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Recent Developments in Rail
Regulation —Reinterpreting the 4-R Act

by John P. Formby* and Judith Herman''

I. INTRODUCTION

•"pHE ratemaking reforms of the Rail-J- road Revitalization and Regulatory
Reform (4-R) Act of 19761 provide for
great reliance on free market forces to
establish prices and allocate resources in
the rail transport industry. The Act was
initially thought to have great poten
tial^ Much regulatory discretion, how
ever, was granted to the Interstate Com
merce Commission (ICC or Commis
sion). In a series of Ex Parte decisions
in 1076 and 1977 the Commission inter
preted the ratemaking provisions in such
a manner that virtually none of the in
tended rate flexibility has emerged. As
a consequence, the 4-R Act is now re
garded in some quarters as a failure.8
In early 1980, the Commission re
opened several of the most important
Ex Parte proceedings interpreting the
4-R Act. The ICC is now proposing fun
damental revisions that have the poten
tial for significantly reducing the scope
of rail regulation and implementing the
pro-competitive intent of the 4-R Act.
This paper reviews and evaluates the
new initiative. Part II considers the rule
making relating to "market dominance".
Demand sensitive pricing is analyzed in
Part III. Part IV discusses contract
rates. The final section provides a brief
evaluation emphasizing the need for a
complementary policy promoting intra
nodal competition.

II. MARKET DOMINANCE
The 4-R Act requires maximum rate
regulation for market dominant traffic
and frees nonmarket dominant traffic
from such regulation. Market dominance
is defined as the ". . . absence of effec
tive competition from other carriers or
modes of transportation for the traffic or

*The Authors are respectively, Pro
fessor of Economics, University of North
Carolina—Greensboro and Economist,
Regulatory Analysis Section, Council on
Wage and Price Stability. We wish to
thank Thomas Lenard, Art Fraas, John
Heywood, Thomas Hopkins, and Eliza
beth Pinkston for helpful discussion and
comments. The views expressed are the
authors' and do not necessarily reflect
those of the Council on Wage and Price
Stability.

movement to which a rate applies."* The
term "captive shipper^' has come to be
used almost synonymously with market
dominance. The Commission has the re
sponsibility for establishing rules and
regulations for identifying and judging
when rail traffic is market dominant. The
language of the Act is such that the
ICC has considerable discretion. A
broad interpretation would free large
volumes of traffic from maximum rate
regulation; a narrow interpretation
maintains tight regulatory control.
An optimal approach to interpreting
and applying the market dominance pro
vision would be facilitated if a practical
and reliable index of rail monopoly pow
er existed. In principle a number of the
oretical measures could be used. Unfor
tunately, neither an ideal index nor ideal
data are available and the Commission
must use imprecise proxies.

A. Existing Market Dominance Rules

The current market dominance regula
tions were adopted in Ex Parte No. 320,
a special proceeding decided in October
1976.5 The rules create a rebuttable pre
sumption that market dominance exists
when one or more of the following three
conditions are satisfied:6

• the market share of the carrier is
70 percent or more of the involved
traffic.
• the rate at issue exceeds the vari
able cost of providing the service
by 60 percent or more.
• affected shippers or consignees
have made a substantial investment
in rail-related equipment which
prevents or makes impractical the
use of another carrier or mode.

A number of parties to the proceeding
including the Department of Transporta
tion, the Department of Justice, and the
Council on Wage and Price Stability ar
gued that the ICC's proposed market
dominance standards would define far
too much traffic as market dominant,
would impair rate flexibility, and would
fail to implement the pro-competitive in
tent of the 4-R Act.7
These fears were well-founded. An ICC
study indicates that under the current
rules 49 percent of all rail traffic is clas
sified as market dominant.8 Another
study prepared for the ICC estimates



370 TRANSPORTATION RESEARCH FORUM

that as much as 78 percent of all rail
traffic is defined as captive under current
procedures.9 Although the amount of
traffic that is actually non-competitive is
not known with precision, the available
evidence suggests that it is much small
er than the amount that is classified as
market dominant under the current pro
cedures. A recent study prepared for the
Commission suggests that in terms of
long-run substitution possibilities the
amount of rail traffic that is market
dominant may be less than 5 percent.10
The Commission has noted that the
market dominance regulations are re
garded as the cornerstone of the 4-R Act
reforms, and existing procedures may
have had a "chilling effect" on rail rate
flexibility.!1 Other studies confirm this
and strongly indicate that the 1976 mar
ket dominance rules have seriously de
terred rail rate flexibility. A recent
study for the Department of Transpor
tation summarized the effects of the 4-R
Act reforms as follows:

