, even as the price o rail

transportation increases and the consistency of rail service declires.

As neoied above, changes to the trucking industry have also increased the ability of rat.
carriers 1o exercise market power, as changes in fuel prices, driver shortages, increases in

insurance and other costs, and other factors have caused trucks to be less and less competitive to
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raii carriers over a larger segment of the railroads’ trafiic base. The Valentine Railroad Report
noted that non-fuel truckload trucking costs increased twelve percent in the two-year period from
2003 through 2004. They are expected to jump another seven percent this year, for a total non-
fiel cost increase of nearly twenty percent in just three years. Valentine Railroad Report, p. 9.
When these non-fuel cost increases are combined with the large fuel cost increases recently
experienced, this places motor carriers at an even greater competitive disadvantage. As notsd
above, the Valentine Freight Puise 9 Report concluded that "approximately 80% of the industry’s
revenue is generated by customers where modal shift to truck is not a very realistic option . . .."
Valentine Freight Pulse 9 Report, p. 7. Even the transportation of motor vehicles, usually
considered to be trick-competitive, was rated by the Morgan Stanley team as having only

“moderate” truck competition. /d.

The move away from contracts and toward public pricing gives rail carriers much more
opportunity to change prices quickly, and much less responsibility for the quality of service.
Conversely, shippers have less and less certainty over their transportation costs, and at present,

few remedies for poor service.

Overarching all of these trends is the growing realization that the rail industry is
experiencing serious capacity constraints. As the Valentine Railroad Report notes, “after 50
years, the railroacs have run out of excess capacity.” Valentine Railroad Repert, p. 8. It
concludes: “[this lack of excess capacity has shifted the railroad's marketing philosophy from
one of incremental pricing to one of full cost recovery pricing, including their cost of capital, a
philosophy not used for such a broad range of railroad commodities in at least 50 years.” Id
[emphasis in original]. The Board is we!l aware that shippers have been experiencing railroad

“de-marketing" of less desirable movements through price hikes, and very substantial rate
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Justice launches raitroad investigation

Tha Do ver Busnass Isurrsi - Febrraty 25 2065 oy Catiy Procior Denver Business Journzl

The Department of Justice wants to kuow if the two largest railroads in the West are colluding
on the price to transport coal from Wyoming's Powder River Basin -- the largest coal-producing
area in the United States.

The coa! feeds power plants throughout the nation and is prized for its low-sulfur properties.
Wvyoming. the top coal-producing state in the nation, produces about 400 million tons of coal a
year,

But over the last several months the two railroads that carryv the coal from the region, Union
Pacific Corp. and Burlington Northern Santa Fe Corp,, have been under fire from power
plaat operatcrs complaining that transportation prices are soaring.

Traditionally, contracts to move coal from mines to power plants have been long-term agreements,
ranging from a minimum of tive vears to 10~ and 20-vear t2rms.

But last vear, the railroads limited new contract offers to about three years, the price of those
cortracts has gane up -- Zoubling in some cases -- and the railroads are issuing "take it or leave it”
uimathums.,

The justice department has requested information from both railroads about the new contracts.

"The antitrus: division is looking into the possibility of anti-competitive practices involving the
transport of coal,” said Gina Talamona, a spokeswoman for the justice department.

Jurlingzon Northern (NYSE: BNI) said in a recent filling with the Securities and Exchange
Commission that it "has received a civi. investigative demand from the Antitrust Division of the
Department of Justice : eque:t ‘ng ‘nformation concerning the compam s pricing activities relating
to the shipment of coal {from the southern Powder River Basin."

"We're respending to the request,” sald Patrick Hiatte, spokesman for Burlington Northern
(BNST).

BNSF, based iz Fort Worth, Texas, is one of the largest transporters of low-sulfur coal in the
United States. About 9o percent of its coal shipments come from the Powder River Basin, which
sprawls across northeastern Wyoming and into Montana.

The raiiroad reported revenues of nearly 52.3 billion from shipping coal in 2004, a 12 percer:
increase aver the previous year.

The justice departmesnt formally contacted Union Pacific (NYSE: UNP) of Omabha, Neb._, on Feb.,
14, but the railread started sharing information about its new transportation contracts in
December, Union Pacific officials said.

"We conzacted the DOJ in early December to explain our process and how we distribute the pricing
information,” spokesman John Bromley said. “Their subsequent action is their way of obtairing
more information and we wili he cooperating fully."

Ali contenis of this site © American City Business Journals inc. All rights reserved.
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Justice taunches railroad investigation - The Denver Business Journal:

Last vear, Union Pacific created a tariff list for power plant customers, telling each customer what
the new transportation charges would be for contracts expiring in 2005 and beyond.

