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‘ RAILROADS‘ COST CAPACITY AND CRISIS

Marc A Johnson

The railroadiindnstry_is, indeed, in transition;' The in-
I dustry‘hasdbeen given a new Iease,on Iifef The Railroad Revitali-

: zation.anddRegulatory Reform Actfof 1976 (4-R Act)vintroduced rate
f]exibility and improved opportunities for mergers and line abandone _
ments The Staggers Ra11 Act of 1980 expanded rate f]ex1b111ty and .
'1nst1tuted contract and exempt carr1age for ra11roads Since A.

' Dan1e1 0 Neal vthe ICC has approached ra11road1ng as an 1nd0stry'

‘ operat1ng 1n the pr1vate sector, rather than as a pub11c enterpr1se

B 11ke the Post 0ff1ce The purpose of th1s short paper is to focus
fsharpIy on the f]aws of rema1n1ng cost~ based regu1at1on and p1ann1ng.,
Since the paper serves as a d1scuss1on document for a sympos1um, the
author prov1des JudgmentaI conc]us1ons based upon econom1c pr1nc1p1es
| V Government act1v1ty in the ra11road 1ndustry 1s now 1arge1y
based on cost of~product1on criteria. M1n1mum and max1mum rail

rate thresho]ds are_set at variable cost and at "cost'recorery;

‘perCentages" of variable cost, reSpectiyer.l Branch Tline sdrcharges

A paper presented for a Symposium ent1t1ed "Agr1cu1tura1 Transpor- ‘
- tation in Transition: Issues and Policy" at the American Agricultural
I_ ‘Econom1cs Assoc1at1on meetlng at Clemson Un1vers1ty, July 27 1981.

_ Assoc1ate Professor of Econom1cs and Business, North Carol1na State |
~University. The author acknowledges he]pfu] comments by E C.
V‘Pasour, Jr. and Daniel A.. Sumner.



and'Purchasé agreements, and servicetcontinuation‘are based on'costv
'criteria ~ The railcar shortage and rai1road capita1 "needs" 1ssues’
are v1ewed as cr1ses as a result of erroneous cost concepts. Con- |
sequent]y, the soundness of regu]at1on and p]ann1ng depends upon |
the soundness of cost concepts used to 1mp1ement regulat1on and
v p]ann1ng | | | ‘
Economic costs which mot1vate the choices of decision- makers

'are opportun1ty costs. The opportunity cost of p]acing resources
dn one use equals the ant1c1pated value atta1nab1e if the same re-
sources were p1aced in the best a1ternat1ve use. Costs are forwarde |
7"1ook1ng and dynam1c‘ The cost of 1eav1ng a rail branch 11ne on the
ground or adding a car to a part1cu1ar grain movement is eva]uated .
- as the value of other.uses of capital, steel rails; cars, power andv
- 1abor. These cost estimates'are time and 1ocation specific,v They-'

v'aré'specific to;the decision-maker due‘to his ieve1 of knowledge

" and his perception of 1ike1y future events (Pasour) Accurate
cost measures cannot be reconstructed after the fact, espec1a11y by
out51de observers, because the spec1f1c set of opportun1t1es ava11- .
1U?ab1e at the moment of dec1s1on cannot be recreated (Buchanan,

P v111, V1ckers P. 26)

| L Rate Regu]at1on

| | Cost eva]uat1ons of railroad managers depend upon managers
”f‘percept1ons of traff1c dens1ty, backhau] probab111t1es, sh1pment
regu1ar1ty, terminal congest1on and uncerta1nty (Turvey) The cost’

~‘of mov1ng a car]oad of gra1n from point A to po1nt B is d1fferent at



'differentvtimes,vis different than the cost of moving from B to A
“and is different from moving an equal distance between‘two other |
points. The uniqueness of cost estimates with respect to time,
Tocation and decision-maker makes ityvirtuaTIy impossible for a
shipper or another railroad 1egitimate1y to protest a rate as being ‘
too high or too Tow re1ative to the railroad's opportunity cost.

When sett1ng regu]atory gu1de11nes, the complexity and dy-
nam1cs of opportun1ty cost typically are abandoned 1n favor of
s1mp1e, static, certain, h1stor1ca1 expense formulas based on acQ‘
| count1ng data--the h1stor1ca1 record (Turvey). However, historica1
expense formu]as do not account for t1me1y variations in opportun1tyv
oost caused by changing shipping opportunities, peak demands, con- v
gestion, idle resouroes, joint products and anticipated po]ﬁcy'
moves;’ ExpenSe formu1as‘Canfunderestimate costs in the'presence_
of heavy traffic,,fu11 capacity uti]izatton'and'congestion.’ Expense
formulas can overest1mate costs in the presence of idle resources
~(Johnson and Pasour) The use of average, 1ndustry cost est1mates

as regulatory ‘thresholds ne1ther recogn1zes the unique circumstances

of particular firms nor the un1que c1rcumstances of particular move-‘v.”

ments. As a resu]t, average 1ndustry expense criteria 1nsu1ate

| decision-makers from marginal cost market s1gna15, thereby creatlng
barriers'to offering innovative, 1owécost service andrbarriers:to~'
offer1ng h1gh -cost service at all.