"In conclusion, the market domi
nance definitions and the rules spec
ified in the Ex Parte procedures
have nullified the rate flexibility ob
jectives and the expectations about
regulatory reform found in the 4-R
Act. No significant changes in mak
ing use of the 4-R Act provisions
mav be expected while the Ex Parte
rulings governing the use of the
provisions are still in effect."^

B. Proposed Market Dominance Rules

In January 1980 the Commission re
opened Ex Parte No. 320 and proposed
substantial revisions in its procedures
for determining when rail shipments are
market dominant.13 The proposed rules
use the relationship between rail rates
and variable costs (revenue-to-cost ra
tios) to identify the traffic for which the
question of market dominance should be
addressed. The ratios also identify the
party with the burden of proof. Once the
issue of market dominance for particu
lar traffic is before the Commission, it
is to be judged on a case-by-case basis
usiner economic evidence relating to rail
market power.14
The proposed rules drop all reference
to the market share and substantial in
vestment tests and utilize two critical
revenue-to-cost ratios as indicators of
market dominance. In brief, the rules
provide:

• Proposed Rates below 150% of var
iable costs. A prima facie case ex
ists that effective competition pre
vails. Market dominance is not an
issue and rates will neither be sus
pended nor investigated. Should a

rate protest be filed, the burden of
proof is on the shipper and the
only issue is whether the rate is
above or below 160 percent of var
iable costs.
• Proposed Rates between 150% and
180% of variable costs. In this
range there will be no presumption
about market dominance or effec
tive competition. If a proposed rate
is challenged it may be investi
gated and suspended. The burden
of proof is on the protestant. Rail
roads have a burden of producing
certain types of information. The
evidence to be considered in deter
mining whether the traffic in ques
tion is market dominant or effec
tively competitive will include
shipping distances, commodity
bulk, transport price relative to de
livered cost, as well as intermodal,
intramodal, and market competi
tion.
• Proposed Rates above 180% of var
iable costs. A prima facie case ex
ists that the traffic in question is
market dominant. When challenged,
rates in this range may be sus
pended and investigated. The bur
den of proof is on the carrier to
show that effective competition ex
ists. Rates above 180 percent are
not per se illegal. Railroads may
establish that there is effective
competition by presenting evidence
of the sort noted above.

C. Analysis

The proposal substantially reduces the
amount of rail traffic subject to maxi
mum rate regulation. A recent study pre
pared for the ICC indicates that two-
thirds of rail traffic has a revenue-to-cost
ratio of 1.5 or less, and 82 percent has
a ratio of 1.8 or less.16 This estimate,
combined with the studies concerning
the proportion of traffic that is market
dominant under current procedures, sug
gests that the new rules will free be
tween 18 and 44 percent of all rail traf
fic of maximum rate regulation.
1. Benefits. The major advantage of
the proposed new approach is that it es
tablishes a clear and well-defined thresh
old that rules out market dominance as
an issue for a substantial volume of traf
fic. This significantly simplifies proce
dures and avoids costly and complex
case-by-case litigation. This provides the
ICC with the opportunity to phase out
inefficient general freight rate increases
and replace them with market deter
mined individual price changes that re
flect underlying demand and cost condi
tions. In addition, freeing a large volume
of traffic from maximum rate regulation
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encourages the negotiation of binding
long-term contracts between railroads
and shippers. The present regulations,
by contrast, encourage shippers to pro
test rates rather than negotiate competi
tive contracts.
2. Problems. On a priori grounds a
positive correlation between revenue-to-
cost ratios and market power should be
expected. However, in practice a major
difficulty with the new procedure is like
ly to be that the ratios are not highly
correlated with other indicators of mar
ket power.1* There are several reasons
for this. First, the ICC's Rail Form A
does not attempt to measure the rele
vant economic costs—long-run marginal
cost. Second, the cost accounting proce
dures utilized are subject to inherent dif
ficulties.!''
A third difficulty with using revenue-
to-cost ratios arises because the struc
ture of rail rates has been badly dis
torted through time by excessive regu
lation. Substantial vestiges of the old
value-of-service rate structure remain.
As a result, some competitive traffic may
have higher revenue-to-cost ratios than
does market dominant traffic. Thus, the
proposed revenue-to-cost thresholds may
misclassify some monopoly traffic as
competitive.
The misclassification problem means
that traffic over which railroads have
considerable market power that falls be
low the 150 percent threshold will be
free of maximum rate regulation and
will be subject to price increases. ig The
full consequences of misclassifying are
not known with certainty. However, the
Federal Trade Commission was suffi
ciently concerned about the problem to
recommend against the adoption of the
proposed revenue-to-cost threshold ap
proach."
There are several reasons for believ
ing that the misclassification does not
fatally flaw the ICC's market dominance
proposal. First, the 150 percent level is
th° Commission's estimate of fully allo
cated costs.20 Most rail carriers have in
adequate revenues, several are in bank
ruptcy, and a number are in danger of
failure." The Conrail experience shows
that the costs to taxpayers in the form
of subsidies to reorganized bankrupt
carriers can be enormous. For this rea
son price increases on monopoly traffic
below the 150 percent threshold are not
thought to be a serious problem.
A second reason is that monopoly
traffic falling below the 160 percent
threshold is likely to be traffic that has
historically been priced at close to com
petitive levels. A railroad would be lim
ited in its exercise of market power on
this traffic by the 150 percent threshold
and the possibility of challenge under
the proposed market dominance proce-