The utility industry worries the list may have fzllen into the hands of Union Pacific’s only
competitor in the West, BNSF.

"If you get a bid {rom one railvoad that's X and the other is X pius $5 a ton, vou don't have
competition. If they're using that know'edge to set rates, that seems to be anti-competitive,” said
Duare Richards, CEO of the Western Fuels Association Ine., based in Westminster.

The association buys 20 million ons of coal a vear for power plants owned by municipalities and
cooperatives that are members of the association.

Xeel Energy Ine.; based in Minneapolis and serving 1.2 million customers in Cotorado, ships 32
million tons of coal a vear to its power plants -- nearly 70 percent of it from the coal beds of the
Powder River Basin.

"We cerlainly are aware of [the DOJ's investigation] and have interest in it because we work with
both railroads, and we'il cooperate if we're contacted,” said Xcel spokesman Mark Stutz.

Last year, Ncel's power plants in Colorado received 5.4 million tons of coal via BNSF and 3.1

million tens via Union Pacific. Overall, Xcel shippec 26 million tons of coal via BNSF and 5 million
tons via Union Pacific in 2004, Stutz said.

Conact fhe Ecifor Need Assisiarce? 1 More Latest News +

Subscribe or renew onfine
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Such a swiich away from privateny
negoiited coal contracts and towarnds
public tariffs has been along tine coming,
acvordhng te same,

“he raileeds figure that they v gatten
burned, oapecially on ingreased fuel csis,
when they're locked-in to contiacss lor
lerg periods with escalator clases tha
didlin't accaunt Tally tor
vhe vost increases.” <aid
Washingion, D, rail
altorney Frity Kahn "UP
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res in order o pick up
additional tonnage over
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Tl is, with rates now

-Average Rate PorTn for Contract Coal Shlpments

by Rail, by Sulfur Category, 1988-1997
{1896 dollars per short ton)

Year Afl coal Low suffur
1988 14.56 18.82
1989 13.95% 17.97
1990 13.74 17.51
1991 12.26 12.53
1892 11.88 15.49
1983 11.92 14.36
1994 10.97 13.40
1995 11.13 12.92
19886 10.96 12.32
1997 10.81 12.0%

Meadium Medium High
sulfur A sutfer B ulfur
13.77 10.64 857
13.94 8.03 €.13
13.89 9.38 §.14

11.88 8.99 577

10.75 7.9 5.36
10.67 7.87 E18
9.49 6.15 552
9.74 5.27 6.31
9.76 7.50 6.47
o.41 8.43 5.83

Motes: Low sutfur = less than or equal ta 0.6 pounds of sulfur pe: mition Bi; édium
sutfur A = .61 1o 1.25 pounds per million Bi; Medium-suffur B = 126 10 IS?pOLr‘dspe'
miticn Blu; High Sutur = greater than 1.67 pounds der milion Siu.

Source: Dapartment of Enargy

Afeerclt 29, 20000 uedicll
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mady publiz, UP rival Burdington Nomh-
ern Santa ¥z Railway wili know what rate

it needs Lo match or just undercut U2
thereby atiowing Both railroads 10 raise
the floor on transpurtation rates,
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givers the shim marging i internos
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Althougn Us.
hovergd s
V996, low
Wesy — p;trtiéularl}- Wyaming — has
mnergased steadily. I 2062, Wyoming con-
tnued w ke the biggest coal-praduocing
state i the courtry, @ pasiton it has held
fer 15 years, according te the Energy [nfor-
namtion Association.

voa! prodiction has

st over & billion short

ons singe -suJiur coad from the

that in 2002
Wyaming produced o record 373 million
shurt tons of coal, an increase of 1.2 per-
veitl frone 200
thany the

EIA statistics show

and 31 miflion wons mare

combioed il of the next three
Targest coal produecing siates of West Vire
giria, Kentteky, and Pennsyleania.
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represenls a majet vpvmrluuiw for both
carriers. “we view (UP's) new coal pricing
initiative as a bald step because itisa sharp
meve from the histarical fong-term con-
tract methad and because VP appears to
e Aully moving vver to this srizing model

for its PRE coul.” said Bear Stearns anatyst
Edwarg M. wolle Woile said the potential
foe botn railreasds i “very significant™ yiv-
it thil coal represents voughly 21-22 per-
cont of revenoe for both and becanse there
kas been downward pressure en coal
transpost cales for many vears.

He said that so far in 2034, ronghly
8225 milltan m coal business has moved
between UP and BNSE at lower rates.