Sectlon 205 of the 4 R Act 1nstructs the ICC to determ1ne,.

and assist ra11roads 1nfach1ey1ng, an "adequate rate of‘return to



vcapital.“, This.fate of retufn fiQure.is:used to test the;"neasen-
ablenesé“ of general rete increase propqsaTs_and to determine which;”
| tai]roads qualify for_speciallprivi1ege§ afforded railroads with
inadeqeate revenues. Sing]e,,ihdustry-wide, return on investment
stendards,haﬁe been calculated annually: |
1978 10.60% (Ex Parte 353, 12-5-78)
1979 11.00% (Ex Parte 363, 10-31-79)
1980 .  11.22% (Ex Parte 381, 11-12-80)
1981 11.70% (Ex Pvarte 393, 3-30-81) |
) The opportunity eost of capital is not so static that avsing1e_ca1-"—'
‘ CuTation can appiy to.aljbfirmé in an industry for an entire»year.

The’concept of "opportunity cost" in eva1uatin§ the cost bf

maintaining a branch Tine was first recogn1zed in a 1980 Texas and‘. ,'

‘Pacific line abandonment case. "0pportun1ty cost" was ca]cuTated
as the "adequate revenue" rate of return figure mu1t1p11ed by the
liquidation value of the 1ine; Essentially, the industry'svg!gg:
gggvratevof_return standard is applied where an entrepreneur would

:apply a marginal cost of capital estimate. This “opportunitchQSt"‘,}
o appreach-bears little resemblance to the economist's definition;;
| Minimum rates are regu1ated at no 1ess ‘than "variable cost"¢e3f
f]and maximum rates fa]? into. ICC Jur1sd1ct1on when they exceed a

fcost recavery percentage“ (CRP) wh1ch is stated as a percent‘of
“variab]e'cost " The 1981 est1mate of the 1ndustry—w1de "cost re-;»’

- covery percentage“ is 197.5 percent of "var1ab1e cost“ (Ex Parte

399, 4-1-81). The CRP calculation is based on Rail Form A ;,,.Ti L



o

(accounting) data of 1977. "Variable cbéts“ are ca]cu]ated_from
similar‘data. These backward-]odking, expensé procedures for cal-
culating cost do not conform to the dynamic,‘forward—1ooking con-
_cept of opportunity cost (Turvey),‘:COnsequent1y, these expense
estimates‘do not represent costs which influence choices of”fikms. |
in the industry‘and, thereby, do not‘contribute_toward the objeé-
tive of Cohgress to foster an efficient transpdrtation system :
'(Pasouk). . | | | |

~ Branch line surcharges are regulated withvé11 of the ébove
expense estimators; Branéh line surchérges can be set up to 110
.per¢ent”of the “variab]e cost" of*movingutheitraffic_p1us,100Aper-
centage of "reasonable expected costs” of continuing to operate
the Tine segment- (Ex Parte 402). ’The formu]a can be restated as:‘
average, variable traffic expense plus‘an apportioned’share'of
-soverhead.éxpense., A railroad detiSioh-maker will decide to serve
a high—cosf branch line, regardTess of how many big-shipper clients
he has,ias Tong as the anticipated price he can charge for‘service o
at 1eést eqda1s marginal oppottunity cost (Clemens).- If average.v
cost ofvthe_rail system is higher with operation of agparticular,
low-traffic branch line than without, marginal cost wiil;lie abové :
average vériab]e cost. If anticipated mafgina] oppbrtunity cost
~ exceeds the industry averége yariab]e}expenSe by more than 10 per-

cent, the regulation will be responsib1e forvterminating'servi¢e. E



The Railcar Shortage "Crisis"

Consideration of the "railcar shortage crisis" here and the
"capita] needs crisis" in the next section is done to focus atten-
tion on cost concepts as wél] as to emphasize the arrogance of some
government planners in their association with:industry'decision-
makers. During the summer of 1977, with declining grain export
actiyity in the presence of fixed, published rates, the railroad
industry slipped into a car surplus position. By early 1978, grain
eXports had surged and a severe railcar shortage occurred. Cbuntry
to port turnaround times for cars rose and fell with export move-
ment demand quantities during the period. The grain export surge
waStéusfained through 1980 along with the railcar shortage. From
1978 to 1980 railroads responded to the édntinuous‘grain export
surge by increasing quantities of grain hauled in each year and by'
investing 1n‘hopper cars. RaiTroads experiencéd congestion in 11he—}
haul yards and port terminals. When tkaffic surgeé; yard de]ays“
and congestion are normal events‘(Turvey). AV

| A General Accoﬁnting}Office (GAO) report released April 8,
1981, assesses the gréin car shortage crisis. The GAO coné]ﬁdés
that since tota]bushelsvof‘space}in railcars have been increasing
continuously, "railcar unavailability seems to be primarily caused
by inefficiént railcar use" (p. 25). Further, the GAO cqnc]udes}"i
that "railroads have nof made any concerted effort to reduce rail-