dures. Third, some price increases on
monopoly traffic below the 150 percent
threshold may not be associated with
higher prices to consumers or real losses
in economic efficiency. Rather, they
could simply be transfers of economic
rents from shippers to railroads. For ex
ample, a steel firm may receive economic
rents from its ownership of high grade
iron ore deposits. Higher rail rates on
iron ore shifts rents from the shipper to
the railroad but causes no monopolistic
inefficiency in the steel market.
Finally, the misclassification problem
should diminish with time. The problem
is largely due to distortions in the struc
ture of rail prices and deficiencies in the
measurement of relevant costs. The
revenue-to-cost ratios should theoretical
ly be a good measure of market power.
The greater rate flexibility that the new
procedures will promote and more accu
rate measurement of relevant costs,
which the Commission is diligently pur
suing,^ will ameliorate the misclassifi
cation problem. Thus, revenue-to-cost ra
tios should become better indicators of
market dominance.
3. Substantive Tests of Market Dom
inance. The Commission's proposal speci
fies a number of economic criteria that
are to be used in determining market
dominance once a rate is challenged. To
distinguish these factors from the
threshold indicators of market domi
nance, we refer to them as the substan
tive tests of market dominance. The No
tice mentions the following criteria:
commodity bulk, distance travelled,
prices and availability of alternative
modes or other rail carriers, the rela
tionship between transport cost and de
livered price, and the existence of geo
graphic or market competition.23 The in
clusion of this latter type of competition
in the proposal is most important. The
Canadian experience with rail deregula
tion reveals that competition in markets
in which shippers sell their products is
a critical factor constraining rail market
power.24
The desirability of explicitly specify
ing bulk, distance travelled, and the re
lationship of transport cost to delivered
price is questionable. These factors have
no a priori relationship to market power.
At best, they are proxies that may be
related to other determinants of market
power. The weight to be given them in
a market power dominance case is tm-
snecified in the proposed rules. The in
clusion of these factors could lead to ex
cessive lit itration and to a less than clear
economic interpretation of market dom
inance.
The most serious shortcoming with the
nroposed substantive tests is that they
fail to emphasize the critical signifi
cance of long-term substitution possibili
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ties as a determinant of rail market
power. Potential competition is not men
tioned at all. These factors are highly
relevant evidence in any determination
of rail monopoly power, and the proposed
rules are deficient in that they do not
include them.

III. DEMAND SENSITIVE PRICING

The 4-R Act requires the ICC to estab
lish rules promoting rates based on sea
sonal, regional, and peak-period demand
for rail services. According to the Act,
the purposes to be served by such rates
are to:

a. provide sufficient incentive to ship
pers to reduce peak-period ship
ments through rescheduling and ad
vance planning;

b. generate additional revenues for
the railroads; and

c. improve:

(i) the utilization of the national
supply of freight cars,

(ii) the movement of goods by
rail,

(iii) levels of employment by rail
roads, and

(iv) the financial stability of the
markets served by the rail
roads.25

A. Benefits of Peak/Off peak Pricing

The rail industry's rate structure is
generally characterized by a single-level
rate system. This is the case even in
markets characterized by wide fluctua
tions in demand. Shippers in peak pe
riods pay the same rate as those who
ship in off-peak periods despite the fact
that the fixed costs of providing addi
tional capacity are more properly attrib
utable to peak users. As a consequence,
peak-period shippers have no incentive
to shift shipments to the off-peak, and
railroads invest in capacity that is in
efficiently utilized.
A peak /offpeak pricing system induces
shippers to either postpone demand or
pay for the additional capacity they re
quire. Peak period capacity require
ments would be established by those
shippers who are either unwilling or
unable to defer their demand. Carriers
would be encouraged to provide this level
of capacity, since the peak rates would
compensate them for the additional in
vestments they must make. Lower off-
peak rates may attract shippers with
deferrable demand as well as new traf
fic. Peak /offpeak pricing, therefore, pro
vides incentives for attaining the opti
mal size freight car fleet while at the
same time improving its utilization. A
more efficient use of rail system capacity

should also reduce industry and ulti
mately consumer costs.