But coal shippers were unhappy with
the progpecs of a reversal in the downward
trend in coal transportation rates since the
ruil industry was deregulated in 1980.
aany in the indusiry view UP's new policy
as a continuation of the railroad’s ability
HICICdse ils market power,

Three voal rawe case decisions by the
Surface Trunsporiation Board over the last
five manths, while not all in favor of the
railroads, ¢ffectively raised the bar on coal

transportation. raiss in ihe Eas

States so that Nopfodk Southera and (8%
feel they can charye their cusiomers with-
wat fear of those rates being sigvificastly
turned back by the STB.

Several fuel purchasing maagers con-
tacted at LP- and BNS
plants did not wans 1o be

rved puwer

citified b all

were concerned abour the effect of Gie new
Whe sive ab those (Fastern -
rate dncreases has emibweldencd t
to be indiffercan 1o the possbilite of being
sued,” said onwe fuel buver. He s the new
rates published for coal maving to his wili-
tv already are up o three fimes higher tran
the contract rates in piace. Mz fears that
once his contract s up tor repegobiai:on,
the new, higher rates are going b stick.

pelicy an rales.

s ratbroads

The UP’s now pr cing trend alse could
take away shippers” incentives to imvest in
access to other conpeting railroads.

“H's Leen undersiood that the wayv 10
create competiticn af a plant ix o can-
struct a rail buildou: ané the $TB has
encouraged this,” said Tom wWilcoa, an
attorney with Thompson Hine in Wash-
tngion, .G "Se tere’s concern whal this
will mean, as to whether there il be ben-

<fits to doing

Bombardier Cuts Rail Workforce

Massive layoffs aren’t seen as issue in North
American rail freight market; impact greater in Eurcpe

antrzal-pascd Bombardier. 1the

world’s largest manufaciurer of

lovemiotives and railcars, is finaliv
catching up with its southi-of-the-border
rail equipment -“ﬂml‘:z“[“r&r neighbors
— n dow industry went
throegh that phase over ten years ago.

The 320 billion Bombardier recently
announced plans to cut its rall operations
warkfurce by 5,680 positions, or 18.5 pcr—
= potal workforce, and will close

sing, The L2

cent of -
seven marafacuring plants in five Euro-
pras coumirics over the next Lwe JRSIH

The restrecturing will redtuce the il divi-
5600 milien annually, the

ST E sy ov

corpary said.

Fionever, Bumbardier's massive down-
Sizing s ot expected to lave any effect on
wdustry,
apacity i the Buropzan pas-

the North American freight rail

'1.:'19 Haxk ey
serger “ail equipment market that bed to
Bugsardier's decision doesa’t impact GE

Trunsportation Svstems and Genreral

28 bt s Mgl 29 2003

Motors Electro-Motive division — the
plavers that have a fock on the North
American locontative market.

“We rationalized our manufactuering
facilities vver 10 years ago, sa we've been
through that phase” said Curt Swenson,
spokesman for GM's Motive Power divi-
sion, "Locomotive demand was higher
especiafy before devegulation 20 years ago,
and it ook the indusiry awhile to adjust, As

the situanius chanped where we weve able to
=t our own prices end better comipere, and
the mare eff:cient railroads become, the
nunher of lcomaenves needed decreased.”
But those conditions, Swenson said,
have changed. “Is there overcapaciry
worldwide {or rail equipment? Yes, and
thar's what we see Bombardicr irying to
address. Do we have overcapacity m the
Norty American freight market? No —
we'ze building as many as we can”
"Fhe muarkees ace compietely differ-
ent.” said facques Kavafian, ananalyst with

Qetagon Capital, "Bombardier can't make
freight cars in the LS. and CA! and G
arery’t set u 10 manufacturer passenger
cars” in Europe, he said. o addition. cer-
tain management decisions that ked to
Bombardier's changes “are urique to that
company,” Kavafian said.

GE and GM do compete indirealy with
Bombardier — along with Bombardier’s
major competitors Sivmens and Abtom —
in some worid markets, according to GML
“But GM, for ome, doesn't have the expro-
sure 1 the avercap
cither build complete locorwiives in North

city issues beciuse we

America and ship oveneas complele, or

ship components, such as dieser engines.

for arer assembiv” said GMs Swenson,

(Ws Brectro-norive Divisic n manutuc-
tures diescl-zlectric engines at its headguar-
ters in LaGrange, ML, and assembled mio
ocomotives i3 London, Onlarie J1current-
v has 38,000 locormwtives operating areund
the workd, GE Transportation. headquar-
Ba., hos 10,000 diesel-dlearic
focomatives in service.

— by Johunt Gallagher

tered 1 Ene




industryoutlook

Justice Department probes rail coal rates

The U.S. Justice Department is investigating “the possibility of anticompetitive
practices involving the transport of coal.” What's at issue is the growing prac-
tice of publicly publishing rates for the movement of Powder River Basin coa!vs.
nagotiating confidential, lcng-ierm rates. BNSF Railway and Union Pacifiz said
independentiy that they are cooperating with the investigation. BNSF Chair-
rran and CZ0 Matt Rose commented, “Ii's a question of whether or rot we have
the right to display these prices or to change out a long-term contract. We have
not been instructed to do anytning differently. We don't believe that we will.”

