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THE IMPACT OF RAIL COAL SHIPPING RATE
INCREASES

TUESDAY, JULY 24, 1979

CoNGRESs OF THE UNITED STATES,
Joint Economic COMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 6226,
Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman of
the committee) presiding. :

Present : Senators Bentsen and McGovern. )

Also present: John M. Albertine, executive director; Philip B.
McMartin, professional staff member; Mark Borchelt, administra-
tive ﬁssistant; and Carol A. Corcoran, minority professional staff
member,

OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BenTseN. The committee will come to order.

Despite having the world’s richest energy resources, the United
States now finds itself dangerously dependent on unreliable foreign
energy sources. This unhealthy reliance shakes the pillars of our
economy and threatens the security of our Nation.

Even though the massive coal reserves of the United States far
exceed the combined energy potential of all OPEC countries, our
use of this abundant resource has been throttled by environmental
policy, transportation policies, things which limit demand and, to
a lesser extent, mining and mine safety policies which limit pro-
duction. The time has come to reassess these policies—to search for
ways to encourage rather than discourage coal production.

n today’s hearing we will examine the impact of Federal trans-
portation policies on coal utilization. Although all surface trans-
portation modes are used to ship coal, the economics of geography
and bulk shipping result in total dependency on rail transport by
most electric utilities and large industrial users. In effect, these coal
users are captives of the railroads. The coal industry estimates that
85 percent of all coal shipments can be handled only by rail.

The agency responsible for regulating rail rates in this uncom-
petitive environment, the Interstate Commerce Commission, has
recently approved major increases in coal-haul rail rates. In the
6-month period ending last month, San Antonio experienced a 46
percent rate increase which will cost its consumers $17 million a
year. Houston Lighting & Power Co. has seen its coal shipping rate
increased more than 60 percent above the level recommended by an
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ICC study on the cost of service. The utility estimates excessive coal
shipping rates will cost nearly $1 billion over the life of its present
. coal burning plants.

Now those kinds of staggering increases have really sent some
tremors throughout the ranks of major coal users. We have now
reached the ridiculous situation where it is cheaper for utilities in
Texas and Florida to import coal from South Africa and Poland than
it is for them to utilize U.S. coal carried by rail.

Of concern to this committee is the effects of these rates on the
national goal of coal conversion. President Carter has set an ambitious
goal of reducing utility consumption of oil by 50 percent by 1990.
He has encouraged other major oil users to make the investments
needed to convert existing boilers from oil-fired to coal-fired facilities.

But the ICC policy for setting coal rates will surely work at odds
with President Carter’s program to reduce our reliance on foreign
oil by substantially increasing use of domestic coal. Ever-higher coal
shipment rates could stop the President’s effort dead in its tracks.

The Department of Energy has predicted that the recent pattern of
coal rates will significantly delay the conversion of existing oil- and
gas-fired plants and the construction of new coal-fired plants through-
out the Southwest.

For example, the Celanese Corp. has recently canceled its plans to
convert four of its Texas plants to coal-burning facilities. The Celanese
proigram was halted after only one plant was shifted from gas to
coal.

What we are witnessing is a direct conflict between two Federal
policies. I was recently up at Camp David, and in talking to the Presi-
dent, members of the Cabinet, those who were there, I pointed out to
them that you had two Government departments absolutely at odds.
One of them urging higher coal rates, and the other urging lower coal
rates for the railroads in hauling that coal.

And it is time for the White House to intervene if we are going
to achieve the objectives of energy self-sufficiency in this country.

. What we have here is the makings of a policy mess of very serious
dimensions. Congress, the administration, the rail, electric utility, and
coal industries have to straighten things out before our national energy
goals for coal utilization are really thwarted.

Now I want to make it clear that in my judgment the revenue needs
of the rail industry are real and they are pressing. But this need can-
not be allowed to jeopardize national energy policy goals. The task
before us is to bring both energy and rail transportation policy into
balance so that the legitimate needs and interests of both sectors will
be served to the benefit and not the detriment of the Nation. It is my
hope that this hearing will help us to move in this direction.

I will go from this hearing to the Finance Committee where we are
working on the windfall profits tax, trying to decide how we are go-
ing to utilize these funds.

_ For the sake of conserving time and to make the hearing as produe-
tive as possible, I will ask our witnesses to form three panels.

The first panel will be composed of Mayor Lila Cockrell of San
Antonio and Don Jordan, president and chief executive officer of the
Houston Lighting & Power Co. The second panel will consist of the
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ICC Chairman, Daniel O’Neal, and Lynn R. Colman, General Coun-
sel of the Department of Energy. And the third panel will be com-
posed of Norman Lorentzsen, president and chief executive officer
of the Burlington Northern Railroad and Richard Miller, executive
vice president of the AMAX Coal Co.

Mayor Cockrell, the very able administrator of the 10th largest
city in the United States, we’re delighted to have you testify before
the committee. You will understand the problems of coal rates, the
burden that you have seen imposed on the people of San Antonio
through rising utility rates.

Mr. Don Jordan, distinguished chief executive officer of a major
utility company in this country. We appreciate the expertise you bring
to this hearing. We are pleased to have you both.

Mayor, if you will proceed.

STATEMENT OF HON. LILA COCKRELL, MAYOR, CITY OF
SAN ANTONIO, TEX,

Mayor Cockrerr. Thank you, Mr. Chairman.

I am delighted to be here today to testify before the Joint Economic
Committee on the problems facing my city and our municipally-owned
electric utility in attempting to use coal as an energy source for
electric power generation.

It is encouraging to note that this committee recognizes the dilemma
which results from two competing administration policies of en-
couraging the use of coal while at the same time moving toward de-
regulation of the railroads. As you know, President Carter re-
emphasized the switch to coal concept again just last week in his
energy speech to the Nation,

As mayor, I have served since 1975 as a member of the board of
trustees of our electric utility, City Public Service, CPS. I have wit-
nessed first hand the problems and the real distress caused to our
citizen consumers by the escalating cost of fuel. The problem began
in the winter of 1972 when CPS suffered its first serious curtailments
of natural gas.

In 1978, the natural gas supply curtailments increased in both
magnitude and duration and were accompanied by rapid price escala-
tion. Gas which cost about 25 cents per million Btu’s in 1972 has
escalated to over 50 cents per million Btu’s by late 1973. CPS moved
quickly to provide for alternate fuels for electric power generation.
Capabilities for the storage and utilization of fuel oil were greatly
expanded. In addition, and most importantly, CPS made the com-
mitment to utilize Western coal in two future 418 megawatt electric
generating units to be constructed on an accelerated basis.

I want to point out that City Public Service made the decision to
utilize Western coal based on two criteria. One objective was to lessen
dependence on oil and gas by switching to an alternate fuel. The other
objective was based on economics.

When the decision was made to build these coal burning plants in
1973, the freight rate for hauling coal from Wyoming to San Antonio
was $7.90 a ton. The capital costs of the two coal units and related fa-
cilities was $250 million, or about 2.5 times the cost of an equivalent
oil/gas-fired electric generating unit.
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In spite of these higher capital costs, CPS made the commitment
to coal in the belief that lower fuel costs over the life of the facility
would lead to lower total overall costs. The idea was that these lower
total overall costs would help to minimize consumers’ bills. Remember,
in 1978, every indication was that the price of coal, being a more
abundant and less precious fuel, would rise slower than the price of oil
and natural gas. This expected lower overall fuel cost for coal was the
primary condition that justified the decision to invest in the higher
capital cost coal plant.

With the initial rate of $10.93 per ton set by the ICC, these hopes
were realized. Average residential customers’ electric bills showed a
drop due to operation of the coal plant. As the freight rate continued
to escalate, however, this cost advantage has been lost. It now costs as
much to generate electricity from our coal plant as it does from the
gas-fired plant it replaced, and the projections for the future are that
the coal costs are now going to exceed that of the competitive gas and
oil that it replaced.

I have made frequent attempts to bring our plight to the attention of
those people who are in decisionmaking positions, including the
President.

In the fall of 1977, the Interstate Commerce Commission granted
our coal hauling railroad, Burlington Northern, permission to reopen
litigation and request an increase in the transportation charge by
almost 50 percent. Our city council passed a resolution on December 29,
1977, asking the Texas Public Utility Commission, the Texas Railroad
Commission, and the Department of Energy to assist us in protesting
the rate hike.

In March of 1978, I visited Barry Bosworth, Director of the White
House Council on Wage and Price Stability, asking for his interven-
tion on the grounds that the rate hikes were an example of the in-
flationary impact which his council was trying to avoid. I followed up
this visit with another series of letters to our congressional delegation
and the Governor, asking for support of the city’s protest.

In October of 1978 the ICC granted an increase of almost 30 per-
cent to be effective December 1, 1978. When the ICC granted another
5.5 percent rate increase effective December 15, 1978. I sent a tele-
gram to the President calling attention to the contradiction these in-
creases represented to the administration’s inflation fight. The re-
sponse from the White House was disappointing.

In April of this year, Congressman Bob Eckhardt, chairing the
House of Representatives’ Committee on Oversight and Investiga-
tions, held a series of hearings into the problem, at the invitation of
Congressman Henry B. Gonzalez. I testified at the hearing in San
Antonio, again hoping that the problem would get real scrutiny.

Just this past May, I was invited to testify before the President’s.
Commission on Coal chaired by Governor John Rockefeller of West
Virginia. I appeared on Tuesday, May 29, and received what I felt
was a sympathetic reception and understanding of our problem. The
chairperson of the ICC appeared before the Coal Commission on the
following day and was asked some hard questions as a result of my
testimony.

Leaving Washington, I felt that at least we were making some
real progress. Unbelievably, on Friday of that same week, the ICC
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granted another 6.9 percent hike and has since added two more in-
creases of 1.2 percent and 1.4 percent in the past 2 months, alone.

All T can add is, where is it all going to end? With this prob-
lem very much on my mind, I attended the U.S. Conference of
Mayors’ meeting in Pittsburgh in early June. I sponsored a resolution
asking that the Nation’s mayors accept the problem as a part of
their policy program for the coming year.

The Conference agreed and as a result their staff is also at work
on the issue. San Antonio is not alone in this situation. There are
more than 100 other cities which will be impacted in a similar way
if the problem remains unresolved.

I left that meeting, and was a member of a delegation invited to
tour cities in the People’s Republic of China. I took advantage of
the trip to meet with representatives of the Mitsubishi Corp. of Japan.
Mitsubishi is part of a consortium which owns and ships Australian
coal. At this point, let me be frank. It seems ridiculous to me that
there is even a remote possibility that we can better serve our citizens
by importing coal from half way around the world than we can by
using our own resource.

I am well aware of what that eventuality would do to the balance
of payments situation in the Nation. However, we do have an obliga-
tion to protect our citizens as best we can from exorbitant and in-
flationary costs, no matter what the source.

I might add that we are in continuing negotiations with the Mitsu-
bishi Corp. and will be over the next months to determine whether
or not that provides a cost-effective alternative.

In San Antonio, we find it ironic that here we are in the forefront
of the effort to diversify our fuel base—making major utilization of
coal in compliance with national energy goals—and yet having to
fight the battle of injurious coal freight rate hikes with little help.

As you may know, San Antonio is not a rich city. Although we are
located in the Sun Belt, and we are experiencing new growth, we face
many of the problems associated with poverty found in America’s
older cities. It is doubly distressing that at the same time we are fight-
ing these problems on all fronts, so much of the income which could
stay within our economy is totally removed. That amount is approach-
ing $50 million annually.

So we are asking for your help—not just for our San Antonio con-
sumers, but for the national goal of removing obstacles to greater
utilization of coal; one of our Nation’s most abundant natural re-

“sources.

San Antonio has consistently asserted that the coal-hauling freight
rate which we pay should be based on the actual costs of hauling our
coal. We reject the variety of very novel cost-inflating theories that
the railroads have used in an attempt to justify higher coal freight
rates. We also reject arguments which attempt to set the market price
of coal by comparison with an inflated cartel-based price for oil.

Our attorneys and rate analyst have substantial evidence that our
present coal freight rate is producing a disproportionately high rate
of return to the railroads. CPS has utilized the economic consulting
services of L. E. Peabody & Associates of Landover, Md., along with
the expert testimony of George H. Borts of Providence, R.1., in its
litigation before the ICC. We would be pleased to make these expert
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witnesses available to you should you consider their help to be
advantageous.

As a result, the electric customers of San Antonio are virtually sub-
sidizing other, less profitable, rail hauls in different markets. We do
not obect to paying our fair share; but we strongly object and protest
to paying more than our fair share.

Between 1973 and 1979, the freight rate for hauling coal to San An-
tonio increased by 133 percent. The comparable increase in the Con-
sumer Price Index [CPI] was 60 percent. Even though the average
San Antonio residential electric customer is using only about 1 per-
cent more electricity than he used in 1973, he has seen his electric bill
increase by 126 percent. Having made a $250 million investment in
the coal plant and its related facilities, it most certainly would be un-
fair to the citizens of San Antonio if their electric bills continued to
rise because of unnecessary and unwarranted increases in the cost of

hauling coal.

While the railroads’ overall earnings in the past may have been in-
adequate, more recent pronouncements from the western railroads
have shown that substantial contributions to their current income are
derived from coal hauling at existing rates. ‘

I might say in summarizing that San Antonio has done what it’s
been asked to do in advance, in the forefront of the Nation’s utilities
in moving to coal. We are now in the position where we are faced with
disastrous coal freight escalation, which is making our investment
prove a real disadvantage economically for our citizens. We feel that
this is a terrible situation, we ask your help. Thank you.

Senator Bentsen. Thank you very much, Mayor Cockrell.

Mr. Jordan, if you will proceed, and we will ask questions at the

completion of the panel’s statements.

STATEMENT OF DON D. JORDAN, PRESIDENT AND CHIEF EXECU-
TIVE OFFICER, HOUSTON LIGHTING & POWER C0., HOUSTON, TEX.

Mr. Jorpax. Very good. Thank you, Mr. Chairman.

I am president and chief executive officer of Houston Lighting &
Power Co., an investor-owned electric utility serving a 5,600-square-
mile area of Texas that includes nearly one-fourth of the State’s popu-
lation. T am appearing today on behalf of my own company and on
behalf of the Edison Electric Institute, the principal national asso-
ciation of investor-owned electric utility companies. Member com-
panies of the institute provide 77 percent of all electric power pur-
chased in the United States.

H.L. & P., like many other companies in this country, is attempting
to move forward in reducing our traditional use of natural gas boiler
fuel by greater use of coal in conformity with our national energy
policy. We, like Mayor Cockrell, are running into several problems,
not the least of which is transportation, in getting this done.

Because our problems are similar to many others in the State, I
would like to relate those to you very briefly. I would, however, state,
since T believe Mavor Cockrell has outlined the problem very defini-
tively for you today, it should be on the record in such a way that
not only Houston Lighting & Power Co., but also the Edison Electric
Institute, supports the statement she made earlier.
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Mr. Chairman, at the time Houston Lighting & Power Co. made
the election to move to coal, the railroads were offering to transport
our coals from Wyoming to Houston, in our cars, for $6.50 per net ton.
If this price is then adjusted for increases subsequently authorized
by the ICC, it would have risen by the spring of 1978, when we actually
started hauling coal, to about $11 per ton. The adequacy of this rate
is attested to by several studies made some months prior to that time.

I would call your attention to three specific studies that prove this
in our view. First, we had a rate consulting firm of L. E. Peabody &
Associates, which found that the costs to supply this service by the
railroads, before profit, was $8.61 per ton.

The Office of Technology Assessment, in order to determine the
feasibility of coal slurry pipelines, made an individual study and
came up with $9 a ton. Finally, the ICC’s own study showed the
railroads’ costs to be $9.59 a ton. As a result of that, we went to the
ICC and asked them to set a rate of $11 a ton for Houston Lighting &
Power Co., relying upon that initial quoted rate of $6.50 plus the
adjustments made by the ICC.

We were a little surprised, however, when they set the rate at $15.60,
which is some 60 percent above the figure which they themselves had
come to.

Mr. Chairman, our annual coal requirements when we get our
fourth coal-fired unit constructed will be approximately 8 million
tons per year, which in our judgment will allow the railroad to make
an excessive profit of approximately $1 billion. I know you are going
to hear testimony that will attempt to refute this and deny that it’s
there. But I would submit to you that we have seen no numbers at
Houston Lighting & Power Co. indicating cost figures that would
disprove the studies that have been made or serve as a basis upon
which the cost structure requested by the railroads has been based.

We don’t believe the citizens of Houston or, for that matter, other
portions of this country, should bear a disproportionate share of the
cost of keeping the railroads healthy. Now, in our view, the high cost
of transportation has in some cases foreclosed the option of moving to
coal. We ourselves have just announced two 750-megawatt lignite
plants that will be built in Texas, using Texas lignite. Some companies
don’t have that option because they could not build these units and
transmit the power through transmission lines into their service area.

I would like to give you three very quick examples. Central Power &
Light Co., located in Corpus Christi, decided in 1973 to build coal-
fired plants, one of the first to be built in our State. As they nego-
tiated with the railroads and tried to come to grips with what place
to buy their coal, they were initially quoted a rate of about $10 to
$10.25 per ton to move the coal to Corpus Christi.

As they moved along in their negotiations for Colorado coal, that
rate for the railroads was increased to $19 a ton and caused Central
Power & Light Co., to believe that perhaps that was not the best place
to buy their coal. They now have made some extensive studies in
South Africa to determine what they will be able to buyv coal from
there. They have, in fact, bought some 40,000 tons which they are
moving into Corpus Christi to test burn. It appears to be good coal.

‘What you are faced with in a situation like this, Mr. Chairman, is
that, in spite of the fact that they have a 300-mile rail haul in Africa,
a 7,000-mile nautical movement, and another 88 miles from the Port
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of Corpus Christi to the location of their plant, and in spite of the
fact that you have two additional handling processes when you have
to load it from the rail cars onto the ship and from the ship back onto
the rail cars, they still believe they can buy that coal at about 20
cents per million Btu cheaper than if they used coal from this country.

The second example I would call your attention to is Tampa Elec-
tric Co. In order to meet environmental standards in burning coal,
they had to acquire some medium sulfur coal from Tennessee an
Kentucky. In order to do that, they shipped some of their coal by wa-
ter and they had to convert this to rail hauling.

Doing so, they found that the total cost about $31 to $33 per ton
delivered in Tampa, only $8 of which happened to be the railroad
hauling charge. They looked around at western coal and tried to
find a source out in Utah, Montana or some of those areas. They dis-
covered that the cost of coal would be about $20 a ton to move it into
Tampa, or move it close enough where they could put it on barges,
making the total cost of coal at that time around $40 per ton.

This is an excessive number of dollars which they didn’t feel their
customers could pay, so they became aware of some coal in Poland.
They have contracted for 25 percent of their requirement from Po-
land. All they have stated is that they clearly do not want to have to
rely on excessive amounts of foreign coal, but they do expect to use
approximately 25 percent of foreign coal.

1 think you pointed out very clearly, Mr. Chairman, in your open-

ing statement, not only utilities are affected by this. Even though

utilities burn by far the greatest amount of coal in this country, in-
dustrial customers are also faced with the same situation.

I think we will find around the country that, unless we can come
to grips with the question of pricing for hauling of coal, you will
find many industrial companies who will go the way of Celanese in
making the decision that they simply cannot compete in the market-
place if their costs go that much higher.