- car turnaround times"-(p. 21). Thus, aftervthree years of Very'



substantial grain movements for export, the GAD says that ra11roads-v
are 1neff1c1ent in their handling of cars and what 's more, they
‘don" tvcare enough about their mu1t1-m1111on dollar investment to
- use it'and protect ff That is arrogance To add insnlt-to«in-'
Juny, these judgments appear as grain’ export volume tempers and
railroads find themselves with idle car capac1ty again.
| What is ”efficient railcar use"? Efficieney isafn the mind
of the decisionémaken | An action is "efficient when the decision-
maker. has no preferred a1ternat1ves, g1ven the c1rcumstances"‘
V(Pasour and Bullock, p. 335) C1rcumstances include the goals of
:'ra11 management , 1mperfect and costTy information, short term. capa-?
}vcnty restr1ctlons in othen componentS'of the rail system and port
| herminals, ship‘arrival,ne]iabiiity'and»service demands of non--
gra1n shippers. To aehieve an. efficiency norm set by an outside
agency unfamiliar w1th 1ndustry circumstances could be very costly
aLower turnaround time for cars can be achieved by building more -
°_ storage at ocean-term1nals and more yard capacuty. But torbu11d_,'
»efther car, yard or storage eapacity to handle record,movements
,_likely,would ca]i for a. physical p1ant with substantial idie eapa- »f
‘city most’bfvthe time. Idle capacity is eXpensive.in terms of con-;i
,atjnuoususefvice“enhancement aetivities foregone.vaSporadie COnges?»‘
" tion‘in the presence of VariabTe traffic volume is not necessarily
1nefficient.f.Fon"any decision—maker,,atbany,moment,.there.is an

optimal amount of. congestion.. Current»investment activity‘in’eoa1.



' }.hauling faci]ities in response to projected high export volumes -
and current port congest1on suggests that railroad compan1es do
respond to opportunities.

The "Cap1ta1 Needs" Crisis

In October, 1978 the U. s Department of Transportat1on L
issued_a report called "A Prospectus for Change in the Freight
Rai]road'lndustry." Report results made front-page news, which
is unusual for transportatien issueSIOther than Tabor strikes and
derai1ments; The report concluded that railroads would "need“
$42 billion of cap1ta1 during the next 10 years to maintain nor- |
mal service (p. 67)., In constant dollars "needs" were $29 b11110n
and the DOT estimate of short-fall in industry ability to attract
capita1'was $3 billion. However; the initial procedure used by

‘the agency is recorded in the Appendix (pp. 147-50). The DOT ini-
tially requested submissions'of anticipated capital "needs" and ‘
sourcesvfrom the rai]road industry. The dindustry projected an -
abi]ity~to obtainva11 projected capita]lrequirements in the market.
The $3 biTlion short-fall was created by agency judgments that ,
‘vrallroad f1nance departments_had, a) underest1mated the number of

 } cars the raflroads shouﬁd be buying, b) underestimated the mainte- -
nance‘eXpenditures required to run’a railroad, and c) overestimated
retained earnings potentia].‘ It is difficult to accept that supe? :

~ rior knowledge of rai]road company futures exists in a federal .

agency than in the finance departments of individua1'raiquads.l



Réi]rqads don't-"need? capital, they'demand it and 1ike for
other_gbods énd services, less is demanded at a higher. price. The
demand for capital.is_defived from the demand for rai1'36rvicé;”
The supply of capital to the railroads is a function of opportunity
‘costs of capital for railroad companies (supplying from retéined*
éarnings) as well as external investors. The amount of cépita]
'f1ow1ng_to the réi]road industry in the next 10 years will depénd
‘on how well the railroads perform financially relative to other
‘industries, ife.,‘how well they provide the best dividend and'in—
terest package net of risk. ~When evaluating their sdpb]y of;capi-‘
tal to railroads, investors will bé Tooking at future potentfals
rather than the current circumstances assumed by the Department of
Transbortation.

| Conclusion |

Cost-based rate and rate of return regulation is doomed to
failure. Cost criteria based on average, historical expense stan-
dards do not represent chofée-inf1uencing costs. - Consequently, these
~stahdards sefve.aé barriers to industry innovators. If regulation
- is to be maintained, behavioral indicators of monopoly practiceé
should reﬁ]ace cost-based indicators. In this manner the railroad
industry»can operate in response to market opportunities 1imited ‘
only by anti-cdmpetitive behavioral restrictions such as rules bar-

ring pfjce'fixing and territorial allocation.
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Railroad planning by nonrailroad agencies is doomed to
failure. identification4of traffic demand and opportunity cpsts
of transportation facilities and other resources can only be
done by managers making the decisions. Identification of demand
and cost will be imperfect and results will diverge from aniidéa1
optimum due to imperfect knowledge of the future. However, with.
the tendency of outside agencies to focus on'onTy‘one system com-
ponent at a time and with the inability of an agency to obtain the
data necessary to evaluate railroad opportunities, results of rail-
| road management decisions will probably be c]osér to an ideal

optimum than the results of agency decisions.
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