Lott appointed subcommittee chair

Sen. Trent Lott (R-Miss.) is the new chairman of the Senate Committee on
Commerce, Science and Transportation-Surface Transportation and Merchant
Marine Subcommittee. The subcommittee has responsibility for automohiles,
trucks, rairoads, Amtrak, maritime and ports, driver safety, transportation of
hazardous materials, pipelines, and rransportation research. Lott said that one
o! his first priorities will be reauthorization of the trucking and automohile

safety titles in the overdue highway bill. He added that the subcommittee will

bhe looking at freight rail and raiiroad safety issues "early in this Congress.

Raiiroad accident rates decline

In every safety catepory but or.e—switching yards—the railroad accident rate
in 2004°s first 11 months was lowar than in the same 2002 period. The yard
accident rate increased 2.58% to 20.4. Birt the Federai Railroad Administration
reported declines in its seven other broad categories: tota! accidertsjinci-
dents, 7.47%; train accicants, 0.95%; other [than yard] track, 2.49%; highway-
rail incidents. 1.88%; empiovee on duty, 0.15%: trespassers
or train. 26.1%. Acr"uaer‘t rates take intc consideration total train-miies and
hours worked plus the actual accident numbers to refiect risk exposure. The
twa main causes of rai fatalities continue to be grade crossing and trespass-
er deaths. There were 339 crossing fatalities in 2004's January-November peri-
oC. a 12.5% increase aver the 307 fatalities reported in the prior-year period.
There were 444 trespasser fatalities, down 5.5% from the pravious vear. (FRA
does rct oreak out “rates” of these fatalities.)

New railcars for CTA

The Chicage Transit Authority plans to acquire more than 700 new rapid tran-
sit cars over the next few years, and has issued an RFP speciying such new-

Railwaydge

| Roy H. Bianchars, Greg Gnrmitk,

-EXECUTTVE OFFICES

| Customner Service: BOD/BS5-4389

! ali2l a1 Wit B

to-CTA features as a.c. propuision with regenerative braking, securiiy cam- .

eras, end aisle-facing seating. The RFP calls for a base order of 206 cars with
obtions that could bring the total purchase to 706. The bids generated are
expected tc be opened in mid-2005, with deliveries commencing in 2008, The
cars, which will replace 30- to 35-year-oid rolting stock, witl be acquired using
capital funding from the Federa; Transit Administration Formula Funds-5309
and lilinois DOT. Saic CTA President Frank Kruesi: “With the loss of lllinois
FIRST. the state's capital funding program, CTA’s funding is shrinking both
or: the capiiai side as we!l as the operational side and we muss carefully evalu-
ate how tc apnly the limited funds that rema’n. Though planning a new raiicar
purchase may at first appear contradictory as we are faced with possible ser-
vice cuts and layoffs, we cannot be short-sighted. . .. improving our infrastruc-
ture is not a process to which we can commit and then abandon.”
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Coal rates challenged on antitrust basis

Deciaring that new coa! rates published by Urion Pacific and BNSF constitute unfair market practices, more than a scare o coal
_shippers asked a U1, 8. District Court in Dallas, Tex., last month te find the rates to be subject to antitrust laws. The Westarn CoalTraffic

League (WCTTL) Sled the complzint on behalf of its 21 mew:bers, who are paying the railroads around S1.5 billion a vear for moving coa:

out ¢f the Puwder River Besin in Wyeming and Mantzna. The action responds to inereased rates arising from 4 railroad oricing stracegy

that seeks 10 replace confidential, long—erm negetiated centracts with shorter-term coniracts based on pubiished tariffs.

A Washington-based specialist in regulatory law, the firm of Kelier & Hecxinan LLP, said the complaint "is evidence of the growing
frustration of the shipper community with the raw exercise of market power by the railroads and the lack of & viable consumer

proteciion progrant at the 813" Another Washington law firm, Slover & Loftus, is representing the coal shippers.

"Wilh the §TB making rute case litigation Jess rewarding over the last several years," Kellerman & Heckman said in a prepared
commentary. "antitrust apens a new froni, provided that the 'Keogh Doctrine.' which immunizes carrier conduct subfect to regulatory
agencies' remiedial procedures from ansitrust scrutiny, can be overcome. If WCTL is successful, however, any ruling wouid be limited to
the form of tariff used for PR3 coal pricing. This could drive BNSF and UP o completely open tariffs, frustraiing their intent to avoid
price signaling, and to shorter-term rate commitments. Ironically, WCTL could find itself back at the STB if the court were to refer to
the board for its view of the core issue of whether a tariff with a multi-year commitment. minimum volume commitments, and fixed rate

is urnlawful under the ICC Termination Act.”