We recognize, Mr. Chairman, that rate increases for the movement
of coal are not uncommon in the 40 to 50 percent range over the last
several years. Usually it’s imposed by the railroads without supplying
data as'to their costs to supply that service, as is normally required
of other regulated industries in ratemaking proceedings.

We recognize the needs of some railroads to improve their revenue
positions. We also recognize that there are some segments of the rail-
road industry, such as ConRail, which are in such serious trouble
as to require congressional attention. However, we also know that
there are other railroads which are enjoying unprecedented prosperity,
among which are included the western coal-hauling roads.

We believe the hauling charges placed on customers should be based
on the hauling service to the individual place that receives the coal.

Mr. Chairman, I would be pleased to answer any questions.

Senator BenTseN. Thank you very much.

[The prepared statement of Mr. Jordan, together with the statement

of the Edison Electric Institute, follows:]

PREPARED STATEMENT OF Do~ D. JORDAN

My name is Don D. Jordan. 1 am President and Chief Executive Officer of
Houston Lighting & Power Company, an investor-owned electric utility serving
a 5,600 square mile area of Texas that includes nearly one fourth of the state’s
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population. I am appearing today on behalf of my own company and on behalf
of the Edison Electric Institute, the principal, national association of investor-
owned electric utility companies. Member companies of the Institute provide 71
percent of all electric power purchased in the United States.

HL&P is attempting to move forward in reducing our traditional use of nat-
ural gas boiler fuel by greater use of coal in conformity with our national energy
policy as reiterated by the President in his energy message to the nation of last
week.

However, we are experiencing severe problems as a result of the very high rates
for coal traffic being imy osed by railroaas with the blessing of the Interstate
Commerce Commission. Because our problems are typical of those being encoun-
tered by other companies engaged in coal conversion programs, I would like to
describe them briefly to you.

At the time we were making the important decisions to proceed with our coal
conversion program, the railroads were offering to transport our coals from Wyo-
ming to Houston in our cars for $6.50 per net ton. If this price is then adjusted
for increases subsequently authorized by the ICC, it would have risen by the
spring of 1978, when we actually started hauling coal, to about $11.00 per ton.
The adequacy of this rate is attested to by several studies made some months
prior to that time.

One study commissioned by our company was made by the rate consulting
firm of L. BE. Peabody and Associates. That very comprehensive study showed
that the railroad’s cost to provide the service, before profit, was $8.61 per ton.
Coincidentally, another study made by the Office of Technology Assessment to
determine the economic viability of coal slurry pipelines found the railroad’s
cost to be right at $9.00 per ton. And finally the Interstate Commerce Commis-
sion’s own study of the matter showed the railroad’s cost to be $9.59 per ton.

Based on our study and on rates being paid by other shippers for service of
the same type, we asked the ICC to set a rate of $11.00 per ton, which we are
convinced would allow the railroads an adequate profit. The reasonableness of
this rate is confirmed in our view by the fact that this is roughly the same rate
which results from applying escalation to the railroad’s original quotation of
$6.50 per ton up to the time of the cost studies. Nevertheless, the ICC approved
an initial tariff of $15.60 per ton, more than 60 percent above the figure their
own study had shown to be the railroads’ cost of providing its service.

Mr. Chairman, our annual coal requirements, after completion of our last
coal-fired unit, will be approximately 8,000,000 tons. It is obvious that the exces-
sive profit allowed the railroads by the ICC, will cost our customers a sum
approaching one billion dollars over the life of the plants.

We do not feel that our customers should bear such a disproportionate cost
of revitalizing the nation’s railroads, especially since they must already bear a
disproportionate cost of the national objective of reducing the use of natural
gas and oil as boiler fuels. However, in our view the high transportation costs
involved in the use of coal have just about foreclosed that option to us, and our
future construction plans call for use of either nuclear or lignite fuels.

Other companies are not so fortunate, however, as to have useable lignite
deposits within reasonable transmission distances, and have had to turn to
other alternatives.

A case in point is Central Power & Light Company, located in our same general
region. CP&L with headquarters in Corpus Christi, Texas, decided in 1973 to
add one or more coal-fired units to their system, which previously had been
almost entirely dependent on natural gas. In 1974, after evaluating a number
of possible sources of coal, they began negotiating with a supplier in Colorado
and with the originating railroad to achieve the lowest possible delivered cost.

However, from an early “ball-park” estimate by the railroads of from $10.00
to $10.25 per ton for hauling of this coal, the quoted rate rose to almost $19 per
ton after the coal supply contract had been executed.

As a result of their experience, CP&L has come to believe that foreign coal
may well be the solution to their future coal needs. While they are irrevocably
committed to purchase Colorado coal for their first coal unit, they have conducted
considerable research on African coal. Indeed, they have already purchased one
shipload of this coal—approximately 40,000 tons—for use in testing their new
plant and associated coal handling equipment.

Despite the fact that this coal must undergo a 300 mile rail haul in Afriea,
a 7,000 nautical mile ocean voyage, and a truck haul of 88 miles from the Port
of Corpus Christi to the CP&L plant, which involves not only a much longer
distance than the Colorado coal but also two additional handling steps, the
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delivered cost of the Africam coal is still estimated to be at least 20 cents per
MMBtu less than for the Colorado coal at the coal transportation rates now in
effect. This is the reason for Central Power & Light Company’s statement that
this price offers possibilities of a reasonable delivered cost for deliveries of
African coal to that company’s next coal-burning unit.

The Tampa Electric Company of Tampa, Florida provides another illustration.
As a result of the envirommental requirements of the Clean Air Act, TECO
began in 1975 the use of a certain medium-low sulfur coal—the Blue Gem seam—
found in northern Tennessee and southeastern Kentucky. The geographic loca-
tion of the Blue Gem reserves precluded the use of inexpensive water transporta-
tion to TECO’s plants. Motor carrier transportation of the coal was not a viable
alternative either due to the distance involved and the large tonnages required

Thus, in TECO's own words, it was and literally is captive to the railroads in
movement of this Blue Gem coal to its generating plants. In mid-1975, when
TECO began burning this ccal, the delivered cost of the lower sulphur Blue Gem
coal was approximately $31-33/ton at Tampa, including rail tariffs of approxi-
mately $8 per ton. The $8 tariff was approximately 20 percent higher than for
water delivery of TECO’s then standard coal delivered a greater distance from
western Kentucky.

Although TECO considered the use of coal from the western United States,
especially from Utah, it concluded that the high cost of its transportation by rail
precluded its use as a viable alternative. For example, the rail transportation
charges for delivery of coal from the Utah mining areas to a barge loading dock
on the Mississippi River approximated over $20/ton. On top of this there was
the additional cost for the final water delivery of the coal to Tampa, making
the total delivered cost of the coal in the mid-forty dollar range.

In late 1975, TECO became aware of the availability of low sulphur coal from
Poland. Investigation indicated that the coal would be suitable for use in TECO’s
boilers, and it was economically priced—in the $25-$26 price range delivered to
Tampa. Although TECO has publicly indicated that it will not become heavily
dependent upon foreign coal purchases, it also has stated that it does intend to
utilize foreign coal for perhaps as much as 25 percent of its coal requirements
for the next few years if it is reasonably certain that such purchases are in the
best overall interests of its customers.

Mr. Chairman, utilities are not the only ones affected by these problems. In-
ordinately high rail tariffs are also impeding industries in shifting from oil and
gas boiler fuels to the use of coal. The recent experience of Celanese Chemical
Company, Inc. is a case in point. Celanese is the first industrial firm in the greater
southwest to undertake replacement, at several of their plants in that region,
of natural gas-fired boilers with boilers using coal. In the case of one plant in
north Texas, plans call for shipment of high quality western coal by unit train
a distance of 707 miles from Colorado to the plant in Pampa, Texas.

Celanese found, however, that once they signed contracts for the coal, and
committed the necessary capital to the conversion project, the cooperative atti-
tude previously exhibited by the railroads vanished. Very high hauling rates were
quoted by the railroads, as a result of which Celanese approached the ICC in am
‘effort to secure some degree of reasonableness in the rates to be charged. There-
upon, the railroads filed a capital incentive rate which in the words of the
management of Celanese was “rubber-stamped by ICC.”

Celanese has pointed out the fact that conversions to coal by industrial firms
are carried out in a competitive environment. Decisions involving such conver-
sions are therefore extremely sensitive to the high and unpredictable coal hauling
tariffs imposed by the railroads and approved by the ICC. Celanese has decided
to move forward with conversion of the Pampa plant to coal because of commit-
ments made earlier. However, they have shelved the plans to convert three other
Texas Gulf Coast plants beause to do so would place them at a serious competitive
disadvantage. In the words of Celanese, “this situation will greatly impede the
efforts of the nation’s industries to increase the use of coal as a means of helping
extricate ourselves from our excessive and dangerous dependence on foreign oil.”

Mr. Chairman, there are a few examples of the problems faced by utilities and
large industrial users. We are particularly vulnerable to rising coal tariffs since,
for the most part, we are captive not only to a particular mode of convevance, but
a particular carrier as well. Rate increases of as much as 40 percent to 50 percent
over the last several years are not uncommon, and most usually have been im-
posed by the railroads without the provision of cost data normally required of
other regulated industries in ratemaking procedures.
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We recognize the needs of some railroads to improve their revenue positions.
We also recognize that there are some segments of the railroad industry—such
as Conrail—which are in such serious trouble as to require Congressional atten-
tion. However, we also know that there are other railroads which are enjoying
unprecedented prosperity among which are included the western coal-hauling
roads. )

The Congress recognized in the 4R Act that there is traffic over which the
railroads enjoy a monopoly. It deregulated rates on all competitive traffic, reserv-
ing ICC jurisdiction only in those situations in which the railroads have a monop-
oly, or enjoy “market dominance”.

The Commission has implemented the 4R Act by establishing certain standards
which create a presumption that there is market dominance. If the Commission
finds market dominance, it retains jurisdiction over the reasonableness of rates.
The shipper receives a Commission prescribed rate with no corresponding obliga-
tion to ship thereunder. EEI proposes to modify this situation. In order to qualify
its shipments as captive traffie, in those cases in which the movement meets the
standards of market dominance, the shipper would be required to declare itself a
captive shipper with an obligation to commit itself to railroad service for the
designated movement so long as the shipper desires to retain the captive designa-
tion. If a captive shipper entered into negotiations with a railroad for contract
rates, any agreement resulting from such negotiation would not be subject to
attack for the length of the contract either by the shipper or by the carrier. If
the parfies were unable to reach agreement, the Commission would fix a maxi-
.num reasonable rate. .

EEI also proposes that there be continued regulation by the Commission of
maximum reasonable rates for captive traffic. The regulatory burden on the rail-
road industry can be revised by giving the railroads complete freedom to estab-
lish a rate which will cover variable and fixed costs and a rate of return at a
level fixed by the Commission on the property used to provide service for the spe-
cific movement. This will require identification of the assets used for the captive
movement in issue and all other traffic using the specific assets. We would expect
the allocation to be made on a pro rata, ton-mile basis.

These are but a few of the recommendations which the Institute would make
with respect to modifications to the existing laws covering rail rates. Attached to
my statement, for the record, is the Institute’s statement on Railroad Deregula-
tion Act of 1979 (8. 798), which describes in greater detail its concerns about
captive coal traffic and its suggestions regarding effective but fair ratemaking
practices for coal transportation needs.

Mr. Chairman, I would be pleased to answer any questions you or any of
he members may have.

STATEMENT OF THE EpIsoN ELECTRIC INSTITUTE ON S. 796, RATLROAD DEREGULATION
Act oF 1979

SUMMARY OF EEI POSITION

Like the Administration, we recognize the need to restore the financial health
of ailing railroad systems; we are dependent on the railroads for delivery of our
fuels. Our concern with the proposed Railroad Deregulation Act of 1979 (the
“Act”) is that it will confer on some railroads the right to use their market power
to raise the rates for coal transportation unilaterally and thereby sharply drive
up our customers’ rates. Moreover, national energy goals will be impeded without
necessarily benefiting those railroads which actually need financial assistance.

First, we will explain the “captive” character of utility coal traffic moved by
rail—that is, traffic for which rail service is the only economically available
method for transporting coal—and our concern with the effect further deregula-
tion will have on the cost of our coal supplies.

Second, we will present the utility industry’s recommendations for preserving
the minimum necessary rate and service protection for captive utility coal traffic
in 2 manner consistent with additional railroad deregulation.

MISCONCEPTIONS UNDERLYING THE ACT

Our industry is not convinced that further legislation is required to accomplish
some of the stated objectives of the Act nor that the acknowledged fact that
we have some problem railroads can fairly be ascribed to the ICC. As Chairman
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O’Neal has pointed out in several recent speeches, the railroads have not signifi-
cantly utilized the ratemaking flexibility afforded by the 4-R Act designed to
enable them better to compete with other modes of transport. Moreover, the
references by Secretary Adams, in introducing the deregulation Act, to tailored
rates and services, consolidated routes and joint facilities would suggest that
these avenues of self-help are now foreclosed to the railroads—which is not the
case. The wide disparity in the financial performance of individual railroads-
under the same system of regulation-suggests that the Congress should broaden
its inquiry beyond the regulatory scheme to determine whether there are solutions
to complex railroad problems that are susceptible of achievement without the
necessity of depriving captive shippers of the restraints on monoploy power.

The stated underlying premise of the Act is that transportation competition
is present—or would come into being within five years—with respect to all rail
traffic.

This is a false premise. Competition has and will occur where technical and
economic realities permit it. Competition is not present now—and will not be
present in the foreseeable future—with respect to much utility coal traffic.

With the exception of captive rail traffic such as utility coal, which Congress
found to be vulnerable to monopolistic practices, the existing 4-R Act would
allow railroads to engage in competition of the most extensive sort. In the cur-
rent regulatory environment, those railroads that are managed efficiently and/or
have favorable commodity shipping patterns have thrived. Those like Conrail
with non-compensatory traffic or inefficient use of resources have not. Competi-
tion under the 4-R Act has not stopped the decline of these railroads because
a solution to their problems cannot be achieved until, as appropriate, their pro-
ductivity is improved, revenue is maximized from competitive traffic and non-
compensatory traffic is eliminated but in any event not subsidized by its captive
traffic. The railroads have failed to attack these problems adequately with the
tools provided by Congress in the 4-R Act.

NEGATIVE IMPACT ON CONSUMERS AND NATIONAL ENERGY GOALS

The Administration’s effort to solve the problems of Conrail and a few other
lines with a blanket industry solution through the Act has important negative
implications for electric utility consumers and the national energy policy.

The increased coal shipping rates the Act could trigger will immediately gen-
erate higher prices for electricity for consumers. Coal shipping rates represent
over half the delivered price of coal for a number of utilities; fuel prices are
roughly 36 percent of electric power revenues.

In addition, the Act could impede coherent development of national energy
policy. As the Powerplant and Industrial Fuel Use Act highlights, coal use is
the key to reduced dependence on foreign oil. The electric utility industry is the
nation’s largest coal user. Sharply increased coal freighi rates resulting from
the Act could adversely affect the national policy to maximize the use of coal.

IMPACT ON CAPTIVE COAL TRAFFIC: THE ROOT OF THE UTILITY INDUSTRY PROBLEM

The Act’s effect on “captive” coal traffic is the root of our concern. It is im-
portant for the Congress to appreciate: (1) that coal transport is of fundamental
importance to utilities’ operations; and (2) that many utility coal shippers are
captive to railroad service.

Utilities consume 470 million tons or 71 percent of all coal produced domes-
tically today, and it is estimated that they will consume at least 785 million
tons of the coal produced in 1985. Today 50 percent of utility coal is moved
by rail and the quantity will increase as more coal reserves are developed. In
varying degrees, electric utilities use coal to produce electrical energy. Some
utility companies produce as much as 80 percent or more of their energy from
coal-fired generating plants. For others, it may be only 20 percent.

Much of this coal must be transported hundreds of miles, with some moving
as much as 2,000 miles from mine to powerplant. Only a few uttility companies
are situated where they have been able to construct mine-mouth generating plants.
Where it is economical, utilities may utilize truck transportation for short
distances, and barge transportation where rivers and harbors are accessible.
Some companies even use conveyor belts for short hauls. Many utilities, how-
ever, have coal-fired plants served by only one rail carrier. More than one
carrier must participate in a move where the mines in question are located near
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one railroad, but the plant is served by another. The important point is that
for a substantial number of coal fired plants, rail service is the only method
of receiving coal at the plant.

Moreover, utility powerplant boilers are designed to burn coal with a cer-
tain range of characteristics, e.g. Btu content, ash content, sulfur content, often
after long term contracts for acquisition of such coal have been entered into years
before the plant comes on line. The location of the plants is dictated by many
factors including availability of water, location of load need, and, in many cases,
by regulatory requirements. Rail facilities—increasingly frequently carrying
utility-owned unit trains to utility-owned facilities—are an integral part of this
process. With respect to many utility powerplants, usable alternative sources
of fuel are limited. Neither fuel nor site—nor consequent transportation com-
mitment—can be changed without potentially prohibitive economic penalties.

In these situations a rail carrier possesses the attributes of a monopolist.
The captive shipper is locked into a railroad; there is no alternative. It is this
circumstance in which the electric utility industry fears the potential abuse of
monopoly power.

The record shows that some railroads have exploited captive utility shippers
of coal, when given the opportunity. Repeated significant increases have been
experienced in across-the-board general revenue proceedings and in individual
proceedings.* However, these rate increases have not necessarily assured good
rail service, which in several cases has declined.

It would be a great mistake for Congress to assume that what the Administra-
tion terms railroad deregulation is analogous to airline deregulation. In par-
ticular, there is no analogy in the airline industry to captive utility shippers
of coal. Airlines are not as freight intensive as railroads, nor are their routes
as locked in by heavy fixed asset investments. Price shifts in the airline industry
can more readily trigger consumer responses. Therefore, Congress should strue-
ture rail deregulation plans which are tailored to the requirements of the rail-
roads and shippers who use them.

DEFINING CAPTIVE TRAFFIC

In the 4R Act, Congress properly decided to free the railroads from regula-
tion where they encountered effective competition. Congress also decided there
is some traffic over which the railroads have monopoly power (“market domi-
nance”). As to such traffic economic regulation was preserved because the com-
petitive restraints of the marketplace were lacking. Nothing has changed in this
regard since enactment of the 4-R Act.

The ICC has evolved a series of tests for “market dominance” under the 4-R
Act. We propose a modified approach to defining captive traffic. The ICC (or
other responsible Federal regulatory agency designed by Congress) should be
required to promulgate objective standards to define when traffic is captive.
These could well be substantially the same tests as have been developed under
the 4-R Act but with an additional requirement added. ‘Whenever a shipper
believes that a movement of its traffic falls within the scope established by these
standards, it could unilaterally declare that movement to be captive, subject to
the requirements deseribed below. If the affected carrier disagreed tbat the
traffic fell within the scope of these standards, the 1CC would make a final
determination of that one issue within a brief period following notice of such
disagreement.

A shipper would have two alternatives with respect to a movement thus
designated captive. It could seek to negotiate with the rail carrier and establish
a contract rate, which would be beyond challenge by the shipper or the carrier.
Alternatively, the shipper could elect to have the rate set by the ICC.

A key obligation on the shipper would be attendant on its assumption of
captive status: so long as the captive designation were retained, the shipper
would be obliged to commit itself to railroad service for the movement in
question subject, of course, to force majeure occurrences and service failures by
the carrier which prevented such carriage. If better transportation opportu-
nities became available to the shipper, it could unilaterally elect to remove the
movement from captive status with appropriate notice and subject to any exist-
ing contracts.