B. Existing Rules

The Commission issued final rules im
plementing the 4-R Act guidelines or
peak/offpeak pricing in early 1977. The
regulations define a demand sensitive
rate as one proposed for the purposes of
influencing seasonal, regional, or peak-
period demands for rail services.26 The
rules also specify the standards by
which the Commission will judge these
rates, detail the kinds of cost evidence
that the carriers must submit to justify
rates, and require the railroads to file
reports indicating whether the rates are
accomplishing their intended purpose.
To date, railroads have filed very few
demand-sensitive tariffs using the exist
ing procedures.2? The Commission states
that the form and content of its regula
tions may underlie the rail industry's
failure to make extensive use of demand-
sensitive tariffs. There are a number of
reasons for believing this is the case.
First, as the Commission notes,28 cur
rent regulations emphasize the goal of
smoothing demand more than the "equal
ly important goals" of improved equip
ment allocation and increased revenue
for the railroads. Second, the current
regulations require that the rate change
be proposed 30 days in advance. This
notice neriod prevents railroads from re
sponding quickly to changes in market
conditions. Third, the normal suspension
and investigation procedures apply to
these rate proposals. The proponent rail
road is, therefore, uncertain about the
final decision on the reasonableness of
the rate itself. Fourth, the present jus
tification and reporting requirements for
the railroads are burdensome and im
practical.

C. Proposed Rules

The ICC has recently reopened Ex
Parte No. 324 and proposes three funda
mental changes affecting demand sensi
tive rates.20 The proposals are: a 16 per
cent surcharge/discount for peak-offpeak
periods, an even greater "rate flexibility
zone", and partial exemption of traffic
contributed by shippers with "abnormal"
peak demands. The demand sensitive
pricing proposals are less specific and
appear somewhat more tentative than
the proposed market dominance rules.
However, the Commission states that it
intends to proceed to issue final regula
tions following response of interested
parties to the Notice of Proposed Rule
making^0
The Commission notes that the useful
ness of the demand-sensitive pricing to
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carriers will depend to some extent on
whether the carriers have market dom
inance over particular traffic. For traffic
where there is no market dominance, the
Commission does not regulate the maxi
mum rate level.si So the only benefit of
the new proposals is the opportunity to
change rates on short notice. Where
there is market dominance, the sur
charge offers both short notice and a no-
suspend zone of up to 15 percent. The
"rate flexibility" zone would offer an
even greater opportunity to change rates.
In the case of partial exemptions, maxi
mum rate regulation of traffic with "ab
normal" peak demands could be com
pletely eliminated.

D. Analysis

1. Proposed Equipment Surcharge/
Discount (No-Suspend Zone). The Com
mission proposes an equipment-based
surcharge/discount as a possible mecha
nism for increasing carriers' abilities to
respond to changes in demand. Carriers
could be permitted to implement a sur
charge or discount of up to 15 percent
of the usual commodity rate on short
notice (e-g., four working days). These
surcharges or discounts would be related
to the availability of equipment in a
manner to be specified by the Commis
sion. The Commission notes that since a
number of different commodities can be
transported in the same type of equip
ment, an equipment orientation is ap
propriate.^ Thus if, for example, a car
rier's boxcars are in short supply, ship
pers using those boxcars will be assessed
a surcharge based on the commodity tar-
iff.33 Once the Commission establishes
rules governing carriers' use of sur
charges or discounts, shippers could pro
test such rate changes only on the
grounds that they exceeded the limita
tions established by the Commission.
Freed of extensive justification and re
porting requirements, carriers will be
able to respond quickly to changes in
demand.
In order that this peak /offpeak pric
ing proposal achieve its intended goals,
carriers will need greater discretion in
applying the surcharge/discount than is
implied by the Commission's proposal.
Inefficiencies may be created if a carrier
is required to apoly the same surcharge
or discount on all of its cars of a par
ticular type regardless of the differine
market conditions in the different geo
graphical areas served by the carrier.
Carriers should have sufficient flexibility
to apply a discount in markets where de
mand is weak in order to encourage the
movement of cars to markets where de
mand is strong and where it may be ap
propriate to apply a surcharge.
There are several problem areas with