Eariier this vear, the U.S. Department of Justice confirimed that it was investigating the possibility of anticonipetitive pre.ctices involving

the mosement of Powder River Basin coal {RA, March, p. 6).

COPYRIGHT 2003 Simmons-Beardman Publishing Corporation
COPYRIGHT 20035 Gale Group
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termodal units, boom tme for equipment makers

O

apat
S

Cars, in

urging overall desvand is tugling »
business Toom for ral cqupmeat
mancacturers.

333 kil

Lon subsidiary of GEL s sold vt for 2003,

CL Iransportation, the

Havieg Lallisd arders for 830 locomotive
deliverios, it was the sampany's secand
bigteat vear, campared o the 900 luco-
motives deliveved in 199,

TUapaciiy s ot ol the ggest cha
lenges that the raflroads Fece righn now)

said G F

mrsperiation President and
CFO Chasiene Segley. "Vhe raitroads hove
e pian carebaly el nevds, anal shere are
fimes wihen they have t plav catzh-op”
Such wis the case last vear, when the
Unden fackiics the country’s largest rail-
crew amd power

road, anderestimated

requireimer s necded 1o meel an wmex-
pected Cannemic surss.

For cauipmens manufacturers, "its a

goud pioblen o lave” Beglew aaid,

Heavy orders for vosl cars and inger-
rrokial equipnient drove Rrat guacter sales
R HH O IS

Faregasis, o

e muore than 17 ars, mecarding o

Lal Theors arket '.ln;1|)‘s£s

and raliesd indestre forecasting compa-

e L rrensdts at lesat G000 aew railcars
2005, ap ingredse of

“—:'I |‘. -L"i'ill.'rLll :”

PN pervent ever s Uober 200 faregest

of 3 M Car.

ket moving record volumes, - :
The blg jurap in short llne uaffc

Shurt Lme anume Increases
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Class Is can parlay pricing policies, trucking cos: hikes into higher rates

By: Scott Flower

BNSF Railway Co.’s and Canadian National Railway Co.’s pricing policies kelp their stocks
remain attractive to investors. Rate increases wiil provide the two roads incremental earnir.gs
leverage heading inio 2006. Each incrementa] pricing point for BNSF and CN drives up arnual
earnings by $0.20 and $0.13, respectively, according to our estjmates.

We're impressed with BNSF's and CN's service execution, which helps the railroads sustain and
increase prices, and boost shareholder value. Service consistency also reduces costs and provides
a sol.d productivity base to support incremenzal rate increases.

[ all raiiroads can sustain base prices, their earnings expectations might rise and investors’
confidence might go up. Sustained baseline pricing will help roads drive top-line growth, raise
remuns on invested capital and generate free cash flow.

Following are kev factors that will enable the Class Is to raise rates beyond cyclicai adjustmenis.

Showing their smarts, Since the consolidation period in the tud- to late-1590s ied io ught
duopolies, Class Is have improved their use of network capacity and become more disciplined
with increasing returns on invested capital.

Large roads are avoiding rogue pricing policies and undiscipiined efforts to gain marketshare at
the expense of increasing returns. The change in pricing behavior is most apparent in
less-competitive traffic — such as coal and chemicals — but visible in all commodities.

The cost of doing business. Meanwhile, truckload (TL) carriers’ costs are rising for various
reasons. Truckers are dealing with a driver shortage, higher wages to retain and recruit drivers,
new U.S. Environmental Protection Agency-mandated engine emission regulations, increased
insurance costs and deductibles, and more restrictive hours-of-service rules, In addition, a federal
requirement that the trucking industry use ultra-low sulfur fuel by mid-2006 will increase
operating costs and pressure TL carriers to increase rates.

Excluding fuel costs, truckers’ expenses have risen between 6 percent and 7.5 percent dwing the
past | 8 mouths. Meanwhile, railroad’s expenses have increased between 1 percent and 3 sercent
during that time peried. So, roads can increase rates under the TL pricing umbrella knowing their
annual costs are going up about 30 percent as quickly as truckers’ expenses. The differential will
enable railroads in gensral — and BNSF and CN in particular — to raise margins.

In the past, the fragmented nature of the TL sector, and its historically Iess-disciplined pricing
policy, made it difficult for railroads to raise prices on certain traffic, especially intermodal. Now,
the TL sector is under pressure to raise yields or allow margins vs. rail to compress.



Diesel less of a downer. Finally, oil prices have doubled during the past two vears. Railroads are
only 22 percen: as fue! intensive as T1 carriers, so a sharp rise in diesel prices has a greater
impact on truckers. Fuel prices have increased TL carriers’ ard railroads’ annual costs about 4.5
rercect and 2.2 percent, respectively.