1 For example, Increased Rate on Coal, Louisville and Nashville Railroad Company,
Docket No. 37063—38 percent increase on coal.

54-244 O - 80 - 2
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RATEMAKING FOR CAPTIVE TRAFFIC

Continued ICC ratemaking powers need only exist in the context of captive
traffic. In our view, so long as the rate for captive traffic is greater than variable
cost but does not exceed the full cost for the movement of the commodity in
question—that is, the rate covers all variable and fixed costs and a fair return
on the assets used in the movement—the rate should be considered to be just
and reasonable. This concept would reduce the regulatory burden on the rail-
roads by giving them complete freedom to establish such a rate without further
justification and without the possibility of investigation and possible suspension
by the ICC.

‘When the rate exceeds such full cost level, the burden on justifying it should
fall upon the carrier, which must introduce evidence demonstrating (a) revenue
need requirement for equitably imposing an additional burden above full costs
on captive traffic; (b) that the contribution of competitive traffic is being
maximized ; and (c¢) that no part of the revenue need arises from its handling
of non-compensatory traffic.

While the full cost approach to a maximum ratemaking we have proposed is
generally equitable, in order to protect electric energy consumers—and other
consumers of products of captive shippers—from open-ended increases in car-
rier rates, the legislation should establish some continuing limitation on the
maximum rates which a carrier can be allowed with respect to a captive move-
ment. Otherwise it could be forced to bear an unconsecionable burden.

S. 796 fixes as & maximum rate during the transition period (in the proposed
new 49 USC § 10701a(6)) a rate yielding a return on the capital used to pro-
vide the specific service equal to twice the overall adequate rate of return which
a railroad requires. This methodology appears to have merit., We suggest, how-
ever, that a formula be adopted as a permanent standard, and we find the 200
percent standard unacceptable.

SERVICE PROTECTION FOR CAPTIVE TRAFFIC

Congress must realize that in the deregulated environment proposed by the
Act, capitve traffic will be exposed to possible exploitation from a service as
well as a rate standpoint. Reductions in—or simple failure to provide—service
could possibly occur in lieu of increases in rates. Clearly, therefore, the Act
should preserve the present common carrier obligation or provide railroad
service on a fair and equitable basis.

Moreover, it is our view that the legislation should incorporate specific pro-
visions to insure that enhanced railroad revenues are devoted, to the extent
necessary, to service improvements. The electric utility industry has herein rec-
ognized the necessity for captive traffic, under certain circumstances, to make
a greater contribution—within defined limits—to railroad revenues than is made
by average non-captive traffic. It is equally important to require that the rail-
roads utilize all additional monies thus made available to improve service, and,
that authority be provided to impose reasonable sanctions upon them for fail-
ure to do so.

Railroad tariffs at the present time penalize shippers that detract from rail-
road efficiency, such as demurrage charges for excessive ecar detentions. Yet
railroads vary widely in meeting projected unit train cycle times and other
transit times. The Act should properly impose standards of reasonable perform-
ance upon the railroads, to be implemented by the appropriate regulatory agency.

Specific protections need to be built into the Act in order to prevent coal haul-
ing by utilities from being adversely affected. We consider the following safe-
guards to be necessary :

‘With respect to car service :

Establish standards of reasonable and adequate service, e.g. car and lo-
comotive availability, appropriate assembly and destination practices, and
a right to petition for improved service ;

Authorize tariff penalties on railroads for poor service and incentives for
improved handling and use by the railroads of utility owned cars.

‘With respect to non-discrimination :

Expand the proposed statutory provisions to include service and other
matters.

With respect to common carrier obligations:

Preserve common carrier obligations as they exist currently, without the
modifications proposed by the Act.
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With respect to joint rates:
Require and regulate joint rates, so that shippers cannot be confronted with
arbitrary, uncoordinated rates posed by carriers.
Overall, it is clear that captive shippers will have a heightened need in a de-
regulated environment for the ICC or some other Federal regulatory body to pro-
tect their rights for service protection.

FACILITATING MARKET ENTRY

Another means of improving service is facilitating entry into the market for
providing tranportation services. We support the provisions proposed in the Act.
Board support in the Act for utility exercise of rights of eminent domain to ac-
quire, for example, rail spurs necessary to meet intra or intermodal transportation
altenatives would further serve to facilitate maket entry. So too would Admin-
istration support for coal slurry pipelines—a position which has not enjoyed
DOT’s support, because of its solicitious concern for the railroads. At the least,
DOT and DOE should be directed to investigate how slurry pipeline development
could increase competition and reduce the need for regulation.

CONCLUSIONS

To sum up, the utility industry endorses the Act’s proposed deregulations meas-
ures for the railroads’ competitive traffic. However, the utility industry is not
prepared to expose its captive coal traffic to the threat of uninhibited monopolis-
tic rates and service exploitation. Unbridled freedom to raise rates on captive
traffic to whatever level is desired by the railroads cannot be viewed as an incen-
tive to improve efficiency, to eliminate noncompetitive traffic or to maximize
profit on competitive traffic.

The Administration has emphasized the future capital gap facing the railroads
and the value of railroad deregulation in shrinking that gap. While the utility in-
dustry supports closure of the gap, we feel that such closure should not be effected
by requiring captive military coal traffic to pay unconscionable rates, The gap is
better closed by encouraging, through appropriate ratemaking techniques and
service protection provisions, the maximization of return on competitive traffic
and improved efficiency, including, where necessary, railroad reduction in re-
dundant or obsolete assets. This is the course which must be followed if the ad-
verse effects on the nation’s consumers and energy policies which the Act could
cause are to be avoided.

Senator Bextsex. I share the frustration you have expressed about
the railroads and some of the financial problems they are having. But
trying to achieve some kind of balance to achieve increased utilization
of coal and more energy independence is also a very major concern
and objective. .

But T don’t see where you get energy independence if you start haul-
ing coal in from Africa and some of these other areas. Yet I can under-
stand the economics of it. We have had a lot of inflation since 1969 in
this country.

We have a chart up here that shows that. This is what is happening
to the railroad freight rates on coal since 1969. If you took this index
here as 100, by 1979 we see it at 228 percent of what it previously was.
If we take the GNP deflator for that same period of time, it’s 175 per-
cent. If we take the CPI index, it’s 177 percent.

So we see that freight rates on coal have gone up substantially more
than inflation has during that same period of time. One might wonder
why we're having a hearing here in the Joint Economic Committee.
Wo are not a committee that initiates legislation. But it’s our responsi-
bility to look at the long-term effects on the country of major policy
decisions.

And it’s interesting to me—Senator McGovern, I think you will be
interested—at the Camp David meetings, how often the annual report
of the Joint Economic Committee was referred toand how many copies
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of the annual report were there, and being used as references by Cabi-
net members and by White House staff and by Members of the
Congress.

And the evidence that is brought forth from this hearing and the
studies that will result will be used by this committee and, in turn, used
by other legislative committees on which to base some of their decisions.
I for one will be taking it to the Finance Committee to discuss
our concerns there in what we do with our tax structure.

Now, as I understand the comments that we have heard so far, the
Department of Energy now is concerned that the cost of delivered coal
has reached such @ point in the Southwest thatadditional conversion of
electric utility plants to coal and construction of new coal-fired plants
will be delayed, and some of them perhaps will be negated completely.

Would you care to comment on that, either of you ?

Mayor CocrRELL. Yes, sir. I feel that certainly I have no right to
speak for the Department of Energy. But it’s our understanding that
in their efforts to urge diversification to coal, they recognize the impact
of the experience of cities such as San Antonio or Houston, because
frankly, news of this kind gets around, and other mayors of munici-
palities learned of the problems that are being experienced. And it
certainly gives them cause to be concerned and to delay conversion.

Certainly within Texas it’s well known what problems are being
experienced by those of us who have converted to coal. And this cer-
tainly is not going to be an incentive to other utilities or cities to con-
vert to coal.

Senator BEnTsen. Well, as the chief executives of a major utility in
the country, Mr. Jordan, what comment would you make?

Mr. Jorpan. Mr. Chairman, the cost of coal-fired plants is very
great as compared to those imbedded investments we have in the
Southwest now using natural gas as a medium. You simply cannot
convert those burners when you convert from gas to coal. You have to
build a new coal-fired plant.

What we are trying to do down there is to build all of our new
equipment as coal-fired units, to operate at least for peak purposes,
on those existing units. Now, the speed at which you can convert exist-
ing units to coal or to phase out existing units and start operating on
coal depends in part on what the cost to do that is.

The gas-fired units, built in place and ready to operate, cost about
$100 per kilowatt to build. Today when you build a new coal-fired
plant, you are looking at a capital investment of about $700 a kilowatt
to build that coal-fired unit.

As a matter of fact, we have an estimate for our 1983 unit that
would be right at $700.

Senator BentsEn. Mr. Jordan, you know, I got quite involved in
the energy bill in 1977, again in 1978, and certainly now with what is
transpiring before the Senate Finance Committee. A lot of people
have some ideas about utility rates in the Southwest because we have
gas and we have our oil. They think that they are so much cheaper
than the rest of the country.

But if I recall the testimony, the rates in Houston and Boston per
kilowatt are pretty close, almost identical.

Mr. JorpaN. Any advantage we had in Houston or San Antonio at
one time is very rapidly disappearing.
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Senator BEnTsEN. I think you can use the past tense.

Mr. Jorpan. Yes, that’s true. They have rapidly disappeared. In
our own particular case as I look ahead to 1985, our cost per kilowatt
hour compared to 1978 will almost double again.

Senator BenTsEN. Regarding what you are telling me, about $700
per kilowatt, what is that measurement?

Mr. JorpaN. Per kilowatt of capacity.

Senator BENTSEN. I guess that is what you are telling me. They
can’t help but go up substantially more.

Mr. Jorpan. That is absolutely true. If the cost of the hauling of
coal or the cost of any fuel that you burn in those specific plants can-
not be based upon the actual cost of services you are receiving from
it, it places a tremendous burden on the customers of that area and
will in fact slow development of that activity.

Senator BenTsEn. Let me ask you this then. I think everybody’s
acknowledging that the rdilroads have financial problems and con-
cerns. But it appears to me that they are doing a lot of subsidizing
of some of their other traffic by jacking up the price of hauling coal.
You have this cross-subsidizing taking place.

If that was eliminated and all traffic stood on its own, do you think
that would take care of much of the problem ¢

Mr. Jorpaw. It would certainly take care of some of the problem.

We are still going to be faced with those same capital costs. But it
simply is a situation where in the utility business or any other, we
believe that the cost based on the pricing of the hauling of coal should
be based on the cost of the service.

I will say to you again that as much as we have tried to get those
numbers, we have never had them made available to us.

Mayor CockreLL. Mr. Chairman, may I just add a comment ¢

Senator BENTSEN. Yes.

Mayor CockreLr. We were interested in San Antonio to learn that
in the second quarter, Burlington’s profits earnings rose 86 percent
over the same period in 1978. We have also been interested to learn
that 2 days after announcing its record Burlington Northern an-
nounced it’s entering a $15 million oil and gas venture in Texas and
other southern belt cities, with Burlington providing the capital.

T have also been interested to learn that Burlington Northern owns
one-fifth of the world’s known reserves of low sulphur coal. Now I
think these are all interesting facts, and to me they bear out that
the present rates that we are paying are excessive, and it looks to us
as if the profits on our coal hauls are being used to put Burlington
Northern in the oil and gas business.

Senator BenTseN. I see my time has expired.

Senator McGovern.

Senator McGovern. Mr. Chairman, first of all I want to express my
appreciation to you for scheduling these hearings, because I quite
agree with your description of the mission of this committee, which
is to look at some of these larger economic problems. And also to look
at the relationships between them.

I think we could all agree that the recommendation of the Depart-
ment of Energy that we move to a greater reliance on coal at a time
when there is a heavy strain on finite supplies of oil and gas 1s good
public policy.
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And second, the concern some of us had expressed about building
up the Nation’s rail system is also a desirable public policy. And
those two objectives can reinforce each other.

I was impressed listening to Mayor Cockrell’s testimony and Mr.
Jordan’s testimony, though, that that also creates a third problem.
And that is the question of how that rate structure can be set so that
you are fair to the consumers on the other end, so that this whole
process could go forward. It’s not going to do any good to talk about
converting to coal if it turns out that that is a higher cost source of
energy than other alternatives that are available.

I’'m wondering if you have any evidence that the rail companies
in setting these new rates on coal following the passage of the Regula-
tory Reform Act of 1976 in which they were given a freer hand in
setting rates, if there has been a tendency not only to try to cover
their costs of operation, but to recover some of the past losses that
they may have suffered in the movement of coal and other
commodities.

Mr. Jorpan. I was listening to some testimony yesterday, Senator,
over in the House, where a hearing on the coal slurry pipeline was
taking place. And I don’t think there is any question about the fact
that the rate is designed such that the coal-hauling portion is by
design, higher than what they believe their cost to service is, in order
to make up for some competitive business which they feel they have
to serve at a lower rate than perhaps what it actually costs them to
serve that business.

I heard the testimony from the railroads yesterday themselves. I
don’t think they even deny that that is the way the rate is set up.
It’s set up to make more money off hauling coal than other products
in order to subsidize the handling of those other products because they
are in a more competitive business there.

We contend that we are a captive customer from the standpoint of
hauling coal. You just can’t move it from the West, your State, and
some of those areas out there, any other way. There is no water trans-
portation available. You can’t move it by truck. It has to come by rail.

And therefore, we believe that it’s only proper to set that kind of
specialized business on the cost to serve the customer who receives it
in the long run, and not to supplement rates designed to serve some
other segment of the economy.

Senator McGovern. Is it your impression that a few years ago
maybe the rates were too low in terms of what the railroads were en-
titled to in the movement of coal? That has been a contention of
thg rail industry people, that the rates were artificially low prior to
1976.

And that what we’re witnessing now is not simply an effort to
recover losses on other commodities, but to recover some of these
previous losses that the lines suffered in the movement of coal before
the new rate structure was set.

Mayor Cockrer.. May I respond to the Senator?

Senator McGovern. Mayor Cockrell.

Mayor CockreLL. Senator McGovern, when San Antonio first made
the decision to go to coal-fired plants, we asked Burlinoton Northern
for a quotation on the coal and they quoted us $7.90. Now that was
not our price. That was what they quoted as what they estimated
would be necessary to haul.
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In addition, I might say that San Antonio went the second mile,
in that we bought over 800 coal cars. And not only do we furnish
our own coal cars for the haul, we also do all the servicing on those
cars.

And yet from that initial quote, our rate is now up to over $18 a ton.
Now frankly, our crystal ball didn’t show anything like that kind of
an escalation as even being in the cards. We just don’t understand it.

Senator McGoverN. I was astounded, as I think the chairman was,
to find that it’s possible to move coal all the way from South Africa
or Poland to Texas on a competitive basis. I'm curious how that is
possible. You have still got to pay the shipping rates.

Ts it because it’s so low at the mine head that it offsets those shipping
costs? Surely it must cost more in terms of the actual shipping in-
volved to bring coal from South Africa or Poland than it does from
the Western States. Maybe you have some figures on that.

Mayor CockreLr. Let me say that in terms of the price of coal, we
have no complaint with what we’re being charged for the coal. It has
been stable in the vicinity of about $7.50 a ton. But when you talk
about $7.50 a ton coal and then you add on $18 and perhaps 50 cents
for hauling, you get a combined rate that is quite a substantial rate.

Now what we'’re saying is that the freight rate on the water haul is
definitely competitive with what the railroad freight rate is.

Senator McGover~. Even though it has to come clear from Europe
or South Africa?

Mayor CockreLL. Yes, sir.

Mr. Jorpan. That’s correct in our case, too, Senator. Over 75 percent
of our total cost of delivered coal is in the transportation of that coal.
So that is what is going to make it turn. The way the rates are now set,
you are simply going to have to find fuel where the transportation
cost is as low as possible because you are not going to make the differ-
ence up in the price of fuel. It’sin transportation.

Senator McGovern. I think you have both made a very interesting
and important case here this morning. I'm anxious to hear what some
of the other witnesses have to say about it. You have identified the

roblem. I think we’re all concerned about it. Your testimony has
een most effective.

Senator Bentsen. Thank you, Senator.

Once again, thank you very much for your testimony. It will be cer-
tainly very helpful in establishing the record in the case.

Our next two panelists will be Mr. A. Daniel O’Neal, Chairman of
the Interstate Commerce Commission, and Mr. Lynn R. Coleman,
General Counsel, Department of Energy.

Well, Mr. O’Neal, what do you have to say for yourself?

STATEMENT OF HON. A. DANIEL O’NEAL, CHAIRMAN, INTERSTATE
COMMERCE COMMISSION, ACCOMPANIED BY JANICE M. ROSENAK,
DEPUTY DIRECTOR, SECTION OF RATES

Mr. O’Near. Well, I'm happy I’'m here and happy to have the oppor-
tunity to say something for ourselves on this issue. It is an important
issue and as has been indicated here, it’s a question of balancing differ-
ent interests and different policies as well.

With me is Janice Rosenak, head of our section of rates. If we get
into some technical questions, she may be able to help out. We do have
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a prepared statement I would like to submit for the record. I will
just go through a short statement.

Senator BENTSEN. It will be placed in the record in its entirety. If
each of the witnesses will limit their statement to 10 minutes, we will
put the prepared statement in the record.

Mr. O’NEaL. The most recent congressional mandate on which the
ICC relies is the Rail Revitalization Regulatory Reform Act of 1976,
which we call the 4R act. That law gives the Commission jurisdiction
over rail rates when competition is not sufficient to protect those who
use rail service. It also requires the Commission to consider the need of
the railroads for additional revenue.

The railroads and shippers, of course, have different ideas as to
where the balance between the various needs should be struck. In the
case of coal where, especially in the West, the rails have market power,
there is also a split In the executive branch on what ought to be the
position of the Government.

The Department of Transportation recommends that the upper
limit on coal rates should be—and I quote:

The level at which the delivered price of coal per unit of energy will equal
the delivered price of other fuels per unit of energy. Imported oil, natural gas,
nuclear power, coal from other sources hauled by other carriers would be ex-
amples of competitive sources.

We do have a chart, that is submitted with this prepared statement,
showing in 1978 the average dollar cost per million Btu’s for coal used
in steam generating plants. It shows that it was generally below the
similar cost of oil and natural gas.

For example, looking at the west south-central part of the United
States, the average dollar cost per million Btu’s for oil used in steam
generating plants in 1978 was $194; for gas, $135; and for coal, $72;
which means that coal is substantially below the others.

I hasten to add that this does not take into account the increases in
1979, but I think it shows that coal is still a better buy than some of the
other sources of energy. The point of this really is that it also shows
that if we follow the policy of allowing the price of transportation
of coal to go to the level suggested by the Department of Transporta-
tion, it would be more than twice what it was at the end of 1978. So
that would be a tremendous increase over where we are right now.

The Department of Energy, on the other hand, recommends that
the need to promote the development of coal as an alternative to im-
ported oil be considered in setting rail rates on coal.

1 guess we are saying that the rates as set today still make coal com-
petitive. I have included in my prepared statement a chart illustrating
how the ICC set the rail rate on coal in the San Antonio 111 decision.

In essence, the Commission determines the cost of providing the serv-
ice, the level of profit, and any additional return justified by the rail-
roads’ overall revenue need. The Commission first determines the vari-
able cost of performing the service for which the rate is proposed.
Variable costs are those which can be allocated to the service. For
example, train crews’ salary, price of fuel for providing that service,
wear on equipment, and so forth.