the no-suspend peak/offpeak surcharge/
discount. These include the width of the
no-suspend zone, the trigger mechanisms
controlling its use, and the length of the
notice period. These are discussed in
turn.
(a) Width of The Zone: The Commis
sion proposes a 15 percent no-suspend
zone i.e., up to a 15 percent surcharge
and 15 percent discount. No single zone
can provide the "optimal" flexibility for
all commodities because cost and demand
conditions for individual commodities (or
car types) vary widely. A study reported
by the ICC estimates that a 15 percent
surcharge is generally sufficient to "de-
seasonalize" shipper demand for most
commodities^* if shippers trade off
transportation costs with storage costs
alone.ss However, 15 percent may be an
inaccurate estimate of the surcharge
needed to deseasonalize shipper demand,
since shippers respond to other forces in
addition to storage costs. Despite this,
the proposed limit for surcharges appear
reasonable.
On the other hand, the 15 percent
limit on discounts proposed in the Notice
lacks explicit analytical support. Since
the Commission can no longer suspend
any rate proposal that contributes to a
carrier's "going concern value,"36 there
appears to be little rationale in restrict
ing the discount no-suspend zone to 15
percent. A larger discount zone would
simply provide shippers with additional
short notice flexibility.
(b) "Trigger" mechanisms: The Com
mission proposes three possible trigger
mechanisms —two quantity-related trig
gers and a maximum (annual) time limi
tation.
One quantity trigger would permit
rate surcharges to go into effect in re
sponse to changes in the level of ship
pers' demand for cars (car orders).
There is a problem, however, with such
a trigger because the quantity of rail
cars demanded at a point in time is in
fluenced, at least in part, by the price
charged to shippers. A surge in demand
at the existing price, which trigger a
price increase, should dampen over time
in response to. that price increase. This
decrease in the magnitude of the in
crease in demand will reflect the effec
tiveness of the price increase, not the
disappearance of excess demand (at the
lower price). If the Commission were to
"detrigger" the rate increase in response
to the fallback in the quantity demanded,
car orders can be expected to increase
again. Thus, demand-related price trig
gers may result in a series of price
changes as the quantity demanded inter
acts with the price charged.
The second quantity-related trigger
suggested by the Commission would be
activated by changes in the level of car
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loadings. The difficulty with this ap
proach is that carloadings reflect car
riers' supply response to shippers' de
mands. Thus, if rail car supply does not
respond to an increase in demand, the
surcharge will not be triggered. Nor
mally, supply will not respond without a
prior increase in price. Thus, rail car-
loadings will not be an effective mecha
nism for relating increases in demand
to higher freight rates and will not be a
workable trigger mechanism.
The third trigger under consideration
by the Commission is a maximum time
limitation on the use of the surcharge.
A tariff, for example, could be subject
to a surcharge no more than a specific
number of days each year (the Commis
sion suggests a 45 to 60 day limit.)37
This trigger mechanism is practical, eas
ily understood, and would give carriers
greater freedom to implement rate
changes in response to market condi
tions. The only problem with this ap
proach appears to be that limiting the
surcharge to any specific number of days
is arbitrary. There is no empirical evi
dence or a priori reason to choose one
specific limit over another. However, as
a practical matter there must be a limit.
Selecting an initial arbitrarily chosen
number such as 45 or 60 appears to be
a reasonable first cut.
(c) Length of the Notice Period: The
current 30-day notice period severely
limits railroad flexibility and a much
shorter period is warranted. The Com
mission proposes a notice period of four
working days. This number was selected
arbitrarily. Evidence from the deregula
tion of fresh fruits and vegetables has
shown that the daily adjustment of rates
is quite feasible.'3 This suggests that the
proposed 4-day notice may be too long
and a shorter period would be more ap
propriate.
2. Proposed Rate Flexibility Zone.
The nroposed zone would permit indi
vidual carriers to file tariffs establishing
upper and lower limits to rates. Such
proposals would be filed prior to the an
ticipated time of need and would be sub
ject to the normal notice, suspension, and
investigation procedures before becom
ing effective. Once the Commission ap
proved the tariff, however, the carrier
would be able to adjust rates anywhere
within the range on short notice. The fi
nal regulations will specify whether the
carrier will be able to adjust rates freely
within the zone or be confined by some
type of trifirerer mechanism as with the
surcharge /discount proposal. The rate
flexibility zone is intended to permit car
riers to make srreater percentage
chances in demand-sensitive rates than
would be permitted with the surcharge/
discount.
A major problem with the rate flexi