As fuel continues 0 impact expenses, railroads will see an increasing spread in their cost
suucture vs. TL carriers. The cost differential is accentuated in BNSF’s and CIN"< lang-haul,
truck-competitive lanes.

Scott Flower 1s managing director at Smith Barney/Citigroup, U.S. Equity Research, 388
Greenwich Street, 28th Floor, New York, N.Y. 10013, He can be reached via phone
(212-815-5667), fax (212-816-2405) or email (scott.flower@citigroup.com).
PregressiveRailroadimg.com does not endorse any company’s stock.
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Coal price volatility 1s here to stay
By Jerry M. Evster and Trygve Gaalaas
Coal Age. May 2004

Spot coal prices in the East are at record levels for the second time in four vears. The high spot
prices of 2000:2001 did not translate into signiticantiy higher delivered coal prices becauss: the
volumes being traded were small. Delivered coal prices of Central Appalachian coal did not
ncrease significantly as a result of the rise in spot prices for Central Appalachian coal. Asa
result. most coal companies did not see their revenues or profits increase. This led to mine
closures o bring production ir: ne with demand. Those closures have 1n turn created a supply
shortage and spiking spot prices. What change in marketplace fundamentals led 10 such increased
volatility in spot coal prices?

Prior to the mid 1990s, the U.S. coal industry was a classic example of a fragmented industry. It

was in chronic over capacity with many producers. There were few barriers to entry and

significant barriers to exit. [t lacked economies of scale and there was little advantage to size in

dealing with buyers and/or suppliers. Coal served regional markets with steam coal contracts

cfien written for supply from a specific mine. As a result, pricing was highly competitive after
Lo - J

the surge that followed the Encrgy Crisis of the 1970s, Flat wa slightly declining spot coal prices
led one trader to deseribe coal as “interesting as dirt.”

Over the last decade the coal industry has changed, and it is no longer fragmented. The coal
industry is much more concentrated today than it was during the 1980s and early 1990s. The 10
largest producers accounted for about 64% of production in 2003 compared with 60% in 1999,
1% in 1994, and only 33% in 1989, During the 1970s, oil producers invested heavily in the coal
industry, leading 1o a dilution of physical coal supply as new mines were developed in the:
Powder River Basin (PRB). As the o1l giants sold their operations during the latz 1980s and
1990s, the coal industry became increasingly concentrated. The recent challenge of the Arch Coai
acauisition of Triton Coal by the Federal Trade Commission (FTC) on anti-trust grounds is a
iestament 1o how some industry observers view the current level of concentration in some
markets.

Government mine reclamation regulations, including the requirement of extensive mine planning
and the posting of reclamation bonds, limit how quickly mines can be permitted and opened and
who is able ‘o develop new miring operations. Other factors such as government restrictions on
developing some coal reserves {e.g., the Kaipaworwitz reserves in Utah), the mining methods
used {2.g., mountairtop removal), and the high bonus bids now being paid for Federal reserves in
the PRB furiher limit entry into the coal business.

Through technology and consolidation, the coal industry has created significant economies of
scale. The large mining companies, particularly in Northern Appalachia and the PRB, hod the
best reserves. There are fewer, highly productive mines that are heavily capitalized relative to
what was required only 10 to 20 years ago. Mines using longwalls, super sections, and la-ge



shavels, trucks, and draglines dominate production and require significant capita! expenditures to
develop. As more production is tied to larger, more highly capitalized operatiors, it becomes
mcreasingly important to operate facilities around the clock. This is particulariy true of madem
coal preparation plants and loadouts that have become coal factonies with tight quality contro!
and continuous scheduling.

Large coal companies are better positioned 1o manage the risks invelved in developing new
mines. Coal supply contracts are generally for less than 10 years and usually have price
re-openers that keep contract prices close to current market levels. Therefore, coal companies
miust put their own capital at risk in developing new operations. Large coal companies have a
greater ability to diversify their operating and market risks across a portfolio of mines, regions,
and contract terms. They can also offer buyers coal sourcing flexibility and a full range of risk
management instruments (including contracts with put and cail provisions}. The large coal
producers are better positioned 1o arrange additional services such as coal transportation énd ash
disposal.

The downside of such large, high productivity operations 1s that when something goes wrong,
significant tonnage can disappear from the supply chain. When continuous mining sections run
into problems, the eguipment can be redirected within a mine or, even if managzment decides to
ming through a problem, only a portion of a complex’s production is affected. When a longwall
runs :nto a problem, it generaily must mine through it and total mjne production can take a
significant hit as a result, Similarly, longwall operations can be down for weeks during panel
moves, resulting in minimal production. Comntinuous mining operations can move mining.
equipment from one part of a mine to another with little impact on mine production.