The Commission then develops fully allocated costs, which embody
variable costs plus a portion of the railroad’s fixed costs. In addition,
the Commission has allowed the railroads in the coal cases to claim a
fixed plant investment additive which reflects the additional capital
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expenditures made by the railroad on its system in order to handle
the specific coal movement.

Those expenses usually involve upgrading track and roadbed to
handle high volume heavy movements. The Commission has allowed
a return on investment of 10.6 percent which is equal to the cost of
capital to the railroad industry.

Now this, in theory, is a return on investment which will allow the
carrier to attract and retain sufficient capital in order to provide an
adequate level of service for the movement under honest, efficient, and
economical management.

In addition to allowing the railroads to recover fully allocated costs,
including additional capital expenditures occasioned by the movement
and adequate return on investment, the Commission has allowed the
railroads to earn an additional 7 percent on the basis of their overall
revenue need.

This additional revenue is based upon a showing that the railroad is
not now earning sufficient revenue over its entire system to continue to
provide an adequate level of service.

The Commission has indicated that the railroad may justify being
allowed to earn additional revenue from this particular traffic if it can
demonstrate that it needs the revenue and that it is unable to adequately
increase rates on other types of traffic.

The Commission allowed a 7-percent increase in this case, based only
on a showing of overall need because it felt that, in any case, the rail-
road would be able to justify at least that much. That analysis reflects
the long-standing recognition that the contributions of different com-
modities to the overall cost and profit of the carriers must necessarily
vary if maximum utilization of rail transportation facilities is to be
achieved and if rail service is to be provided for many commodities
which would not otherwise move.

This is known as differential pricing. Since many commodities han-
dled by railroads are subject to varying degrees of competition from
other railroads, from barges, and from trucks, the railroads cannot
pricﬁa all those commodities at a level sufficient to cover costs plus a fair
profit.

Now, as long as those commodities make some contribution over the
variable cost of nroviding the service to the fixed costs of operating the
system, they make a contribution to the entire system and are therefore
valuable to the svstem.

At the same time, however, other commodities such as coal can natu-
rally be called upon to contribute more than fuily allocated costs in
order for the carriers to continue as viable businesses. If each commod-
ity were priced at a specified level above fixed costs. certain commodi-
ties and their contribution over variable costs would, no doubt, be lost
to the railroads.

This would be to the detriment of all remaining shippers, including

coal shippers, because those lost contributions to fullv allocated system
costs would then have to come from the remaining traffic—that which
is most dependent on rail service.
_ The result would likelv be increased prices to the remaining shippers
in order to keep the railroad operating. The rate authorized by the
Commission in San Antonio 111 returns revenue which equals 176 per-
cent of variable cost.
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We have another chart here, which is also in the prepared statement,
showing the extent to which certain major commodities move in excess

of 180 percent of variable costs.

The chart indicates rates on steam coal correspond with those
charged a number of other commodities. If you look down the list, you
can see such things as, for example, locomotive railway car parts are
moving well above variable cost—in excess of 180 percent of variable
cost. Heavy machinery and many other commodities fall into that

category.

The cases in which the Commission has established rates on coal
moving in the West represent the development of an approach to some
novel and original issues. The Commission’s decision in San Antonio
II7 and a related case which we refer to as SWEPCO, represent the
most recent development in that approach.

As we gain experience in this area, we will refine our measurements
and our application of them. We are reviewing the entire issue in our
“western coal rate investigation” case and are developing specific
guidelines in that proceeding where we will draw on the experience
gained in the prior cases.

That completes my-oral statement.

Senator BexTsEN. Thank you very much, Mr. O’Neal. We will return

to you with questions in a moment. .
[ The }])repared statement of Mr. O’Neal, together with an appendix,

follows:
PREPARED STATEMENT OF HON. A. DANIEL O'NEAL

Mr. Chairman and members of the committee, thank you for the opportunity
to be here today to discuss the apparent conflicting national policies pertaining
to energy and rail transportation. Your letter to me requesting the Interstate
Commerce Commission to testify today indicates that you have a keen awareness
of the balancing function the Commission performs in railroad coal rate pro-
ceedings. In order to provide as clear a picture as possible of the current manner
in which we regulate, I believe it will be useful to explain briefly our traditional
concepts of coal rate regulation (especially in the East), and then discuss the
changes brought about by the Railroad Revitalization and Regulatory Reform
Act of 1976 (the 4R Act). I will then mention a few recent proceedings before
the Commission on coal rates, and explain the actions we took in those proceed-
ings. I will also mention a proceeding currently pending before the Commission,
which, when decided, could have significant impacts on the matters raised in
your letter.

In general, prior to the enactment of the 4-R Act, the Commission considered
rail coal tariffs on an individual basis.* Under the then existing legal standards,
the Commission evaluated the tariffs in terms of: (1) a comparison of the rate
under consideration with established rates for comparable shipments in the
territory involved ; (2) the relationship between the rate and the cost of provid-
ing the service; and (3) the economic effects of the particular rate on commu-
nities. Thus, in our pre-4—R Act proceedings, our basic focus was on the individuval
rate in question, and we did not ordinarily look at the overall financial situation
of the carriers.

Those pre-4-R Act proceedings generally involved movements of Eastern coal,
since the development of Western coal is comparatively recent. The freight rate
structure in the East has been shaped by competition among railroads. other
modes, and mine areas. In those proceedings, the Commission’s traditional policy
has been to evaluate the reasonableness of particular rates on coal by reference
to, among other. things, comparable shipments, while taking into account the
impact of a rate on a particular shipper, community, or region.

1In Bx Parte No. 270 (Sub-No. 4), Investigation of Railroad Rate Structure—Coal.
345 1.C.C. 71, 345 1.C.C. 493, decided Dec. 3. 1974 and Jan. 2R, 1976, respectively, the
Commission analyzed the coal rate structure generally. The emphasis in that proceeding.
however, was on the impact of rallroad general revenue increases on the transportation of

coal.
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Eastern coal rates evolved over a number of years. Coal moved from each of
the major Eastern fields to the more important markets before either the Federal
or State governments began regulating railroad rates. Very early and prior to
regulation, a series of differently related origin rate groups were developed by
the coal hauling railroads. Coal from all mines within a group were charged the
same rate to a specific market. Mines of the group nearest the market were gen-
erally charged the lowest rate to the market, and were known as the base group.
Mines from groups farther from the market were charged rates higher than those
of the base group. By 1887, when Congress passed the Interstate Commerce Act,
a group rate structure on eastern bituminous coal was by and large in place.
This structure was, of course, based exclusively on single car movements—with
the trainload pricing concept yet far into the future.

In general, the origin group rate structure for easatern coal evolved into seven
distinet sub-structures, as listed below :

1. Appalachian groups to the Northeast,

2. Appalachian groups to the Tidewater,

3. Appalachian groups to the Midwest,

4. Appalachian groups to Great Lakes ports for water movement to
Midwest,

5. Appalachian groups to Eastern ports for export,

6. Southern Appalachian groups to the South, and

7. Ilinois-Indiana-Western Kentucky groups to the Midwest.

It is safe to say that the precise system of differential among the origin groups
within each of these sub-structures was initially designed by the carriers to
equalize {he competitive opportunities of competing coal operators. Over the
years, consideration expanded to include competition (1) between railroads, (2)
between railroads and other modes of transport, (3) among alternative sources
of fuel, and (4) among producing districts. As a result of these considerations,
origin groups have been added, disappeared, expanded or reduced. Areas pre-
viously ungrouped have | een included in groups, and areas once in groups are no
longer part of the rate structure. In brief, the differentially related rate structure
has been in constant evolution over the years. Since the mid-1950's, the trainload
rate concept has made considerable strides toward becoming the major rate
mechanism for eastern coal.

In a series of cases, beginning around 1955, the Commission approved a num-
ber of multiple-care rates on eastern coal designed to meet barge or barge-rail
competition. In 1959, the first annual minimum volume rate case presented to the
Commission was approved. These rates, from the Appalachian Fields to a major
Virginia electric utility, were designed to meet the threat of mine-mouth genera-
tion of electricity. The rates, fairly typical of the genre, required that a single
consignee receive 1,500,000 tons over designated routes in a prior twelve month
period. (Coal From Ky., Va., and W. Va. to Va., 308 1.C.C. 99 (1959) ). The frame-
work for detailed tailoring of train load rates was essentially set in place by
1960. In Coal to New York Harbor Area, 311 1.C.C. 855 (1960), the Commission
approved a series of reductions on certain shipments over designated routes to
meet the competition of unregulated motor carriers. Since the early-1960’s, this
tailoring has continued, resulting in a rate structure today for Eastern coal
by which the majority of the traffic moves under specific point-to-point large
volume rates.

The development of the Eastern rate structure is detailed in Ex Parte No. 270
(Sub-No. 4), supra. Originally, the structure was composed primarily of single-
car rates which were traditionally structured according to the principle of group-
ing mines within a particular coal field for ratemaking purposes. In many cases,
destinations are also grouped: each destination within a group takes the same
rate for a given origin or origin group. In recent years, multiple-car, annual
volume, trainload and unit train rates have become increasingly important. These
rates are tailored to the needs of particular shippers or movements and do not
necessarily follow the historical pattern of rate differentials between origin and
destination rate groups.

The normal class rate on bituminous coal is 17% percent of class 100. Although
little or no coal traffic moves on class rates, the percentage can be used for com-
parison purposes. For examnle, our investigation in Ex Parte No. 270 indicates
that single-car rates, from all origins, range from 4 percent of class 100 to
about 9 percent of class 100, with the predominant number of rates ranging from
5 to 8 percent. Similarly, multiple-car rates generally range from 4 percent of
class 100 to 8 percent, with the predominant number of rates between 5 and 6
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percent, trainload rates in carrier’s equipment are generally from 3 to 7 per-
cent with most rates ranging from 3 to 5 percent; and trainload rates in shipper-
owned cars generally range from 2 to 4 percent, with most rates approximating
3 percent. We found in that proceeding that the overall freight rate structure on
coal was compensatory and not unreasonably high. It should be recognized, how-
ever, that the coal investigation was non-adversary in nature and that our find-
ing was not intended to determine the reasonableness of individual rates.

Enactment of the 4-R Act substantially changed the Commission’s rate evalu-
ation process. The Act required the Commission to develop standards and proce-
dures for establishing adequate revenue levels, and to make a continuing effort
to assist the railroads in attaining those revenues. Those are responsibilities that
previously had not specifically been imposed on the Commission by statute. Under
that provision, the Commission must assist the railroads in attaining a level of
revenues sufficient to provide the flow of funds necessary to cover operating
outlays, depreciation, interest charges, and to allow for a level of dividends over
time consistent with retaining and attracting equity capital to meet the level of
justified investment needs. Thus, the 4-R Act added a fourth, and extremely
important criterion, to the three mentioned above—the carrier’s revenue
adequacy.

In applying those criteria to particular cases, it should be noted that the
Western coal carriers, Western coal markets, and Western coal transportation
characteristics (including length of haul and competitive circumstances) are
significantly different from those in the East. Most importantly, there is no
well established rate structure for Western coal. The rates are evolving and do
not yet afford a reliable basis for comparison with each other. As a consequence,
recent Western coal cases have relied on cost of service and revenue need as the
primary criteria in establishing maximum reasonableness. In the East, by con-
trast, rate comparisons have in the past been given more weight in determining
maximum reasonable coal rates. Modern Eastern coal decisions must now evalu-
ate both the effect of the proposed rate increase npon the existing rate structure
and the carriers’ need for adequate revenues.

In addition to the revenue adequacy change mandated by the 4-R Act, another
important provision of the Act—especially with regard to coal shipments—is
the “capital incentive” provision. Under that provision a carrier may file a notice
of intent to file a capital incentive rate whenever an investment of one million
dollars or more is required to provide the service. If an investigation of the
rate is requested, the Commission must hold a hearing to consider its lawfulness.
The burden of proof, after the carrier has established that it qualifies for capital
incentive treatment, is on the shipper protesting the rate. If the Commission does
not issue a decision within 180 days finding that the rate is unlawful, the carrier
may place the rate into effect without fear of Commission intervention for a
period of five years. The key distinction between this statute and other provisions
dealing with rates is that under the capital incentive provision, the Commission
has no power to interfere with the carrier’s choice of rate level unless we make
an affirmative finding that the proposed rate is unlawful.

A third important provision of the 4-R Act deals with market "dominance.
Basically, the Congress told the Commission to continue regulating where com-
petition was inadequate to prevent monopoly pricing, to give the railroads free-
dom to price their services in competitive markets, and to devise a test to dis-
tinguish between the two situations.

We have devised that test. That action has produced a lively controversy. We
feel that we drew the line at a reasonable level, but we believe the question of
where the line should be drawn is a fair one and will benefit from increased
discussion. We are well along in the process of reviewing our definition of mar-
ket dominance in light of our experience under the 4R Act. We recognize that
the presumptions we established for determining market dominance have created
some problems, especially since they are viewed as overly complex by some
parties, particularly the railroads and the DOT. We are presently considering
a more simplified threshold test for determining our jurisdiction.

Coal, for the most part, is market dominant traffic. However, the market
dominance inquiry is merely a jurisdictional test; it is not the end of the in-
quiry. Under the law, a finding of market dominance does not mean that a rate
is necessarily unreasonable. We must evaluate the reasonableness of the rate to
determine its relation to carrier costs and to permit the carriers to achieve an
adequate rate of return.

Most of our recent proceedings involve disputed issues of fact concerning the
cost of transporting coal. In addition, the current disputes which surround
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Commission decisions in coal rate cases all seem to involve what constitutes a
reasonable profit level on coal traffic. Our recent cases have explored those matters
in detail. Nevertheless, specific guidelines, which are the goal of the _now-pend-
ing Western Coal Investigation,® are meeded. That investigation w11_l be yhe
crucible for testing the criteria which are evolving in all our cases involving
maximum rate regulation of noncompetitive traffic—not just Western coal.

In essence since the enactment of the 4-R Act, the Commission’s role has
continued to be one of balancing competing interests, but that Act required a
shift in emphasis more in the direction of carrier financial well being. Cer-
tainly we are required to protect the public from excessive rates and to con-
sider the energy implications of our decision, but we must also assist the car-
riers in attaining adequate revenues. And the general thrust of the Act is in
the direction of less interference by the Commission in railroad ratemaking.
However, the cases which come before us involve extremely complex issues
which do not lend themselves to simple solution.

We are very much aware of the importance of coal as a prime energy source,
and the concomitant importance of our rate decisions in terms of the prices
that must be paid by the consumer of that energy. At the same time, we are
equally aware of the capital investments that the railroads must make in their
faciliies in order to move coal—investments that cannot be funded if rates are
held to an artificially low level. The simple fact is that any energy source
costs money—and in the case of coal, that includes not only the cost of getting
it out of the ground, but the cost of moving it from the mine to the user. I can
assure you that we are working hard to establish standards which take into
account the legitimate needs of everyone involved in coal production, trans-
portation and consumption.

In our cases we are generally faced with two diametrically opposed sets of
arguments, The shippers would like coal rates to be set strictly according to
costs. We are asked to find the precise cost for individual movements and to
allow rates at that level and no higher. The carriers, on the other hand, would
like coal rates set at a level which will improve the poor financial perform-
ance of the railroads and to achieve an appropriate rate of return on & system-
wide investment base.

It should be noted that the Department of Energy and the Department of
Transportation often present conflicting viewpoints in these coal cases. In
Ex Parte No. 847, for example, DOT urges that coal rates should be allowed
to rise so long as the delivered price of coal per BTU of energy does not ex-
ceed the delivered price of oil or other alternative fuels per BTU.

The Department of Energy, on the other hand, takes the position that rail
rates should be held down to avoid an adverse impact on the National Energy
Policy. It seeks consideration of the rate of return on the incremental costs
associated with new coal movements. DOE further states that it knows of no
precise formula by which to balance energy considerations, monopoly regula-
tion and the need to establish adequate revenue levels for railroads in indi-
vidual cases, and that the Commission will have to balance these considerations.

Those issues and others have not been finally resolved as a general matter;
only in particular cases. In other words, our decisions have followed a case-by-
case approach to defining a reasonable level for Western coal rates. That ap-
proach has resulted in a growing sophistication concerning the ultimate resolution
of these issues. Nevertheless, we believe that certain baslic guidelines are neces-
sary and it is for this reason that we are presently conducting the Ex Parte 347
proceedings to formulate appropriate guidelines.

I realize that the level of concern among those who produce, transport, and
use coal has increased over the past three years. Users have been hit by higher

2 Ex Parte No. 347, Western Coal Investigation—Guidelines for Raflroad Rate Structure,

In May 1978 the Commission instituted an investigation of the Western coal freight
rate structure to assess the desirability of determining guidelines for minimum and/or
maximum rates for the large-volume movements of Western coal. That investigation has
evolved into an evaluation of appropriate criteria for maximum rate regulation of all
noncompetitive rail traffic.

The Commission also determined that the magnitude of the proceeding warranted the
preparation of an Environmental Impact Statement (EIS) on the Western coal situation.
Currently in preparation, the EIS will forecast the environmental impacts assocliated
with possible alternative freight rate guidelines which could be adopted by the Cow-
missfon in this proceeding. The environmental impacts would result from the use (in-
cluding the transportation by rall) of Western coal versus a shift to other fuels (nuclear,
gas. oil) or alternative transportation modes (coal slurry pipelines, barges. etc.). The
analysis will consider what Western coal freight rates could attain levels which trigger
the consideration of alternative fuels, transportation modes, and/or location of coal
consumption (e.g., mine mouth generation).
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transportation costs and carriers are looking to coal traffic as one of the major
ingredients to restore their sagging profit levels. One thing that all parties
should be able to agree to is that the pre-4-R Act rate levels on coal were
generally too low. The rate levels were dictated by the competition of cheap
import oil and domestic natural gas prior to the energy crisis of 1973-1974. One
simply cannot expect the transportation prices of 1979 to reflect competitive
conditions which no longer exist. At the same time, users should be able to rely
on regulation by the Commission to prevent the raflroads from charging excessive
prices when there is no effective competition. In the last general rate increase
filed by the railroads, the Commission took decisive action to protect utility
ratepayers. We limited the increase applied to recently litigated coal movements
to an amount justified by cost increases. We prohibited the application of a
revenue factor to prevent the carriers from “double-dipping.” This held the
increase to 5.5 percent rather than amounts as high as 13 percent which the
carriers had proposed.

The Commission has recently approached this situation in a number of cases.
In the SWEPCO? and in the San Antonio IIT* case, the authorized rate in-
cluded a seven percent increment justified not on the basis of a need for revenue
to provide the service at issue, but rather as a contribution to the overall
revenue need of the carriers. A majority of the Commission noted that it would
not allow captive traffic to compensate for lower revenues on other traffic with-
out justification, but noted that it would be unreasonable to obtain the same
contribution to revenue from each segment of traffic, so that some increment—
in the range of from 5 to 10 percent—could be allowed merely on the basis of a
showing of revenue need overall. The Commission’s discussion of its reasoning
on this point is appended as Appendix A to the statement. It should be noted
that Commissioners Gresham and Christian dissented from the SWEPCO and
San Antonio IIT decisions and would have authorized the rates sought.

In San Antonio ITT the Commission observed that rates cannot be set simply
to cover the costs incurred in providing a particular service, but must be set at a
higher level where possible to make a contribution to the coverage of fixed costs.
The railroads must be able to price some of their services above full cost if they
are to compensate for the fact that competition forces them to price certain
services above variable cost but below full cost.