bility zone is that the proposed regula
tion provides no guidance as to the type
of evidence needed to justify these rate
proposals. The only hint is that carriers
might be required to provide special cost
studies. Such an approach is similar to
existing 4-R Act demand-sensitive pric
ing regulations and is likely to produce
minimal carrier response. Special cost
studies are expensive undertakings. Ad
ditionally, carriers fear that the infor
mation they produce will be used against
them in a different proceeding.
An alternative approach that avoids
special cost studies appears more likely
to accomplish the objectives of the 4-R
Act and the rate flexibility zone. Exist
ing data could be used to propose gen
eral criteria that encourage railroads to
move towards a more efficient rate struc
ture. For example, the Commission now
determines maximum reasonable rates
for market dominant traffic. Carriers
could be permitted to design a peak /off-
peak rate structure for a commodity that
would be expected to generate on aver
age a rate (average revenue) consistent
with the Commission determined "maxi
mum" reasonable rate. The minimum al
lowable (off peak) rate might be the Rail
Form A variable cost, and the maximum
allowable (peak) rate would be the rate
(weighted by expected traffic) that when
combined with the carrier proposed off-
peak rate (weighted by expected traffic)
yielded the "maximum" reasonable rate.
This approach, while admittedly a rough
cut, would nevertheless go far toward
generating a more efficient rail rate
structure.
3. Efficient Use of the National Car
Fleet. The demand-sensitive pricing pro-
Dosals do not address the important
issue of promoting the efficient use of
the national fleet of rail cars. The pro
posals are oriented toward promoting ef
ficient pricing of each railroad's services
vb-a-vis its own shipners. Existing man
datory car service rules and adminis
tered rates for off-line use of cars do not
provide the proper economic incentives
for railroads to share each other's cars.
If one railroad's offpeak-demand time for
a particular car type is peak-demand
time to another, the railroad system
would need fewer cars to provide the
same neak service if these railroads had
incentives to share their cars. Thus,
under the existing rules and procedures
each railroad may have an incentive to
invest in an overly large (for the sys
tem as a whole) stock of cars. To ensure
that this does not occur, car service rules
should be abolished, and flexibility built
iito per diem and demurrage charees.
Such changes would encourage the effi
cient use of the national car fleet and
would complement the proposed demand-
sensitive pricing regulations.
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4. Abnormal Peak Demand. The Com
mission has proposed that shippers with
"abnormal" peak demands, such as those
entering and leaving a "spot" market on
an intermittent basis, might be partially
exempted from rate and service regula
tion.^ This would be acomplished by ef
fectively deregulating rates and remov
ing service obligations once the shippers'
car orders in a production period exceed
175 percent of the shippers' annual mov
ing average.40
The costs of providing rail services to
shippers that have "abnormal" peak de
mands may materially exceed the costs of
providing comparable service to shippers
without "abnormal" peaks. For this rea
son, partial exemption from regulation
may be warranted. The exemption sug
gested by the Commission would permit
railroads to charge higher rates to traf
fic that impose relatively higher costs.
This kind of rail pricing promotes eco
nomic efficiency and is therefore, to be
encouraged.
It is not clear, however, that partial
exemptions for shippers with "abnor
mal" peaks are always economically ef
ficient. Such exemptions would be appro
priate only if a shipper's "abnormal"
peak is largely coincident with the sys
tem-wide peak demand. There are not
likely to be significant costs of the "ab
normal" peak demand during off-peak
periods for the system as a whole. For
this reason the relationship between the
"abnormal" peak of an individual ship
per and the system-wide peak should be
considered in the final rules of exempt
ing shippers with "abnormal" demand
from regulation.
The Notice implies that partial ex
emptions might be restricted to non-
market dominant traffic.*! However, such
traffic is already free of maximum rate
regulation. Moreover, the efficiency ra
tionale of exempting "abnormal" peak
demand applies equally to all traffic. For
this reason partial exemptions for "ab
normal" peak demand should apply irre
spective of market dominance. The abuse
of railroad market power is not likely to
be of consequence. This is the case be
cause most shippers with "abnormal"
peak demand are marginal operators who
produce on an intermittent basis in com
petitive product markets. Thus, market
competition will protect these shippers
from railroad abuse of market power.

IV. CONTRACT RATES

Rail contracts have considerable po
tential for increasing transport competi
tion, improving the quality of rail ser
vice, and efficiently allocating rail
resources. This section surveys the po
tential benefits of contracts and the

problems and policies relating to their
use.