Taday, six of the largest 10 U.S, coal producers are publicly traded. The CEOs of these
companies generally have backgrounds in business rather than mining engineering. Thess
executives of companies that have become publicly traded in just the last four years must now
pay attention to their stock price performance from quarter to quarter. Since costs for labor,
supplies, and regulatory filings have been increasing faster than average revenue, coal companies
have not seen their profits increase with higher spot prices. However, Wall Street stock analysts
have been kind to companies that failed to meet financial targets but reined in production through
clesed or mothballed operations. Therefore, coal company executives are holding out for higher
prices rather than add capacity to relieve short-term imbalances.

Cecal suppliers and users also have eliminated most, if not all, of the physical shock absorbers
that kept coal supply plentiful and prices flat. Coal suppiiers spent the 1980s and 1990s
squeezing costs out of their operations. In some cases, wage and benefit packages were cut in
order to compete with lower cost operations. In the past small mines provided surge capacity
when markets became tight and spot prices climbed. Small operations generaliy do not have the
economies of scale that allow them to compeie in today™ s marketplace. Many mining operations
used to operate only one or two shifts a day over a five-day week. Production at these operations
couid be increased by adding another production shift or by working Saturdays. However, as
small mines have closed and operating mines worked more shifts, the ability of the coa. industry
to adjust supply to changes in demand has become increasingly limited. Long2r permitting lead



times (particulariy in Central Appalachia) have further limited the coal industry’s ability to adg
capacity quicxly.

Electric power generators are the primary users of coal. They also have wrung costs out of their
coal supply chains. One major trend has been the reduction of coal stockpiles held at generating
plants. Figure 2 shows both the level of coal stockpiles at the end of each vear and the days
supply based upon the average consumpzion for the coming vear. Large stockpiles were usualiy
built up prior to nationwide United Mine Worker (UMW) sirikes. However, such strikes have
become a thing of the past. Today, plant managers are attempting to reduce warking capital by
drawing down their fuel stockpiles.

Nationally, the power sector ended 2003 with 122 million tons stockpiled for a 43-day supply.
Natiorally, coal stockpiies reached this level or less two previous times. There was no spike in
prices when stockpiles reached 38-day supply at the end of 1997 because supply 'was in line with
use. Prices did spike when stockpiles fell to a 39-day supply at the end of 2000

because use appeared to be growing faster than supply. The power sector pulled down stockpiles
by 39 million tons in 2000 before supply responded. Unfortunatety, demand growth evaporated
in 2001 and the power sector rebuiit stockpiles by 36 millior. tons during the vear. The straiegy of
minimizing stockpiles is correct because even if low stockpiles force coal plants to purchase ina
hign priced market, it is generally more cost effeciive for theni to pay the higher prices for a short
period than to maintain a large inventory indefinitely. The volume of coal traded at the highest

— e |8 3 . ;
prices has been small relative to the amount of coal locked into lower contract prices.

Today. the coal use in the power sector is expected to continue growing slowly, but coal
production in the East has not increased in response to higher prices, according to estimates made
by the Energy Information Administration (EIA). Steam coal also is being diverted to
metallurgical markets. However, during the price spike of 2000/2001, it tock Central
Appalachian production nearly five months to increase production after spot prices started o0
increase in August of 2000. Figure 3 shows how production increased during 2001. This delaved
response to a spot price increase is simply another of the structural constraints leading to price
volaulity.

Price is the one factor that remains to bring use in line with supply. As a result, the coal industry
has witnessed two significant spot price shocks during the last four years. These shocks are not
so much a result of unique confluence of events as they are of a basic change in industry
structure. Coal producers and buyers are like commuters on the highway cruising along at 70
mph with only a couple of car lengths between them. Every lane is full and as long as everything
goes smoothly, drivers and passengers arrive home on time for dinner. However, if there 1s a
small accident, traffic can back up for miles and it can 1ake considerable time to rz-establisi
traffic flow. While it takes time to remove the highway congestion, markes relieve congesiion
with pricing. High prices determine who really needs (and is willing and able to pay for) coal
row, Recent changes in coal industry structure almost guarantee periodic price spikes since the
physical shock absorbers are gone. Coal price volatility is here to stay.