Nevertheless, we recognized that railroads should not be allowed to make
up their entire shortfall by extracting monopoly profits from captive coal ship-
pers. Some limit must be placed on rates to prevent unfairness to individual
shippers and distortions in the economy.

Until a railroad has shown that it is unable to increase revenue on its com-
petitive traffic, the Commission will be reluctant to approve or prescribe rates
which are significantly higher than fully allocated cost (at the revenue need
level) on coal traffic.

In San Antonio III, the Commission decided that a rate set at 7 percent above
fully allocated cost at revenue need level was reasonable and necessary to meet
the system needs of the carriers. For your information, we have prepared the
following chart which illustrates the various calculations which were made
to determine the prescribed rate in San Antonio I1I.

Comparision of rates and costs for Docket No. 36180

. Variable €08t _ i $9. 79
. Fully allocated cost (per ton, including variable cost) - e 12.36
Fix plant investment additive__ ———— .48
. Total fully allocated costs including additive_____________- 12.79
Adjustment to rail Form A cost to reflect a 10.6-percent revenue need 0 69

factor oo __ =
. Total fully allocated costs including additive and revenue need factor-_ 1?. 48

. A T-percent additive to meet system needs of railroads._. oo 13
. A 4-percent general rate increase from Ex Parte No. 349 - .62
Total preseribed rate__ e

OwAas DB

We should note that coal is not the only commodity that moves at rates in
excess of fully allocated costs. The following chart shows a representative
sample of various commodities where a large percentage of the traffic moves on

3 No. 36970, Annual Volume Rates on Coal—Wyoming to Flint Creek, Arkansas, gerved

May 25, 1979.
< No. 368180, San Antonio, Tezns. Acting By and Through Its Public Service Board v.

Burlington Northern, et al., served June 1, 1979.
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rates in excess of .180 percent of variable cost. Thus, for example, 56 percent of
all carloads of primary copper products move at rates in excess of 180 percent
of variable costs.

Representative SPC commodity groups with a large percentage of the traffic
(carloads) in excess of 180 percent of variable cost?

Percentage in excess of

BPSC No. and descriptive name 180 percent variable cost
2 Wheat . e 35. 21
15 Iron Ore— o e 40. 64
36 Wet corn milling produets_______________ 22,19
57 Newsprint paper____ e 61, 44
68 PBarium calcivm compounds._____________________________________ 41.09
70 Soda ash o e 45.10
77 Plastic materials____________________________ . 59.11
91 Glass containers.__ . PR - FE 21. 00
98 Pig iron__ e 39. 81
100 Manufactured iron or steel____ __ .. 42,27
101 Iron/steel pipe, tubing/fitting_____________________ . 32.32
104 Primary copper products__._________________ 56. 00
106 Primary aluminum produets_ .. o 56. 34
111 Heavy machinery_.______________ o 51.29
117 Locomotive/railway car parts__.__ — - 55. 17

1 Based on a A. T. Kearney analysis of 1977 1 percent waybill file. Source : Exhibit V-0
Interim Report II dated Apr. 10, 1979—"A Study to Perform an In-Depth Amnalysis of
Market Dominance and its Relationship to Other Provisions of the 4—R Act.”

I would now like to discuss generally the theory behind our recent coal rate
decisions. As mentioned, the recent rate increases allowed by the Commission
were considerably less than the increases initially sought by the railroads. The
railroads have taken the position that if overall revenue adequacy is to be
achieved the railroads must be able to set rates in accordance with current de-
mand circumstances that will maximize the contribution which a commodity
can make to railroad costs and profits. It has long been recognized that the con-
tributions of different commodities to the overall cost and profit of the carriers
must necessarily vary if maximum utilization of rail transportation facilities
is to be achieved and if rail service is to be provided for many commodities which
would not otherwise move. This is known as differential pricing.

Since many commodities handled by railroads are subject to varying degrees
of competition from other railroads, barges and trucks, the railroads cannot price
all those commodities at a level sufficient to cover costs plus a fair profit. As long
as those commodities make some contribution (over the variable cost of providing
the service) to the fixed cost of operating the system, they should and must be
retained in order to keep as much traffic as possible for the railroads. However,
if such traffic cannot, for competitive reasons, contribute its share to achieve
overall revenue adequacy vis-a-vis other commodities, those other commodities,
including coal, must be priced in excess of their fully allocated cost in order for
the carriers to achieve overall revenue adequacy. If each commodity were priced
at a level designed to contribute a proportionate share of revenues to the fixed
costs and profits of the railroad, and no more, certain commodities, and their
contribution over variable costs, would be lost to the railroads. This would be to
the detriment of all remaining shippers, including coal shippers, because those
lost contributions to fully allocated system costs would then have to be appor-
tioned or allocated among the remaining traffic most dependent on rail service.

It should be noted that the Commission’s decisions in two important coal
cases—Smithers Lake and Cochise ® *—were recently upheld by the U.S. Court of
Appeals for the District of Columbia Circuit.” In discussing differential pricing,
the court stated as follows (Slip Opinion, p. 32) :

‘“The Commission concluded that § 10704 (a) (2)’s command permits some rates
to be set at a level exceeding fully allocated costs in order to compensate for
those rates which must be set at less than fully allocated costs to meet competi-
tion from other transport modes. This was neither arbitrary nor forbidden by
the Act. It is pertinent to the objective of providing an adequate overall level

56 No. 36608, Incentive Rates on Coal—Cordero, Wyoming, to Smithers Lake, Texas, and

No. 36612, Incentive Rates on Coal—Gallup, New Mezico to Cochise. Arizona, respectively.

7 Houston Idght & Power Co. v. United States, et al., Nos. 77-2070, et al. (D.C. Cir,,
.June 26, 1979).
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of earnings. If traffic with a high value of service is viewed in isolation it bears
a heavy burden. Yet all shippers ultimately benefit when the rail carriers are
able to generate revenues needed for survival.

“It is not a fatal flaw that some traffic is carried at rates above total cost; the
revenues from such traffic when added to revenues from traffic that competition
requires be carried at less than full cost (but with some contribution to fixed
costs), yield adequate overall revenues. This does not imply that the rail car-
riers are free to charge whatever the traffic will bear. In this very case, the
Commission did put limits on some proposed rates, rejecting the $16.54 rate
proposal of the carriers for HL&P'’s traffic.”

Although this decision upholds the legality of our actions in these cases, we
believe it is somewhat premature to evaluate the results of our application of
the 4R Act provisions to coal proceedings. To be sure, we have in general sus-
pended very few rate increases since enactment of the Act, since they have not
met the threshold tests needed to allow suspension. However, coal shipments are
normally market dominant, and we thus have jurisdiction to determine the
reasonableness of the rates involved. Of course, that fact is not dispositive of
the proceeding. Rather, we must then determine, using the criteria discussed
previously, whether a rate is unreasonable. In general, we believe we have done
an adequate job in balancing the interests of the competing parties in those
proceedings. We have not given the railroads all they have sought, nor have we
limited increases to unrealistically low levels.

In addition, we have seen no evidence indicating that the delivered price of
coal, including the transportation cost, has been at a level that would make it
noncompetitive with other energy sources. As the following chart shows, the dol-
lar cost per million BTU’s of operating capacity where coal is used for power
generation compares favorably to the use of oil or natural gas. The same chart
also shows regional variations in price. Therefore, it appears that our efforts to
ensure that the railroads achieve adequate revenue levels are not inconsistent
with the effort to increase the use of coal. We are aware that an exclusive focus
on either the effort to increase coal use or the effort to insure adequate rail
revenues would produce unsatisfactory results. Both policies must be adminis-
tered, to the extent possible, in such a way as not to compromise each other, and
so the Commission’s role must, and will, continue to be one of balancing compet-
ing interests.

AVERAGE DOLLAR COST PER MILLION BTU'S FOR STEAM GENERATING PLANTS FOR 18781

Region oil Gas Coal
National_ ... .. iecaicicecmenaees 215.5 143.8 111,6
New England_. _._. .4 187.8 147.5
Middle Atlantic._. . 211.4 173.2 120.2
East north-central 261.9 236.7 121.6
Wast north-central 205.5 122.1
South Atlantic. .. 202.7 106.5 131.5
East south-central. .. iiiiiiiecece- 186.0 131.6 120.9
West south-central . i icceieaen 194.0 135.1 72.9
MoURtain . oo eameeem s 221.3 148.3 52.8
PaCIfiC. - oo oo e e ceemmcmcccceeccmcecmeman 258.1 218.0 7.9

1 Preliminary 1978 figures prepared b}l the National Coal Association (these statistics do not take into account the coal
cases decided by the Commission in 1979).

That concludes my prepared statement. I will be glad to respond to any

questions you may have.
APPENDIX A

The railroads argue that they compete actively with motor and water carriers
for traffic. As a result they cannot charge rates equal to their costs plus a
reasonable return on investment on all of the traffic they haul. The carriers
contend that the Commission should permit them to charge rates substantially
exceeding costs plus a reasonable profit on market-dominant trafic. This will
compensate the carriers for lower earnings on other traffic. The carriers refer
to this pricing strategy as differential pricing.

The Commission has, in the past, recognized the role of differential pricing
in railroad ratemaking in general. In Ex Parte No. 338, Standards and Proced-
ures for the Establishment of Adequate Railroad Revenue Levels, 1.C.C.
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(decision served February 3, 1978, at page 17), we observed that rates
cannot be set simply to cover the costs incurred in providing a particular service,
but must be set at a higher level where possible to make a contribution to the
coverage of fixed costs. The railroads must be able to price some of their services
above full cost if they are to compensate for the fact that competition forces
them to price certain services above variable cost but below full cost.

Nevertheless, the railroads should not be allowed to make up their entire
shortfall by extracting monopoly profits from captive shippers. It is essential
that some limit be placed on rates to prevent unfairness to individual shippers
and distortions in the econmomy. At the same time we should be careful not to
force the railroads to carry coal at a rate which is artificially low. If we set
one formula for coal rates, then we must be prepared to apply that formula to
similarly situated shippers of other commodities.

The question is one of determining the extent to which some shippers should
subsidize others in the interest of producing a financially viable rail system.
There is no simple formula for making that determination. Before the Com-
mission can impose a substantial burden on some shippers, the railroads must
show more than revenue need on a system basis. The Commission must have
additional data, including (1) specific identification of the traffic that must be
subsidized by other traffic and the reason why rates cannot be increased on
that traffic; (2) the extent to which the railroads provide service on unprofitable
branch lines and the reason(s) why such service cannot be made profitable or
abandoned: (3) identification of commodities other than coal which could also
make substantial contributions to the railroads’ system revenue needs; and (4)
identification and quantification of excess capacity on a carrier’s system.

A related consideration here is our policy to encourage innovative and aggres-
sive marketing and pricing policies on competitive traffic. The railroads need to
take a hard look at cost of service and either weed out the traffic which is non-
compensatory or else raise rates where possible. Until a railroad has shown that
it is unable to increase revenue on its competitive traffic, we will be reluctant
to approve or prescribe rates which are significantly higher than fully allocated
cost (at the revenue need level) on traffic such as that involved here.

Regulation of rates where differential pricing is required necessarily involves
a policy judgment. The Commission has underway a proceeding which could lead
to more precise standards in this area. Ex parte No. 347, Western Coal Investiga-
tion—Quidelines for Railroad Rate Structure, notice of proposed rulemaking
gerved May 17, 1978. In the interim, the explicit mandate of the 4R Act to give
deference to carrier revenue need in rates proceedings cannot be ignored (49
U.8.C. Section 10704 (a) (2)).

We cannot find that the railroads involved here have achieved revenue ade-
quacy. Our own standards (see Ex Parte No. 353, supra) indicate that their
rates of return are low.! Thus some increment above fully allocated cost is de-
sirable and logical on traffic such as that involved here.

Based on these considerations, we believe a rate set at seven percent above
fully allocated cost (calculated at the revenue need level) is reasonable in the
interest of providing increased revenues to meet the system needs of the de-
fendants. This figure represents our best judgment as to an appropriate incre-
ment to be borne by the Flint Creek movement. Based on this seven percent in-
crement, we find that a rate not exceeding $10.24 is just and reasonable for this
movement.

An increment above this level might be justified by a strong showing that the
railroad is unable to increase revenue on its competitive trafic. Evidence of the
carrier’s traffic mix would be extremely important in this consideration.

Pending the formulation of more precise standards in Ex Parte No. 347, we
believe a seven percent increment is warranted on the record. As indicated above,
carriers which believe this increment is inadequate may introduce evidence con-
cerning their attempts to increase revenue on competitive traffic by modern cost
finding, aggressive and innovative marketing techniques, and pricing policies.
An analysis of the carriers trafic mix will be required. Evidence submitted in
tha yearly revenue need proceedings will also be considered.

1In Ex Parte No. 353. supra. we determined that. on a national basis. the railroads
have a cost of capital for revenue adequacy purposes of 10.6 percent. Both BN and KCS
earn returns on net investment lower than 10.8 percent. BN’s rate of return on net
investment has heen helow 3 percent for each of the last 7 years. KCS earned an average
return on net investment of 4.2 percent between 1970-77. In 1978, KCS's rate of return
was only 5.1 percent.

54-2u4 O - 80 - 3
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Finally, it must be emphasized that it should not be inferred, from the apparent
numerical precision contained in our statements here, that we have arrived at a
permanent formula for determining maximum rates on this coal movement or any
other coal movement. We have provided a precise answer because that is our
obligation in a proceeding such as this.

Authorizing a rate not to exceed fully allocated cost plus a return factor based
upon the carriers’ overall capital costs and a seven percent increment represents
our best judgment as to the maximum reasonable rate on this traffic at this time.
As discussed earlier, reliance on comparable movements, which has been a
traditional indicator of maximum reasonableness, would not have been appro-
priate in view of the dynamic nature of the western coal rate structure. A more
refined methodology for determining maximum reasonableness of western coal
rates must await our decision in Ex Parte No. 347, supra.

Senator BexTsex. Mr. Coleman, if you would proceed.

STATEMENT OF LYNN R. COLEMAN, GENERAL COUNSEL,
DEPARTMENT OF ENERGY

Mr. CoLemax. Senator Bentsen, Senator McGovern, thank you for
the opportunity to be here this morning to discuss this important
question. The Department of Energy is very concerned about the issue
of coal-haul rates because of the very fundamental fact that has been
brought out in testimony earlier today, that in the Southwest, where
you are talking about bringing Rocky Mountain coal as boiler fuel
for new powerplants, the rail tariff represents two-thirds to three-
fourths of the cost of delivered coal.

That I think puts the question in context very nicely. It tells you
that rail transportation policy with respect to coal is perhaps in that
magnitude even more important, perhaps, than some portions of our
policy with respect to mining, and certainly a lot more 1mportant than
the cost of coal at the mine mouth.

We think it’s an issue that has not received the attention that it
deserves, and I commend the chairman for holding these hearings to
focus the spotlight on these questions.

The Congress passed the Fuel Use Act as part of the National
Energy Act in 1978 that effectively forbids construction of new power-
plants that will use oil or gas unless an exemption is obtained. But
the restrictions on moving to coal with respect to existing powerplants
are much less stringent.

So we essentially have to look to economics, where we are talking
about existing powerplants if we want to move those powerplants
away from use of imported oil. T suppose the common ingredient that
all of our energy policies have is a desire to reduce reliance on im-
ported foreign petroleum, where we are captive to the economic wishes
of the Organization of Petroleum Exporting Countries.

Now, the utility looking at a decision to convert to coal faces an
early retirement of existing oil- and gas-fired generating units even
before the end of their useful life. They must weigh the fact that the
cost of constructing new coal facilities is perhaps six or seven times
greater than the cost of constructing those same oil- or gas-fired
facilities which may be retired. So, obviously, the operating costs of
the new coal-fired facilities have got to be attractive, or they either
are not going to make the investment, or they will defer the invest-
ment, either of which has a deleterious effect on our oil import policy.
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The second major consideration is that even if the utility has coal-
fired capacity right now, and they also have oil-fired capacity or gas-
fired capacity, the extent to which they are going to baseload their
coal facilities is predicated on the cost factors. Utility rates are essen-
tially set on the average cost of generating a kilowatt of electricity.

A’prudent businessman is going to run his lower cost facilities be-
fore he runs higher cost facilities. And the effect of that is a reduction
of the amount of coal you burn vis-a-vis the amount of oil or gas you
burn where you have the choice, So from this standpoint, coal trans-
portation tariffs also play a very important role.

We are sufficiently concerned about this to have intervened in three
proceedings at the Interstate Commerce Commission :

One, the San Antonio case where we thought the rate established
was too high and that the ICC had not sufficiently explained the justi-
fication for it; two, the generic Western rate case, docket 347, in which
we made a detailed study, which we will furnish the committee,* of
the experience of Houston Lighting & Power and the impact on that
utility of the coal rate on their decisions to install new coal-burning
capacity or the amount of coal the; would burn versus the amount of
oil or gas; and three, the Louisville and Nashville case which pre-
sents an Eastern coal question.

We brought to the attention of the ICC the notion that in establish-
ing coal tariffs they must take account of energy policy as well. We are
fully cognizant of the need to restore the capacity of the railroads to
function as healthy members of our economy. Indeed, it’s very im-
portant for the hauling of coal that railroads be adequate to that
purpose.

Senator McGovern, we're very concerned about the possible abandon-
ment of the Milwaukee Railroad, which would have the tendency, were
that to occur, to place coal shippers and wheat farmers in North and
South Dakota and Montana in much the same position as the people of
San Antonio. It would tend to put the Burlington Northern Railroad
in a monopoly position with respect to those areas.

The Milwaukee Railroad is a significant one and may have great
future significance in terms of hauling coal, because the largest deposit
in the country is at Fort Union out there, it probably has something
like 40 percent of the Nation’s coal reserves, at least in the West.

That’s an example of the need to look to the financial viability of
the railroads, We don’t really differ with the theory that the I1CC
usually follows, We do differ with the manner in which it is applied in
a particular case. It seems to us that if you look at a prospective coal
shipment the first test ought to be a practical one any businessman

would apply: Do the marginal revenues exceed the marginal costs?
The ICC refers marginal costs to as “variable costs.” Then you go to
the next step : To allocate a fair share of the fixed costs, the President’s
salary, management overhead, depreciation and the like to this par-
ticular shipment. We don’t particularly disagree with the formula
used by the ICC for that purpose.

Then you come to the next step which they refer to as “differential
pricing.” That is a judgment as to the extent to which cross-subsidiza-

1 See ICC docket No. 347 in the appendix to the hearing.
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tion is necessary. In other words, how much more than the full cost of
the service should this particular coal service bear to make up for the
fact that there is competitive service—which cannot bear its full costs—
on that railroad ?

Now frankly, we are willing to recognize that in an appropriate
case that some degree of differential pricing is appropriate. We think,
however, that before it is allowed, there must be a factual determina-
tion upon a record that you can understand of what the railroads
revenue requirements are, and what are the deficiencies as a result of
competitive traffic so that you come up with a specific figure that must
be made up from the profitable traffic ; in most instances, coal.

In this way, the agency knows exactly what they are doing, and the
customers of that railroad can have some confidence as to what the
formula for coal tariffs is going to be.

If you look at that chart right behind you, I do not believe that
either consumers of San Antonio or any other utility that might be
switching to coal could have very much confidence as to what is going
to happen to coal-haul rates in the future.

I think it’s really unfortunate that the only competitive limit on
what the railroads have been able to charge their customers is the
cost of imported coal from far off countries such as Africa, Australia,
or even Poland.