A. Benefits

Contract rates have the capacity for
significantly contributing to the resolu
tion of one of the most vexing rail regu
lation issues—maximum rates on coal.
The 4-R Act requires the ICC to set
maximum tariffs on market dominant
traffic found to have unreasonably high
rates. The enormous surge in oil and gas
prices beginning in 1973, has caused the
demand for steam coal to increase, and
its price elasticity of demand to decrease.
The conversion of electricity generating
plants from oil and gas is a strategic
element in the nations energy program
and is likely to further increase the de
mand for coal.
In those markets where water trans
portation is unavailable, the demand for
coal transport service by rail closely
tracks the demand for coal. Thus, the
coal-hauling railroads find themselves in
a position in which they could exercise
considerable short-run market power
over coal shippers.^ This is particularly
true of railroads hauling low-sulfur
western coal. Such coal is used princi
pally by electric utilities and travels
great distances to market. Most rail
roads, including the coal-hauling roads,
have seriously deficient revenues and
several are bankrupt.43 The ICC is in the
difficult position of having to specify
maximum coal rates in the context of a
rate structure that has been badly dis
torted through time. The ICC's current
approach is the so-called "seven percent
solution" enunciated in the San Antonio
case44 and now widely used in coal rate
cases. The method is clearly arbitrary,
almost certainly inefficient, and widely
condemned as inequitable.46
Long-term contracts offer a superior
approach to the coal rate problem. Be
fore a new generating plant is located
and constructed, competition is pervasive
and intense. Contracts can take advan
tage of these competitive forces. The na
ture of the competition is worth briefly
describing. First, coal competes with
other energy sources as the basic power-
plant fuel. Once coal is selected, the
boiler design, coal source, plant location
and transportation options are all joint
decisions. Before a plant is constructed
coal from different mines is easily sub
stituted, Western coal competes with
Midwestern coal and even South Africa,
Polish and Australian coal. A recent coal
procurement negotiation for Florida
Power Corporation's new Crystal River
generating unit illustrates this point. Five
bids were received from Wyoming, three
from Colorado, one from Utah, ten from
eastern coal fields, four from Australia,
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three from Canada, and two from South
Africa.** The firm decided to ship coal
by barge from mines in Illinois, Indiana
and Kentucky and transfer it to ocean
barges in New Orleans for final move
ment to Crystal River.
Transportation is a critical component
in the utility's decision. In the long-run
railroads clearly compete among them
selves and with alternate transport
modes. The utility has the option of lo
cating the plant at the minemouth and
shipping the power by wire, thus, com
pletely displacing coal transport. More
over, slurry pipelines are an important
potential competitor in the long-run.
Electric utilities presently use long-
term contracts for the supply of coal. If
similar rail contracts were feasible, the
utility could jointly negotiate coal sup
ply and rail delivery contracts to mini
mize long-run costs. Such contracts
would take advantage of the latent long-
run competitive forces characterizing the
coal transportation market. The exten
sive use of coal contracts would increase
competition, promote economic efficien
cy, yield non-arbitrary prices, and utilize
impersonal market forces to resolve the
conflicting claims concerning the equity
of coal rates.
Aside from the issue of coal, con
tracts offer a number of more general
benefits. Chief among these is the reduc
tion in uncertainty on the part of rail
roads and shippers alike. Greater certain
ty permits railroads to more accurately
predict demand and thereby con
tributes to a more efficient and economi
cal supply of railroad services. Contracts
facilitate a more efficient utilization of
freight cars, reduce costs, and permit
better service. Shippers who highly value
continuous service will be able to ensure
it by negotiating appropriate binding
contracts. Shippers who do not highly
value service during peak periods, may
negotiate interruptible contracts and re
ceive appropriately low contract rates
for utilizing offpeak capacity.

B. Problems

There are three principal problems
with implementing rail contract rates.
The first is legal, Contract rates are nei
ther authorized nor forbidden by statute.
Traditionally the ICC has regarded them
as per se illegal. They are now regarded
as legal, but important questions about
their enforceability before the Commis
sion and the Courts exist. A second prob
lem concerns the incentives to negotiate
contracts. So long as the ICC maintains
tight regulation limiting maximum rates,
requires lengthy notice periods for rate
changes, and subjects proposed rate
changes to litigation and possible sus

pension, shippers have little incentive to
negotiate. The final problem is poten
tially the most serious. It concerns the
relation of contract carriage to the rail
roads' common carrier obligations. If
contracts come into wide use, the prob
lems of cross-subsidization and the allo
cation of rail resources during peak pe
riods may become most troublesome.