Terrv M. Evster and Tryvgve (Gaalaas are with PA Consulting's Global Energy Practice in
Washingron. D.C. They specialize in market and strategic analvses of coal, coal transportaiicn,
and environmental regulations.
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Flgure 11: Comparlson of Rate Changes from Champaign, lllinais, Economic Area
to New Orleans, Loulslana, Economic Area and Champaigr, llinofs, Economic Area
o Atlanta, Georgia, Economic Area, 1980-2004
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Besides the number of rail carriers serving a location, the use of contracts
for rail service can affect the competitive landscape. The Staggers Rail Act
allowed railroad and shipping companies to enter into confidensial
contracts for rail service and also placed all traffic running under contract
outside the remaining rate regulations. According to ralroad and shipper
groups, the duration of contracts has declined, in part because of the
railroads’ desire to quickly react to shifting market demand, which can
resuit in charging higher rates. Other shippers were concerned that
moving away from confidential contracts 1o public pricing counld represent
price signaling and further reduce competition between railroads. In 2084,
70 percent of tonnage and 71 percent of industry revenue moved under
LOniract.
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Perhaps at no ume in their long history have the
railroads been in such a good—and at the same
time, difficult—position. Can they handle it?

By William C. Vantueono, Editor

wentv-five years atter it was passed by @ U.S. Congress

thet recognized the ugency of icrcgmating an indus-

uv ticmg 3 cmsis M:l potendal “grave counsequences

for cur eonomy,” in the words of President Jimmy

Carter, the Staggers Rail Act of 1980 “has proven ro be the bese

Famework for J'”]a.]\.'JE.' rail trensporratior: 2 viable and healthy
IrANSpOraton upu(n for shippers.”

That 25¢h anniversary analysis of Staggers, by Kansas City Seuth-

em President and CEO-US. Op“rwons:\rt Shoerer it coauments

10 Rasway Age, pretey much reflect the state of the induszry as
2005 draws 1o a dose. Like fast year ar s me, the raiiroads are
sill' dealing with the challenges of thuidity, velocity, capadiy, and
consistency { RA, December 2004, p. 15). The good news is that, in
the words of Norfolk Southern’s newly installed Presider.t and CEOQ
Wick Moorman, “Norh American railrosds are in the fortunaze
pasition of facing, the chalfenges of 2 growth indesty.”

However, murning a well-knows former Union Pacific mar-
kering siogan into 2 guestion, can we handle w7
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2006 will-be semewhat higher than i 2005. Our market-based

fuel surcharge program sheuld enable us to mitigate higher fuel
expenses as our fuel hedges wind dowz during 2006.

Key econormic proiscdons for 2006 include swong usliy
demand duc 1 10 increased ciecmicity
industrial producting as the Guif area rebuilds, ard a steady
increase in Chinese imports to the U.S. These factors zll con-
‘uibutz to a positvz volume outdeok for N5 1 2006.

BNSF Railway Chairman,
President, and CEO Matt Rose

" The two issues that wil be most important to BNSF and the
railroad industry in 2006 and beyord are service and capacity,

and the twe are cosely inked. Demand for rai. capadity is grow-
ing faster thar the Gross Domestic Product. At BNSF, for

example, our veiume has grown ucaﬂ} 17%-in the past two‘

years. Improving service through etter equipment velociy is
one ker to our ability to continue to- Fanéie volume growsh. |
Thc other kev s, of course; physical capacity, North Ameti-

¢a's appcut- for imports from -'&sla and low-sulfar Powder’ River
Basin coal will - anslaie into condnued s:rcngtn in those mar-’
kess; -and continued needs for adding track: and te rn_in;l.;aveici-" '

Iy 1O-SEIve them as v»c.l zs oiher ﬁarkcts

During i hearng on the 25th a.L..mcrszm« ‘of" th: Sm:gcrs,
Act, the Surface. Lra.nsportauon;:ﬁqam card unmcss *re: Wit

; gROCration, robust low-tech. . well. We can only meet fnsure demand by reim vestng adeGrate-

Iy both to maintin the

aess'speak o the necessity of ﬁpLdmo capacity - ard rJ:lc nccd
far adequate retmrns:on that capadry . Our customers Walit' to
xzow not only that we can mect their nc-ds wdsy, but’ aiso. :hm
we are expanding our capacity <o mee! their Zrture seeds as

guality of cur infrastrackire and:to ;
expand our ratiroad’s capacity to handle more freighe. ‘And we
can only do s £ we can reach a revarn on invesied capital that '
s greater than the cos: of capital, and maiatain chat level of per-
‘ormarce tJ".rough tae business cycle. Because rail cuszomers will
rezp much of the primary benefts of expanded infrastructure,
they will need to share some of the burden; rates will need to
continue 0 go up it all sectors of our businzss to march the
value derived Hom our service.

Union Pacific Chairman Dick Davicson

Union- Pacific will coptinue 1o increass operating productivicy
and yield focus. Ol operating initiatves such as the Unified
Plan.and Ltan management axe improving operation: i termi-
nals and on corridors. We: also will: contmu- to proact: vdv ma-
age our inventory of zaiicars on anE_ a I
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