I think that concludes the summary of my prepared statement which
we will submit for the record together with the appendix material
which shows what we have done in some of these cases.

[The prepared statement of Mr. Coleman, together with an ap-
pendix, follows:]

PREPARED STATEMENT oF LYNN R. COLEMAN

Mr. Chairman and Members of the Committee, I appreciate the opportunity
to appear before you to discuss the relationship of railroad coal tariffs to
national energy objectives as viewed by the Department of Energy (DOE).

One of the central goals of the national energy program is the increased use
of coal to replace imported oil. Coal constitutes 90 percent of conventional
energy reserves in the United States; yet, coal currently supplies only 20
percent of our energy consumption.

On a nationwide basis, increased coal use is frequently an economic and
efficient means to reduce reliance on oil and natural gas for the generation of
electrical energy and in industrial processes. The greatest potential for new
coal-fired plants exists in southwestern and northeastern states, particularly
states like Texas which have access to abundant western coal reserves. Signifi-
cant potential exists as well for states situated east of the Mississippi River.

Electric utilities today are the major users of coal in the United States. The
industrial sector, on the other hand, represents one of our greatest new markets
for coal use. Electric utilities now transport about 50 percent of the coal utilized
to generate electricity by railroad, and more than half of the industries which
depend today on coal-fired boilers ship their coal by railroad.

Electric utilities and industries which do depend on coal primarily rely on
railroads. Large shippers of coal today generally have little ability to affect the
amount of the coal tariff. As a result, increases in railroad coal tariffs not
disallowed by the ICC can have a significant impact on the price of energy
produced from coal and can effect the competitiveness of coal as a fuel source.

The financial health of the nation’s railroads is of utmost importance to the
success of the coal conversion program. Rail transportation must be available
today and in the future to move the large quantities of coal required for electric
utilities and industries. Consequently, railroad tariffs for the movement of coal
must adequately compensate the carrier and must make an appropriate contri-
bution to the revenues of the railroad. To the extent that economically rational



33

coal tariffs impact on the economics of the coal conversion program, this impact
must be accepted in the interests of insuring adequate national railroad trans-
portation capacity. However, coal traffic must not be the sole source of additional
revenue necessary to make the railroads a healthy and viable industry and must
not be exploited as a captive source of profits.

The task confronting all interested persons is to develop a regulatory frame-
work which reflects a fair balance between national transportation and energy
goals. I wish to underscore the urgency of this task by delineating the sub-
stantial impacts of railroad tariffs on coal use, as well as the current response
of the ICC, and will describe the Department of Energy's efforts to develop a
national set of regulatory principles in this area. .

Tncreased coal tariffs for the movement of coal can affect the implementation
of national energy policy in several ways. First, higher coal tariffs can reduce
the use by electric utilities of presently existing coal-fired generating units in
the dispatch of power, thereby reducing the use of coal. Second, higher coal
{ariffs decrease the economic savings which would be realized as a result of the
conversion from oil and gas-fired boilers to coalfired boilers. Third, higher coal
tariffs can have a negative impact on decisions by electric utilities and industry
to replace existing oil and gas-fired capacity with coal-fired capacity.

As a consequence of the potential impact of increased coal tariffs on national
energy goals, the Department of Energy has intervened in several proceedings
before the Interstate Commerce Commission where increased coal tariffs were
at issue. In these proceedings, the Department has introduced extensive studies
which demonstrate that the level of the coal tariff affects the economics of
operating the generating umits in an electric utility system. Most electric utilities
will dispatch their generating units as a function of marginal operating costs.
Consequently, the generating units with the lowest operating cost will be dis-
patched to meet the next increment in demand for electricity. Thus, as coal
tariffs are increased, the system will tend to use less and less coal-fired gen-
erating capacity as the increased cost of fuel tends to make such units less
economic to meet an incremental increase in demand.

The degree to which the dispatch of generating units is affected by higher
tariffs depends on many variables including the amount of the tariff increase
and the array of units available to the utility. However, analyses performed
by the Department indicate that the effect of increased coal tariff on system dis-
patch can be quite dramatie.

In addition, conversion to coal by electric utilities offers the potential of re-
ducing the rate of increase in the cost of generating electricity. As the costs of
generation are controlled, then increases in the price of electricity to consumers
will also be controlled. However, utilities would not plan to build new coal-
fired capacity in order to replace existing oil and gas-fired boilers unless they
aaticipated certain savings from the conversion. In fact, what controls the
decision to replace oil and gas-fired capacity is the expectation of substantially
lower operating costs associated with coal or any other alternate fuel fired
facilitles. The savings which would be realized from reduced fuel costs, under
most State public utility regulations, would be passed on to consumers of elec-
tricity by virtue of fuel adjustment clauses. Thus, the consumer of electricity
should benefit from replacement of oil and gas-fired facilities by those fired by
coal. Nonetheless, the Interstate Commerce Commission has been urged in
several proceedings to increase coal tariffs for western coal movements in an
amount higher than we believe that actual service would appear to warrant.

The greatest potential source of national benefits from the coal conversion
program is the early replacement of existing oil and gas-fired capacity by coal-
fired capacity. A decision to replace oil or gas-fired boiler capacity by coal-fired
capacity will depend on a number of factors, including :

—The regulatory framework within which electric utilities and industry
must operate ;

—the relative availability in the future of the various fuels; and

.—the life cycle cost of the coal-fired boiler compared to the cost of continued
reliance on existing oil and gas-fired boilers.

. A basic ingredient of the regulatory framework which affects utilities and
industry in regard to their use of oil and gas is the Powerplant and Industrial
Fuel Use Act (“FUA”). Under certain conditions, FUA mandates the increased
use of coal and alternative fuels as the primary energy sources for existing
and new electric utility generating units and major industrial fuel-burning
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installations. That Act, however, does not preclude utilities and industries from
a continued reliance on existing oil and gas-burning facilities. Therefore, as
long as utilities and industries perceive that oil and gas will remain available
for use in the foreseeable future, there will be no incentive to replace existing
oil and gas-fired capacity with coal-fired capacity unless the replacement
generates some long-term economic advantage.

A key criterion in determining whether to replace capacity is whether the
savings in operating costs occasioned by the use of new capacity in lieu of
existing capacity would outweigh the capital costs associated with construct-
ing the new capacity. If the savings to be derived from operating costs out-
weigh the capital costs, replacement of existing oil and gas fired boilers be-
comes economically appropriate. Thus, an economic decision to replace exist-
ing oil and gas fired capacity with new coal-fired capacity depends on the
projected operating cost savings associated with the new capacity. Projected
operating cost savings will come primarily from one source: the cost of fuel

In the western United States, large distances often separate the mine where
the coal is produced and the generating station where the coal is burned.
Consequently, the cost of coal in the West is largely determined by the cost of
transporting that coal from the mine to the utility. In fact, because of the rela-
tively inexpensive methods used in the West to mine coal and the large distances
between the coal mine and the coal-burning facility, the delivered cost of coal
is generally one-third due to the mine cost and two-thirds due to the transporta-
tion costs. Consequently, early replacement of existing oil and gas boilers by
coal-fired boilers can be affected significantly by the tariffs at which coal is
transported.

Because of the long lead time associated with the construction of coal-fired
capacity, utilities and industry alike must make decisions to replace existing
capacity with coal-fired capacity as much as eight or more years in advance
of that time when the capacity is planned to be available. If electric utilities
and industry perceive that the ICC will prescribe coal tariffs that are unreason-
ably high, the economic incentive to replace existing oil and gas-fired capacity
will be eliminated and electric utilities and industry will rely for a considerably
longer time on their existing oil and gas-fired capacity. This result would be
contrary to national energy poliey goals.

Several significant rate decisions involving substantial economic impacts on
coal users have been issued by the ICC subsequent to passage of the Railroad
Revitalization and Regulatory Reform Act in 1976 (“4-R Act”). The Interstate
Commerce Commission investigates those railroad rates which are not subject
to competition.

Under the 4-R Act, many western coal tariffs have been investigated by the
ICC. Such investigations often have required a careful balancing of the national
energy policy objective of increasing coal use with the need to insure that the
railroad industry remains financially viable. The most significant recent ICC
cases which concern increased coal tariffs are listed in the attached Appendix.
That list indicates that during the past several years, the railroads have pro-
posed increases on their coal trafic which range from 24 percent to 53 percent.

Because of the impact of increased coal tariffs on the objectives of the coal
conversion program, the DOE has intervened in several recent ICC investigations
to advocate the development of a costing methodology for coal tariffs which will
ensure that coal bears only its fair share of costs, including a fair return on
capital. To the extent that the resulting tariff impacts on the economics of
coal conversion, that impact must be accepted in the interests of generating
adequate revenues necessary to insure the availability of an adequate reliable,
efficient and effective railroad transportation system.

To this end, DOE has recommended that the ICC adopt the following prin-
ciples which would establish an appropriate balance between national energy
policy goals and national transportation goals :

1. All railroad rates for the movement of coal as well as other commodities
should be based in the first instance on the incremental costs of the respec-
tive movements,

2. The revenue needs of the entire rairoad should be determined and the
respective contribution to be made by each commodity should be decided
simultaneously in accordance with the determined revenue need. To determine
the fully allocated cost of each commodity, fixed costs should be allocated to
that commodity in direct proportion to its incremental costs.



35

8. Differential pricing, that is, charging on the basis of the ability to pay
different prices for similar service, should be permitted only to the extent that
the railroad can reasonably show that, in terms of net revenue generation,
some commodities should not be assessed tariffs equal fo their fully allocated
costs and that these commodities are paying tariffs at least equal to their respec-
tive incremental costs. Only in this instance should coal or some other com-
modity which is moved under conditions of market dominance bear a dispro-
portionate share of the fixed costs of the railroad.

To date, the approach advocated by DOE has not prevailed.

The current regulatory atmosphere and problems it presents are well-illus-
trated by the attempts of the City of San Antonio to obtain coal from Wyoming
via the Burlington Northern Railroad (BN) for its recently constructed $250
million coal-fired power plant.

The City of San Antonio was one of the first electric utility companies in
Texas to construct a coal-fired power plant because of rapidly accelerating nat-
ural gas prices in the early 1970's. In its initial negotiations with the BN, San
Antonio says the railroad proposed a tariff at $7.90 a ton. However, after secur-
ing a commitment from San Antonio, BN later increased the tariff to $11.09 per
ton, an increase of more than 40 percent. Additionally, the BN required San
Antonio to provide its own 100-ton coal cars.

San Antonio officials then turned to another railroad, the C&NW, which also
had solicited San Antonio’s coal traffic and could transport the coal from
Wyoming. However, following the BN's escalated offer, C&N'W declined to pur-
sue its earlier interest in San Antonio’s business. San Antonio was left with
no transportation alternative and consequently was compelled to make arrange-
ments for the purchase of 770 freight cars at a cost 6f $25 million and for the
construction of car servicing and maintenance facilities at a cost of several
hundred thousand doilars.

Thereafter, San Antonio filed a complaint with the ICC in May 1975. As a
result of the Commission’s investigation into the tariff quoted by the BN, the
ICC prescribed a tariff of $10.93 per ton. In March 1977, the Eighth Circuit
Court of Appeals affirmed the Commission’s decision.

In early 1977, pursuant to BN’s petition, the ICC reopened the proceedings to
receive new cost evidence based on actual operating experience. In view of the
serious policy implications of this matter, DOE intervened in the reopened pro-
ceedings in Decemmber, 1977 to present its views that:

(1) In setting rates for the transportation of coal, the ICC must consider the
impact of such rates on national energy policy objectives; and,

(2) Unit train tariffs set at a level higher than the costs associated with a
specific movement could discourage San Antonio, as well as other electric utilities,
from making investment decisions to build coal-burning capacity.

As a result of that proceeding, the ICC issued a decision in October, 1978 estab-
lishing a tariff of $16.12 per ton. In so deciding, the Commission, in our opinion,
took little account of the impact of the tariff on national coal conversion objec-
tives. Moreover, while we feel the Commission recognized that BN failed to
submit significant evidence of actual operating experience, ICC did not hesitate
to set a rate considerable higher than that advocated by San Antonio. The
Commission took this action despite its view that such evidence was “particu-
larly important” in view of the tactics employed earlier by the BN.

Thereafter, upon a Petition for Reconsideration filed by BN, the Commission
further increased the tariff from $16.12 per ton to $17.28 per ton. This amended
tariff was increased in part because of a 7 percent “revenue need additive” which
we at DOE believe effectively requires electric consumers in San Antonio to
subsidize operations of the BN which are unrelated to those services which San
Antonio consumers receive from the railroad. It is our understanding that San
Antonio now is investigating the possibility of importing coal from Australia.

The Administration recently submitted a bill, the Railroad Deregulation Act
of 1979 which would address the problem of rising coal tariffs with a provision
to allow long-term contracts rates. This should eliminate much of the business-
man’s uncertainty in this area.

Subsequent to the San Antonio intervention, DOE began to articulate in other
ICC proceedings the need to balance railroad revenue needs with national
energy goals. In Ex Parte 347, the Western Coal Investigation, which is still
pending before the ICC, DOE presented an extensive analysis of the impact of
rail tariffs on the economics of coal conversion, by examining the system of the
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Houston Lighting and Power (HL&P) Company. That analysis concluded that
by increasing the tariff from $11.00 per ton as proposed by HL&P to $15.80 per
ton as requested by the railroads, HL&P would burn approximately 2800 more
barrels of oil equivalent per day between now and 1985. In addition, our
analysis shows that a tariff of this magnitude would create a strong economic
incentive to defer from 1986 through the end of the century the construction
of at least one large, 570 MW coal-fired generating unit.

More recently, the DOE has performed a similar study in another proceed-
iny also pending before the ICC. The DOE analysis shows that between 1985
and 2005, the requested coal tariff increase would eliminate the economic bene-
fits which otherwise would have existed for the construction of an additional 660
megawatts (MW) of coal-fired generation which would have displaced existing
oil and gas-fired capacity. This would translate to 1,100 to 18,400 barrels per day,
depending on the price of the residual oil which would be burned due to the
absence of this coal-fired capacity.

In both proceedings, the DOE analyses indicated significant sensitivity in the
economics of utility operations to increases in the transportation tariffs for
coal. In fact, DOE’s studies show that because the economics of utility opera-
tions are highly complex and interrelated, it is impossible to identify any single
point where a utility would switch from a dependence on one fuel to a dependence
on another alternative fuel.

That completes my prepared testimony. I would be happy to answer any
questions.

APPENDIX

1. Docket No. 36612—Incentive Rate On Coal—Gallup, N. Mex. to Cochise,
Ariz.

Rate sought by railroad (filed June 1977)___________________ $8.64
Rt}te advocated by shipper (Arizona Electric Power Cooperative

ne.) _ 4.50
ICC decision (November 1977) tariff allowed 8. 64

Decision is on appeal before the U.S. Court of Appeals, D.C. Cirecuit.
2. Docket No. 36608—Incentive Rate On Coal-—Cordeno, Wyo. to Smithers
Lake, Tex.

Rate sought by railvoad - __.______________________________ $15. 60
Rate advanced by shipper (Houston Power and Light Co.)o_.____ 11. 00
ICC decision (November 1977) tariff allowed_____________.________ 15. 60

Decision is on appeal before the U.S. Court of Appeals, D.C. Circuit.
3. Docket No. 3680-—&San Antonio, Tez. v. Burlington Northern Rdailroad.

Rate sought by railroad (filed July 1977) oo o __ $18.23
Rate advocated by shipper_________ R, 9.78
ICC decision (October 1978) tariff allowed 16.12

Decision is currently on appeal before the U.S. Court of Appeals, D.C. Circuit.
D.O.E. participated in the administrative pbroceeding and is party to the appeal.
4. Docket No. 36936—Incentive Rate On Coal—Hayden, Colo. to Kings Mill, Tex.

Rate sought by railroad (filed May 19, 1978) _— ———— $10. 56
Rate sought by shipper (Celanese Chemical Co.) - _____________ 6. 50-7. 00
ICC decision (November 1978) tariff allowed. . __________________ 10. 56

Decision is on appeal before the U.S. Court of Appeals, 5th Circuit. D.O.E. has
been requested to file an amicus brief, but has not yet decided to do so.
5. Docket No. 37068—Increased Rates on Coal for the L&N Railroad.

Rate sought by railroad (filed No-

vember 1978) . ___ . ____________ 38 percent increase on originated coal.
Rate advocated by shippers_______ Generally between 6-10 percent in-
crease.

Currently pending before the ICC. D.O.E. is party to the proceeding.

Several recent rate increases on coal which have been filed with the ICC:
6. Docket No. 37153 Minnesota Power and Light.

Rate sought by railroad _____________________________ $9. 54

Prior rate —— . — $6. 10

Increase (percent) I ——— 53
7. Docket No. 68938—Movement to Superior, Wise. For Detroit Edison.

Rate sought by railroad o $9. 82

Priorrate.__.___________________________ T $6.98

Increase (percent). —— 41
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8. Docket No 36944—Movement to Council Bluft, Iowa for Iowa Power and
Light.

Rate sought by railroad . $7.38
Present rate— - oee o -_ $5.62
Increase (percent)._ - 24

Senator BenTsEN. Mr. Coleman, Mr. O’Neal, we are talking about
making this country of ours energy-independent. I go downstairs to
meet the Finance Committee to talk about putting a $142-billion tax on
to make us energy-independent. At the same time, I get figures put
before me here indicating it’s cheaper to bring coal in from South
Africa where they have a 300-mile railroad haul, carry it several thou-
sand miles by boat, another 88 miles by railroad and U.S. utilities can -
buy it cheaper. We’re talking about trying to be energy-independent of
the OPEC countries, but it looks like what we’re doing is just swapping
OPEC off for Poland and South Africa.

We have one department over here trying to achieve the energy
objectives of the country, and we have the Department of Transporta-
tion turning around and making recommendations to the ICC that
allow that delivered cost of coal be aligned with the delivered Btu cost
of foreign oil.

T really believe if that recommendation was carried out it would be
absolutely devastating to the use of coal in this country and in trying
to develop energy independence.

Now tell me, are you seriously considering adopting the recommen-
dation of the Department of Transportation on coal-hauling rates?
~ Mr. O'Near. The Department has made that recommendation
in a number of cases and we have not bought the proposal
yet. I don’t think we're likely to. We want to weigh the arguments
of it, and certainly of the Department of Energy. Obviously, if the
price of coal reaches the same price as the price of oil, there will be
no incentive to convert to coal.

Senator BenTsEN. You just heard Mr. Jordan, Houston Light-
ing & Power, talk about what it was going to cost to convert to coal,
how much a kilowatt. An incredible price. You know this administra-
tion really better get its act together. It may mean knocking some
heads together to achieve a balance of policies.

T’'m not going to go down to vote for $142 billion worth of addi-
tional taxes unless I see a coordinated effort to achieve the objectives
for the country in energy independence. I know we haven’t got co-
ordination when I see the dollar going down the tubes, further de-
preciating, then see a situation where we turn around and substitute
foreign coal for foreign oil.

Mr. Coleman, Chairman O’Neal suggested that in the Southwest,
coal is still a better buy for the utilities compared to oil and gas. Do
you want to comment on that? -

Mr. CoLemaN. Yes, I suppose that is true in terms of the present
delivered cost of coal. I suppoose coal is in fact less than the average
cost of natural gas in Texas, and perhaps less than the Btu equivalent
of imported oil.