C. ICC Policy

In the last two years, the ICC has
made a remarkable reversal in policy re
lating to rail contract rates. Three
Change of Policy statements have been
issued in less than 18 months. The first
change came in November 1978, and de
clared that contracts are no longer per
se illegal and that they are in fact bene
ficial in a number of circumstances.*7
Regulations implementing the policy
change permit ordinary tariffs filed with
the ICC to embody contract rates. The
new rules emphasize that railroads per
forming contract services will not be re
lieved of their common carrier obliga
tions. The Commission indicated it would
review proposed contracts on a case-by-
case basis to determine their lawful
ness.*8 No guidelines were issued. As a
consequence, the circumstances, if any,
in which the ICC will set aside a con
tract or order a railroad to allocate its
cars in such a manner that it can not
perform its contract obligations are un
clear. The enforcement responsibilities
of the Commission were left totally un
specified. The second Change of Policy*9
sought to clarify the first, but added
nothing new.
The most recent Change of Policy50
clarifies some of the legal issues sur
rounding contract rates. Tariffs filed in
excess of the contract rate will be pre
sumed to be unreasonable and in viola
tion of the Interstate Commerce Act.
The presumption may be rebutted and a
rate in excess of the contract approved
in "unusual and compelling circum
stances."61 The Commission cites two ex
amples—the failure of the contract rate
to contribute to the "going concern value
of the railroad" as required by the 4-R
Act52 and a finding that a contract is
likely to imperil a carrier's ability to
provide essential rail service to the pub-
lic.M
The use of binding contracts in the
rail industry is practically non-existent
at the present time. To encourage the
development and use of contracts, the
Commission must further clarify its role
in enforcement and the circumstances in
which it will approve tariffs that are in
excess of the contract rate. Such clarifi
cation is essential if railroads and ship
pers are to have confidence that the con
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tracts they negotiate are actually bind
ing. The Commission has announced64
that it will shortly embark on a rule
making in which substantive and proce
dural requirements for contracts are pro
posed. Rules defining and clarifying
when the Commission may approve a rate
different from a valid contract rate will
also be proposed. This forthcoming pro
ceeding may be the catalyst for bringing
the potential of rail contract rates to
fruition.

V. EVALUATION AND CONCLUSION

The ICC's proposed market dominance
and demand-sensitive pricing regulations
amount to a fundamental reinterpreta-
tion of the ratemaking provisions of the
4-R Act. Adoption of the rules along
with the latest Change in Policy with
respect to contract rates will do much
to implement the pro-competitive intent
of the 4-R Act and to reduce the sizable
social costs associated with excessive
rail regulation. The new regulatory ini
tiative, we believe, correctly places
greater reliance on free market forces
to allocate rail resources and to protect
shippers and the public from excessive
rail market power.
The new ICC approach to rail regu
lation is deficient, however, in that it
fails to provide for a complementary pol
icy that increases competition among
railroads. Economic studies indicate that
there is much potential intramodal com
petition in the rail industry, but it re
mains largely untapped.56 In an environ
ment of greater reliance on free markets,
promoting intramodal competition is an
important means of protecting captive
shippers and the public as well as in
creasing economic efficiency. Such com
petition serves to reduce rail traffic sub
ject to market dominance and is clearly
in the public interest.
The Commission can increase intra
modal competition in several ways. As a
first priority, the anti-competitive effects
of rate bureaus should be substantially
reduced. The Commission has ample au
thority under the 4-R Act and the origi
nal Interstate Commerce Act to elimi
nate the cartel effects of rate bureaus.
Intramodal competition could also be in
creased by encouraging the construction
of connector lines from captive plants to
the tracks of competing railroads. Use
of long-term contracts provides impor
tant incentives for the construction of
such lines, thereby increasing competi
tion and providing additional protection
from rail market power. However, there
are artificial impediments to the estab
lishment of such connector lines. An ICC
certificate of convenience and necessity
is required before a new line can bo

built. The railroad with an established
line to a captive plant may protest on
grounds that adequate service exists and
that it will be harmed by new competi
tion. If the established railroad has mar
ket power, the reward for protesting en
try could be sizable. Historically, the
Commission has protected railroads from
intrusions of others into their territory.
However, such protection is inappropri
ate in an era with greater reliance on
rate flexibility and long-term contracts
to protect the public. In the new regu
latory environment the ICC should not
erect artificial barriers to new competi
tion. Indeed, it is appropriate that the
Commission take positive steps to en
courage such competition.
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