But the cost of natural gas in Texas has stabilized recently. And
under the Natural Gas Policy Act passed by the Congress, its increase
between now and 1985 is predictable and the curve doesn’t look any-
thing like that chart behind you there. Of course, the utility doesn’t



38

just look at the delivered cost of the fuel itself. If you are talking
about the new facility, you have got to reckon with what Mr. Jordan
testified to, that the new facility, which burns coal, is going to cost
six or seven times what that existing oil or gas facility might have
ccf>st, wlhich means that the capital charges must be added to the cost
of coal.

And when you look at it that way, it’s the judgment that we arrived
at in these studies that present rail tariffs are sufficient to cause utility
executives to cancel coal-fired plants or to defer them; or if they
already have them, to use them less.

_Senator BExTsEN. Mr. O’Neal, I was listening to Mr. Jordan make
his statement. As I understood it he stated coal freight rate increases
of 40 to 50 percent have been approved in recent years without sub-
mission of cost data by the railroads. Does that mean that ICC is
permitting these increases to go into effect without requiring the rail-
roads to justify them?

Mr. O’NeaL. No, the railroads have to justify the increases with
cost data. It is submitted. I don’t understand that comment, frankly.
In one case now pending
. Senator BEnTseN. I will ask Mr. Jordan to give me substantiating

acts.

[The following letter was subsequently received for the hearing
record from Mr. Jordan:]

HousToN LIGHTING & Power Co.,
Houston, Tex., July 27, 1979.
Hon. LLoyp BENTSEN,
Chairman, Joint Economic Committee,
Congress of the United States,
Washington, D.C.

DeEAR MR. CHAIRMAN : At the hearing on July 24, 1979, on The Impact of Rail
Coal Shipping Rate Increases, I testified as follows:

Rate increases of as much as 40 percent to 50 percent have been imposed
by the railroads without the provision of cost data normally required of
other regulated industries in ratemaking procedures.

In a subsequent exchange between you and Witness A. Daniel O’Neal, it was
stated that substantiating facts for my assertion would be welcomed. The pur-
pose of this letter is to provide those facts.

Until the recent spate of coal rate increase proceedings, the I.C.C. has never
employed rate of return principles in the establishment of freight rates. Ez
Parte No. 271, Net Investment-Railroad Rate Base And Rate Of Return, 345
I1.0.C. 55, 61 (1974).

In the recent coal rate increase cases, the I.C.C. for the first time in its
history, endeavored to set rates for specific movements which purported to earn
for the railroads a specific rate of return. This technique is very clearly set forth
on sheet 16 of Witness O'Neal's prepared statement where he shows how the
Commission devised the rate to San Antonio to earn 10.6 percent after taxes and
before the 7 percent additive for cross-subsidization. .

The point I make and here repeat is that there is no data or evidence presented
by the railroads on their investment in the facilities used by the San Antonio or
Houston traffic, or any other coal traflic. In other regulated industries, such as
the electric utility industry, a return is earned on the actual, used and useful
investment required to provide the service. The I.C.C. makes coal rates by cal-
culating returns on the entire system investment and then allocating a portion
to coal. As such, there is no data before the I.C.C. on how much return coal
traffic is earning on the actual facilities which it utilizes.

I am convinced that if the railroad coal rate profits were expressed as a return
against the actual investment in the coal facilities, they would be shockingly
high. Regrettably, as I have stated, there is no cost data which permits me to

demonstrate this thesis.
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In closing, let me express my appreciation for the opportunity to testify before
the Committee on this very important matter.

Very truly yours, Dox D. J
oN D. JOBDAN,

Pregident and Chief Executive Officer.

Mr. O’NeaL. I just mention that in a number of cases we have
had fairly lengthy hearings. For example, the Louisville Nashville coal
case that is now before us, we have had 30 days of hearings just
to develop the record. So I don’t really understand that comment.

Senator BenTseN. Mr, O'Neal, I heard Mr. Coleman say, and the ap-
pendix to his prepared statement indicates, that at three recent rail
coal hauling rate cases affecting major collective utilities in Min-
nesota, Michigan, and ITowa, the increases ranged from 24 to 53
percent. That looks like we're talking about another set of ICC ap-
proved rate increases which would discourage maximum coal utiliza-
tion in the Midwest as it has in the Southwest.

Mr. O’Near. I’'m not going to deny there have been substantial
increases in coal. There 1s no question about it. The railroads are
looking in this area as one place they can increase their revenues.
I think it’s important to note that the price of transportation of coal
which at one time on a nationwide basis was about 60 percent of the
delivered price of coal and is now 23 percent on a nationwide basis.

Now in the West ——

Senator BeEnTsEN. Those are not the figures I heard for the South-
west by a long shot.

Mr.  O'Near. That’s right. In the Southwest the percentage is
high because you have got a much longer haul in that situation than
you do in most other parts of the country, 1,500 mile haul or so.

Senator BENTSEN. As I recall the figure, Mr. Jordan was saying
transportation is around 75 percent of the cost of coal delivered to the
utility in Houston and San Antonio.

Mr. O'NEaL. I agree. For the western coal moves which are much
longer, the price of transportation is substantially higher than it is for
other parts of the country. And it’s about 70 percent.

Senator BEnTsEN. Now, in your prepare(f statement you said mod-
orn eastern coal decisions must now evaluate both the effect of the pro-
posed rate increases upon the existing rate structure and the carriers’
need for adequate revenues. Now if I can translate that into layman’s
terms, it seems to me what you are saying is that many eastern elec-
tric utilities and other large coal users can anticipate significant in-
creased coal shipping rates along the same lines as those granted in
the West.

Now if that is so, there wouldn’t be just two of us sitting up here.
This thing would be packed. And you will see some kind of affirmative
legislation taking place.

Mr. O’Near. Well, I don’t see those kinds of large increases occur-
ring. In the East, most of the plant is in place. One of the problems in
the West is that the plant has not been in place for hauling these large
volumes of coal. However, if a bill that is now pending before the Con-
gress were to pass, it could make a big difference.

There is a bill that would eliminate overall regulation by the Inter-
state Commerce Commission of rail rates, even for captive shippers.
T think if that bill were to pass, although I don’t see it really happen-
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ing at this stage, it could substantially increase rates. We are opposed
to that and we have fought it all the way.

Senator BentseN. Mr. Coleman, you stated four principles for bal-
ancing national energy goals and national transportation goals. Will
you restate those briefly, and then, Mr. O’Neal, I would like you to
comment on those proposed principles.

Mr. CorEmAN. These are the ratemaking principles.

Senator BeNTsEN. You talk about trying to achieve a balance in
national energy policies.

Mr. Coeman. That’s correct. We recommend an approach where
the first question is: What is the incremental cost, of the shipment ? To
make that judgment you must have incremental cost data. I believe
that perhaps what Mr. Jordan was referring to is that in some in-
stances, the ICC has not requested incremental cost data and they have
accepted filings of system average costs. But we think to make an in-
telligent judgment. as a first cut, you ought to know what the incre-
mental costs are. That is the way any businessman would look at any
new service. Am I going to get enough revenue out of it for the cost
Iincur?

The second thing you move to is the allocation of fixed costs. Ob-
viously, it’s fair that all service pay a portion of the fixed costs as well.
Our view there is that you should determine fixed costs according to
the ratio of incremental cost to all costs. That requires obtaining some
additional information. But it helps the agency and the people in-
volved, the shippers and carriers, to know what the rules of the game
are so that they can predict with some certainty the future range of
coal tariffs.

Once you have established that, then you face up to this question
of differential pricing, which is just another way of saying that the
traffic which can bear a higher cost should support that traffic which
cannot bear its full share of fixed costs. Frankly, our view is that it’s
questionable whether a railroad ought to be hauling traffic that doesn’t
bear at least its incremental costs.

So our view is that if you are going to get into this question of
differential pricing, you have got to find out and lay out on the record
what the railroad’s revenue requirements are. How much money does
this railroad need in order to continue operation and to make neces-
sary investments? Then you determine what part of the railroads
business cannot bear its full share of the costs. Then you arrive at a
number. Then you make a fair allocation of that deficiency which
must be recovered from the profitable traffic, fairly amongst that
profitable traffic. :

Senator BentseN. Mr. Coleman, because of the limitations of time
and the fact my time has expired, I want to give Mr. O’Neal an
opportunity to respond.

Mr. O’Near. Well, we would agree that it would be nice, and we
are attempting to reach that goal, where we have good, solid cost
information on all aspects of a railroad operation. That information
is not as good in some instances as we would hope. In some cases we
have to rely upon system average costs where we would like to have
more specific information. This particularly arises where you have
8 new service that is being provided where you don’t know what
those costs are until it’s actually been in operation.
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We also agree that railroads should not be operated where they
are not meeting at least variable or incremental costs. We have been
urging the railroads to increase their rates in those areas. Indeed,
T’'m not sure why they haven’t increased their rates.

Senator BENTsEN. Mr. O'Neal, we just had a rollcall. I don’t quite
understand it. So I would like to let Senator McGovern make his
comments in case we have to go over to vote.

Senator McGovern. Thank you, Mr. Chairman.

Chairman O’Neal, I share the concern of the utility officials, Mr.
Jordan and Mayor Cockrell and others who have testified here ear-
lier about the skyrocketing transportation costs. We don’t have any
Burlington Northern coal hauling service in South Dakota. How-
ever, the Milwaukee Road does carry very substantial amounts of
coal to a huge powerplant in the northeastern corner of the State.

‘And the Milwaukee rates are much lower than the Burlington
Northern’s. I think maybe half as much, something on the order of
$7 against $14 or $15. The problem is the Milwaukee’s gone bank-
rupt with those rates, and doubtless with other problems.

And T think it’s generally perceived in the industry that their very
low rate structure is one of the reasons why the Milwaukee is in.
bankruptcy. Now would you say the Commission’s policy of con-
sidering the financial condition of the railroad in coal ratemaking
is meant in part at least to prevent this kind of financial deterioration
of the lines?

Mr. O’NEaL. That is the objective we are trying to reach. I think
that is the objective that the 4R Act requires us to consider. What can
we do to insure that the railroads are remaining viable or becoming
viable, in some instances. I note the Milwaukee does have low rates. Of
course, one reason they have low rates is because their service is not
comparable to their competitors in some instances; therefore in order
to generate business they have gone to some very low rates.

'm not sure whether the rate on coal movements by the Milwaukee
is comparable to the Burlington Northern rates. Burlington Northern
is moving coal a much longer distance. I venture that would have some
impact on that rate.

But we are trying to balance these interests by trying to meet the
requirement in the act that tells the Commission that we have some
responsibility for the railroads having adequate revenues, and at the
same time trying to assure that what we are doing is not adversely
affecting energy goals of the country.

Senator McGovery. Do I understand, Chairman O’Neal, that the
Commission is now in the midst of a study to determine what the coal
rates should be, that you are looking at this whole question of the
Western States?

Mr. O’Near. That’s right. We do have a very large study underway,
trying to put all the pieces together as far as western coal rates are
concerned. Obviously, one of the factors we have got to consider is the
impact on energy consumption in the United States.

Senator McGovern. Your prepared statement indicates that coal
rates might have been artificially low prior to the 4-R Act. Is it your
judgment that most western railroads now fully recover their costs
on the increased rates?
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Mr. O’NEaL. On the increased rates for coal ?

Senator McGovern. Yes.

Mr. O’NeaL. T would say at this stage, for those rates at least that
we had to take a look at, yes, we would say that the railroads are
recovering to the extent they should.

Senator McGovern. I do not want to be repetitious here, but what
1s the evidence that railroads are using, if there is evidence, for their
new ratemaking freedom to cross-subsidize noncoal operations? That
has been a contention, as you know, of the utility companies, that they
are being forced to pay coal transportation rates way above what it
costs to move the coal, in order to cover other noncoal operations.

Mr. O’NeaL. Well, we agree. In fact, part of the formula we have
used in these two major cases, San Antonio I1I and SWEPCO, pro-
vides for differential pricing or cross-subsidy to some extent. The
carrier is recovering more than fully allocated costs. That is being
used to sustain the entire system. But when we look at, as T mentioned
earlier in the statement, when you look at the ratio of revenue from
coal movements to variable cost, and you look at some other com-
modities that are moving, coal is not that far out of line.

Indeed, there are many commodities that are substantially higher
than coal. Now in the San Antonio 111 case, which is the last case, the
revenue is 176 percent of variable cost. And in the SWEPCO case, 170
percent, of variable cost.

If you look at the charts in the back of the prepared statement, there
are a number of commodities. In many, such as iron ore, newsprint
paper, locomotive and railway car parts as I mentioned earlier, sub-
stantial amounts of traffic are moving at well over 180 percent of vari-
able cost.

Senator McGoverN. So they are making more money on those things
than they are on the coal. What about grain? Is it true that the rail-
roads make more money moving wheat and grain than they do coal ?

Mr. O’Near. It depends on the movement. We have a recent study
which shows that grain is very competitive in some instances, with a
lot of grain that is moved by truck and barge. In other areas it’s not
competitive at all. Certainly where in the Midwest, where you don’t
have water movements, and you are a good distance from the market,
the rail rates are substantially higher.

So it depends on which movement you are looking at. You can’t
really make a blanket statement about grain nor can you make a blan-
ket statement about coal movements. They vary all over the country.

Senator McGovern. This next question might go to both Mr. Cole-
man and Mr. O’Neal. I thought the chairman made a point that a good
many people in the Senate here are feeling stronger about all the time.
And that is the importance of seeing the relationship between the
various parts of our energy policy more than we do.

I, frankly, for example, don’t understand at a time when we are
trying to conserve energy that we cut back on public support for the
Amtrak system, where you have these trains running full. And we
are trying to encourage people to leave their cars at home. And you
see substantial cutbacks, supposedly for budget reasons, on Amtrak.

Without getting into that question at this hearing, is there, Mr.
Coleman, a really serious and sustained effort to coordinate the vari-
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ous aspects of our energy policy ? Now, the utility companies argue that
while they have no quarrel with the idea of converting to coal, and they
have no quarrel with the idea of a strong railway industry, and I think
most Americans would strongly support those two objectives, that
if in order to accomplish that the rates have to be set at a velY1 high
level, in a sense you are asking electric consumers to subsidize the rail
lines.

Now, if that is the case, is there any thought being given to maybe
part of that cost being picked up out of the energy program? The
chairman made reference to the proposal that we spend $142 billion
on our energy policy over the years ahead.

Is there any reason to think that a logical case can be made that
some of that cost of moving coal to permit a more intelligent ener
policy could be picked up as a public cost rather than shifted entirely
to the utility consumers?

Mr. Coreman. That is a very good question. In the administration’s
most recent proposals we are talking about $16 billion of that $140
billion plus being used for transportation improvements and about
$10 billion of that would be for purchase of bus systems and the
upgrade of existing rail mass transit systems.

There is no reason why that question should not be addressed in the
broader context which you raise. The Amtrak decision is one that,
as you say, raises an interesting question at a time when we are trying
to get people out of their automobiles and into public transportation.

7 terms of the effort to coordinate these things, which I think is a
very basic question here, there is, of course, nothing in the Constitu-
tion that requires the Congress to have consistent goals every time it
passes a law. The Department of Transportation and the ICC are set
up in business under the 4R Act and the Department of Energy is set
up in business under all of our statutes. Occasionally, those objectives
are going to conflict. The only place that coordination can be supplied
is at the White House. We have raised those issues at the White House.
They are now being looked at. One instance in which I think we have
come to a conclusion is that the administration has decided to support
coal slurry pipeline legislation, and support it actively, because we
think it is one method of providing some competition to the railroads.

There are problems, that I know that you are acutely aware of, with
respect to water use in the West.

Senator McGoverx. I was going to say that I'm not sure that isa very
happy position.

Mr. Coreman. T understand it is another of those instances where
we have two policies conflicting. Another thing that is going on ri ht
now is the Justice Department is reviewing the positions of the I C,
the Department of Transportation, and the Energy Department with
an eye to stating a position of the United States at the court of appeals
where the San Antonio case is pending. We expect a decision to be
made on that shortly.

Senator McGovery. Thank you. T see my time is up, Mr. Chairman.

Senator BenTtsen. Thank you very much.

Thank you, gentlemen, for your statements.

Mr. O’NEear. Thank you.

Mr. CoLemAN. I appreciate it.
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Senator BEnTseEN. Our next panel will be composed of Mr. Norman
Lorentzsen, president and chief executive officer of the Burlington
Northern, St. Paul, Minn.; and Mr, Richard Miller. executive vice
president of the AMAX Coal Co., Indianapolis, Ind.

Mr. Lorentzsen, if you will proceed with your statement.

STATEMENT OF NORMAN M. LORENTZSEN, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, BURLINGTON NORTHERN, INC., ST. PAUL,
MINN., ACCOMPANIED BY FRANK S. FARRELL, VICE PRESIDENT-
LAW

Mr. LorexTzseN. Thank you very much, Mr. Chairman, Senator
%\IcGovern. I have with me Mr. Frank S. Farrell, our vice president-
aw.

I have an oral statement and I will try to stay within 10 minutes.

I am Norman M. Lorentzsen and I am president and chief executive
officer of Burlington Northern, Inc., the Nation’s largest railroad in
terms of trackage. My business address is 176 East Fifth Street,
St. Paul, Minn.

I deeply appreciate the opportunity to appear before you today. I
consider it most appropriate that the railroads are a part of any
discussion of our Nation’s commitment to coal because no industry
has done more in tangible, measurable expenditures and services to
demonstrate its willingness to support the national commitment to
coal. Further, no railroad has done more than Burlington Northern.

In filing your committee’s 1979 Joint Economic Report with the
Senate, Senator Bentsen stated :

* * * expanding the capacity of the economy to produce goods and services
efficiently is the most effective policy to combat the major economic ill of our
time—stagflation.

We agree with the committee and we have made a commitment to
expand and increase the capacity of Burlington Northern to handle
western coal in an effort to meet our Nation’s critical energy needs.

It is ironic that despite our commitment and the heavy expenditures
we have made, the railroads find themselves in a position of having to
defend their actions before the very people who have been the bene-
ficiaries of this commitment; namely, the customers who enjoy the
expanded service and certain local and national leaders who first called
for such a commitment from the industry.

The letter I received from your chairman concerning this hearin
stated that it would deal with—and I quote—“conflicting nationa
policies pertaining to energy and rail transportation.” Gentlemen, my
message to you today is: There are no conflicts between the goals of
the American rail industry and a sound national energy policy. With-
out a viable rail industry, this Nation simply cannot have an effective
energy policy. Moreover, it will not be able to utilize the abundant
coal reserves that grow more important with each increase in the price
of crude oil that is imposed upon us by the OPEC oil cartel.

In the past 5 years, Burlington Northern has invested more than
$665 million for roadway and rolling stock for coal service. We have
made these investments at a time of skyrocketing increases in costs.
In the 5-year period from 1979 through 1983, Burlington Northern
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plans to invest more than $1.5 billion in coal-related facilities and
equipment.

I do not believe that anyone could accurately estimate the tremendous
economic impact of the OPEC oil crisis of 1973-74 or the serious in-
flation which has occurred in its wake. Burlington Northern, along
with the rest of the country, has felt the severe impact of this rampant
inflation.

Since 1972, the average price of a locomotive has doubled to ap-
proximately $706,000. Steel rail has gone from $160 to $387 per ton.
The price of diesel fuel has increased almost tenfold in the past 6
years and averaged 97 cents per gallon in the spot market as of the
last week of June 1979.

In approaching our customers and attempting to negotiate higher
rates, Burlington Northern has reflected in these rates the increased
expenses and the incremental investment associated with the handling
of coal, including a realistic cost of capital. We also have been very
much aware of the costs of competing forms of energy.

The Interstate Commerce Commission has been reluctant to fully
recognize incremental coal investments in plant and locomotives in
costing coal traffic, and has refused to recognize Burlington Northern’s
current cost of capital in determining the costs of handling coal.

Cost of capital is as unavoidable a cost as wages or fuel. If a company
fails to pay labor, nobody will work for it. If a company fails to pay
capital, the market will not provide the funds necessary for replace-
ment, maintenance, and improvements of plant and equipment.

The Nation’s railroads have long suffered from inadequate earnings
and unfortunately Burlington Northern is no exception. Burlington
Northern’s rate of return on its rail operations in 1978 was only 1.60
percent despite large increases in our traffic. This after-tax return is
more than 10 percentage points less than the after-tax cost of capital
to Burlington Northern. The return on equity of the Nation’s leading
utilities last year ranged as high as 20.1 percent and averaged 12.2
percent. On the other hand, Burlington Northern’s consolidated return
on equity from all operations was only 6 percent.

Tt must be recognized that coal rates are less than the average rate,
in terms of rate-to-cost relationships, which is applicable on all of our
traffic; that earnings per ton-mile on coal traffic moving in unit trains
are about one-half the average of all Burlington Northern’s traffic;
that the returns we earn are far less than the returns that electric
utilities are permitted to earn. and that our ability to compete with
electic utilities in the financial markets depends on whether we can
achieve adequate earnings. As I view the 4R Act, it sets forth a
positive mandate to the Commission to place the railroads on an equal
footing with the rest of American industries in providing us with an
opportunity to recover our operating expenses and a reasonable rate
of return. The 4-R Act has been of some assistance to Burlington
Northern and the industry in meeting its overall revenue needs.

We do not believe that the electric utilities of this Nation, with
the rates of return they achieve. require subsidization by the railroad
industry or by the taxpavers of this country.

Coal is clearly the Nation’s best energy buy, and the A. D. Little
study which I cited in my prepared statement concludes that Western

Sy-244 0 -~ 80 - &4
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unit-train coal rates as much as 30 percent higher than those recently
implemented would have little or no effect upon the extent to which
Texas utilities or others would have any economic incentive to convert
from coal to another fuel.

In our view, the national energy policy not only supports, it man-
dates approval of the rates we have sought. The national energy policy
requires the increased use of coal. This objective can be achieved only
if the railroads are able to haul coal in ncreasingly large volumes.
We will not be able to do this job unless we earn a fair return, one
which enables us to attract capital, just as electric utilities and other
industries are able to attract capital in the private sector. We have
established, and are establishing, coal rates which will permit us to
accomplish this critically important objective.

If we are disabled or precluded from earning a fair rate of return
by unduly restrictive regulation or other means, we simply will not
be able to make the investments needed to revitalize Burlington North-
ern; we will not be able to handle the large volumes of coal as effi-
ciently as we should—if we can handle it at all—and the national
energy program will suffer.

Thus, in a very direct and immediate sense, the viability of the
Nation’s railroad system—and in particular the Burlington Northein
and other Western railroads—is one of the keys to the solution of the
Nation’s energy needs.

We understand this committee is also interested in securing the
company’s views on legislative changes which would be of benefit to
the railroad industry. Accordingly, I offer the following recom-
mendations:

One, Burlington Northern strongly supports recent proposals to
permit businesses to obtain faster writeoffs or depreciation of new
Investments in buildings and equipment over 8 to 10 years while re-
taining full investment tax credit. We believe that such changes will
provide more capital to modernize American industry.

Two, for years, Burlington Northern, along with the rest of the
railroad industry, has supported the imposition of adequate user
charges on barges and motor carriers to compensate the public for
the facilities utilized by barges and trucks. There is no reason why
the general taxpayer should be required to subsidize our competitors
to the detriment of both the taxpayer and the railroad industry.

Three, Burlington Northern supports the concept of a refundable
investment tax credit to assist capital intensive utilities and indus-
tries to fully utilize the benefits of investment tax credit. Alterna-
tively, unused investment tax credit could be applied to satisfy other
Federal taxes.

Four, Burlington Northern supports the concept and application
of workmen’s compensation principles, rather than the Federal
Employers’ Liability Act, which is based upon negligence, to the
railroad industry. Application of such a law to the railroads would
insure the right of employees to fully recover for injuries incurred,
with a minimum of administrative costs and attorneys’ fees.

Five, Congress is considering changes in the social security system
to insure its integrity. In this regard, we would encourage legislation
which would assist the railroad industry to meet the deficit in the
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railroad retirement fund. We have taken steps to expand piggyback
and other intermodal transportation of freight. In order to encour-
age these efficiencies, we need legislation which would insure that
nonrailroad employees engaged in intermodal transportation would
remain subject to social security rather than railroad retirement.

In conclusion, we expect this year Burlington Northern will orig-
inate an excess of 78 million tons of coal, compared with 63,100,000
tons last year. Despite a rate of return from our rail operations of
1.6 percent last year, we have had the courage and confidence to
expend in excess of $665 million through 1978 and plan to expend
$1,500 million through 1983 to handle Western coal.

To fund these investments, it is essential that the company be per-
mitted an adequate rate of return. I submit that the company’s objec-
tive of seeking a reasonable rate of return, in an effort to improve
its overall efficiency and contribute to solving the Nation’s energy
crisis, is clearly in the national interest, mandated by the 4R Act,
consistent with the objectives of this committee, and of benefit to
every American.

Thank you.

Senator BenTtsen. Thank you.

[The prepared statement of Mr. Lorentzsen, together with exhib-

its, follows:]

PREPABED STATEMENT OF NORMAN M. LORENTZSEN

Mr. Chairman and members of the Joint Economic Committee: My name is
Norman M. Lorentzsen and I am President and Chief Executive Officer of
Burlington Northern, Inc. My business address is 176 Bast Fifth Street, St.
Paul, Minnesota 55101.

I deeply appreciate the invitation to appear today before this Committee and
to demonstrate the extent of Burlington Northern’s commitment and partiei-
pation in the burgeoning movement of Western coal; the tremendous capital
requirements and risks which we have assumed to meet this commitment and
to assist in supplying the current and future energy demands of this Nation,
and our ability to meet future tonnage requirements resulting from the increased
demand for coal. In addition, it affords Burlington Northern the opportunity to
clarify any apprehension this Committee may have with respect to Burlington
Northern’s objectives regarding its coal rate policies. ’

Recently, this Committee, through its pathbreaking annual report and the
related comments of its members, has pointed the way for Congress and the
President to beat the “stagflation monster”.

The Joint Economic Committee recognized that in the past, recessions were
fought by hyping up demand. More money was printed so people could spend
more. Bach recession ended with a larger Federal debt burden and more numer-
ous Federal spending programs. Tax, inflation, unemployment and debt burdens
on the private economy have stifled incentives to work, save and invest. As we
hyped demand, we strangled supply. Each recovery became progressively weaker
with higher basic inflation rates, higher basic unemployment rates and lower
potential growth rates.

We need a renewed commitment to rebuilding America’s industrial base,
upgrading the transportation system, developing new sources of energy and
increasing basic research and development. We should erect modern facilities
and fill them with the most efficient machinery that technology can provide. The
Committee has properly recognized that the United States must either rebuild
its industrial base or settle for a lower standard of living.

You have committed yourselves to developing the supply side of our economy.
As Senator Bentsen said in filing the Committee’s 1979 Joint Economic Report
with the Senate, “ . . . [E]xpanding the capacity of the economy to produce
goods and services efficiently is the most effective policy to combat the major
economic ill of our time-stagflation”.
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Burlington Northern agrees with the Committee. We are making, as my testi-
mony will show, a truly unprecedented effort to rebuild and expand our railroad
to meet the Nation’s going transportation needs. All we ask is the opportunity to
earn a reasonable rate of return on our transportation operations so that we can
fund these essential expenditures through private financing rather than at the
taxpayers’ expense.

Fortunately, the national policy designed to improve this country’s rail trans-
portation system as set forth in the 4-R Act of 1976 will help to lessen our de-
pendence on the OPEC oil cartel. The railroads must become stronger if the
industry is to meet the demands of publie utilities for coal transportation service.
Moreover, because coal is a cheaper energy source than oil, every ton of coal the
railroads haul displaces more expensive foreign oil and helps in our Nation’s fight
against inflation.

While some utilities have objected to paying higher transportation rates, these
higher rates are fundamentally cost-based. No fair-minded person should ask
Burlington Northern or any other railroad to haul coal at rates below the full
cost of providing such service. Viewed from this perspective, Burlington North-
ern’s recent program to improve its coal rates will permit us to meet our shippers’
demands for transportation services and will permit those shippers to burn a
lower cost fuel.

Increased coal tonnage has required us to invest hundreds of millions of dollars
in new capacity—including new fixed plant assets and rolling stock. We are mak-
ing these investments at a time of skyrocketing increases in costs. I will describe
how Burlington Northern has attempted to adjust rates for the transportation of
coal to reflect these economic realities. I will also deal with the effect of the 4-R
Act of 1976 upon the Interstate Commerce Commission’s assessment of these rate
increases.

In summary, my view is that the Commission’s assessment has not been satis-
factory—in part, because of its tendency to look at historical as opposed to
current or prospective costs, and partly also because it has failed to properly
balance the short-term interests of consumers in lower rates against the long-term
interests of the Nation in a viable and financially revitalized railroad system. This
imbalance is illustrated by the fact that coal rates prescribed by the Commission
bear rate-to-cost ratios substantially lower than rates on movements of Eastern
coal, and the further fact that the prescribed levels of rates on certain movements
have failed to cover all railroad costs, including capital costs.

I. INTRODUCTION

Burlington Northern Inc., the Nation's longest railroad, was formed in March,
1970, by consolidation of five predecessor companies. The Company and its sub-
sidiaries operate more than 25,000 miles of lines in 19 Western and Midwestern

" States and two Canadian Provinces and employ over 48,000 people. The attached
map of the United States, marked Exhibit 1, displays our lines.? .

The three principal predecessor companies ; namely, the Chicago, Burlington &
Quincy Railroad Company, Great Northern Railway Company and the Northern
Pacific Railway Company, were primarily constructed as granger railroads serv-
ing the gain producing areas of the West and transporting grain and grain
products, lumber, livestock and products of mines to Eastern manufacturing and
consuming areas. While our plant facilities are entirely adequate for furnishing
these traditional and historical services, substantial adjustments were required
to efficiently transport coal and make it economically attractive and competitive
w_ith other energy forms. Because of the potential demand for coal and the mas-
sive volumes required, the Company gave early consideration to restructuring
the existing plant and operations to accommodate coal.

In the early 1970’s, my company foresaw the developing energy crisis and re-
solved to do its part to meet the Nation’s increasing energy needs. The predecessor
companies of Burlington Northern were the first to establish a unit train coal
movement, which is a particularly efficient method of transporting large volumes
of coal. The first long distance unit train movement involved tramsportation of
coal from Colstrip, Montana, to a public utility at Cohasset, Minnesota. The unit
train concept required consideration of improving track structures to accom-
modate the heavy loads and dynamics associated therewith, as well as additional
yard and passing tracks to provide additional capacity and expedite coal move-

! Railroad Revitalization and Regulatory Ref
ettonrroad Revital g y Reform Act of 1976, Public Law 94-210,
2 Exhibit 1 may be found in the committee’s files,
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ments. Improvements in locomotive power were required. The concept .of con-
tinual movement of coal trains through loading and unloading facilities was
started. In short, the physical plant and facilities required adaptation. This has
been and still is a massive undertaking and a challenge to private initiative and
enterprise which we have willingly undertaken and which has been endowed
with private capital from external as well as internal sources.

Burlington Northern’s decision to commit its resources and capital to the
movement of coal has involved difficulties. While we foresaw the potential
demand for coal, it was difficult to make an accurate estimate of the magnitude
of this demand. Nevertheless, Burlington Northern has wholeheartedly com-
mitted itself and its resources to assist in the resolution of what is now recog-
nized as an extremely serious national energy crisis. One, of course must look
at the situation as we foresaw it in the early 70’s. The commitment to risk huge
amounts of eapital investment in the movement of coal must be viewed in the
light of the then existing intense competition from oil, gas and nuclear energy ;
the potential of coal slurry pipeline competition and competition from other rail-
roads and sources of coal, as well as the overall financial position of the rail-
road industry, and Burlington Northern in particular. I do not believe that
anyone could accurately estimate the tremendous economic impact of the OPEC
oil crisis of 1973-74 or the serious inflation which has occurred since 1974, My
company, as well as other enterprises, has had to adjust its original planning to
meet the acute post-OPEC inflationary problems.

II. BURLINGTON NORTHERN COAL MOVEMENTS

Approximately 90 percent of the coal traffic originating on Burlington Northern
occurs in Montana and Wyoming and is destined for electric generating stations
in the Midwest, the Great Plains and the Southwest. Most of the coal which is
mined or planned for mining in Montana and Wyoming lies in the Fort Union
Formation. The attached map, marked exhibit 2, indicates the location of Burl-
ington Northern’s lines in relation to existing mines and mines under construc-
tion or projected in the Fort Union Formation. The balance of the coal traffic
originated by Burlington Northern comes from mines in the Midwest and North
Dakota. This coal movement has been relatively stable since the beginning of
the decade.

The transportation of coal has become Burlington Northern’s largest single
source of rail transportation revenues. Since 1972 our coal traffic has increased
by 375 percent. The following table shows the huge increase in the total number
of tons of coal originated for the most recent five-year period, the number of
revenue ton-miles attributable to coal, and the number of coal unit trains origi-
nated daily.

Year ended Dec, 31—

1974 1975 1976 1977 1978
Tons of coal orig'd (in millions)_..______..____________.__.__ 29.5 36.2 42.9 50.6 63.1
Coal rev ton-miles (in billions)__...____ 18.4 26,2 32.1 42.6 52,7
Daily unit trains orig’d at end of year 8 10 12 14 17

In projecting BN’s capital expenditure requirements for the 1979-1983 period,
we have made projections of anticipated coal traffic during that period. We esti-
mate that in 1979 the Company will originate 78 million tons of coal and that in
1983 it will originate from 115 million to 140 million tons. This translates to 65
billion revenue ton-miles in 1979 and from 90 billion to 115 billion in 1983.

III. THE IMPACT OF THE ENERGY ORISIS AND INCREASED COSTS ON OCAL RATES

A number of the present coal rates, as well as prospective coal rates, were nego-
tiated with utilities in the early 1970’s. These earlier negotiated rates failed to
reflect the very substantial increases in operating expenses and the increased
capital costs of coal-related investments since the OPEC crisis. The rapid infla-
tion which has occurred since 1974 has had a serious impact upon both operating
costs and expenses and upon the investments in capital assets.

In 1972, the average price of a diesel electric locomotive used in hauling coal
was $334,206. Our current average price is approximately $706,000. In 1972, stand-
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ard carbon steel rail cost $160 per net ton. Today that same rail costs $387 per net
ton. Additionally, much of the rail being relaid on primary coal routes is 132-
pound rail and replaces rail which is inadequate to consistently handle heavy
coal tonnages. Hardwood crossties have increased in price over 300 percent in the
last ten years from $3.05 in 1968 to $10.31 today. The price of diesel fuel has in-
creased almost tenfold in the past 6 years—from 10.5 cents per gallon in January,
1973, to 55.6 cents per gallon and now averages 97 cents per gallon in the spot
market as of the last week of June, 1979. The average hourly wage for Burlington
Northern employees has gone from $6.17 per hour in 1972 to $10.40 per hour in
January, 1979. The price of coal cars has increased from an average of $15,389 per
car in 1972 to $36,750 per car as of June, 1979.

Translated into total dollars, the following table shows the substantial in-
creases in railway operating expenses and fixed charges which have occurred since
1972 when Burlington Northern was negotiating and establishing rates for pros-
pective future movements :

BN System rail BN System

Year operating expenses fixed charges
$1,008, 423 351,712

1,280, 155 58,314

, 741, 471 68,103

2,026, 818 13,517

It is quite obvious that rates which may have been adequate in the early 1970’s
for such coal traffic must now be reconsidered in the light of these increased costs
and our need to raise very large amounts of capital for investment in coal-related
plant and equipment.

In determining our coal rates, we have allocated the costs on the basis of pro-
jected future tonnage for each customer. Burlington Northern is, therefore, fore-
going a portion of its increased operating costs and capital expenditures pending
movement of the future tonnages. Hence, any reduction or diminution in such
future tonnages occasioned by competitive diversions to other lines or coal slurry
pipelines could require a further upward adjustment in our coal rates. It is
Burlington Northern’s policy that coal should “stand on its own wheels” and bear
the expenses and capital costs related to such movements.

Burlington Northern has expended approximately $326 million in roadway
capital improvements from 1974 through 1978 to handle coal. These investments
include the cost of new lines, additional main tracks, sidings, line changes, 182
miles of yard tracks, 480 miles of centralized traffic control and the capitalized
portion of the cost of relaying 1,351 miles of existing track with heavier rail.

In addition to the above roadway caiptal improvements, Burlington Northern
during the same period acquired the following additional equipment for coal:

Year ended Dec. 31—
1974 1975 1976 1977 1978 Total

30 75 123 156 a4
1, 0(118 550 500 845 3,295

29 k73 89
$38.5 $52.6 $88.8  §127.0 $339.2

Projected coal-related roadway expenditures ® for the five years ending Decem-
ber 31, 1983 are as follows:

Year ended Dec. 31—
1979 1980 1981 1982 1983 Total

Track miles of rail relay (new and secondhand)._..__ 448 520 497 459 427 2,351
Track miles of continuous welded rail included above. 443 520 492 454 422 2,331
Miles of new track and sidings. . _________________ 204 113 51 36 38 442
Track miles of new centralized traffic control

siinaling Systems._ . .. eaeonn 1 383 226 408 188 1,336
Total cost (in millions)___.______ 1 $185.9 $154.5 $167.0  $134.1 3807.6
Amount capitalized (in millions). $109.9 $77.7 $89.5 $59.0 $441. 4

3 Estimates of coal-related expenditures for the years 1979-1983 contain cost escalations
which are believed to be sufficient to cover future inflation,
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The largest single coal-related project is comstruction of approximately 116
miles of new line between Gillette and Orin, Wyoming, to serve mines in the area.
Construction of the line is continuing and the final 85 miles will be operational in
late 1979. Total cost of the line is estimated to be $110 million.

During this same period, increased coal traffic will require this purchase of the
following equipment :

Year ended Dec. 31—

1979 1980 1981 1982 1983 Total

T T 158 120 208 157 858
%'gfg"_{s O 00 400 200 200 200 1,700
Cabooses. ..o = 43 31 15 41 24 154
Total cost (in millions) .1 $127.9  $99.0  $177.9  §144.7  $728.6

From 1979 through 1983, Burlington Northern plans to expend $1,536,200,000
for equipment and roadway to handle coal. During the past five years we ex-
panded $665,200,000 for equipment and roadway, or a grand total of $2,201,400,000
for the ten-year period. In the light of these expenditures, we have no alternative
except to set our coal rates at a level which will enable the Company to earn
an adequate rate of return in order to fund these tremendous capital invest-
ments. These heavy expenditures to meet the Nation’s energy needs become
even more impressive when you consider that the income of the railroad before
income taxes during the last five years totalled only $55,127,000, or an average
of $11,025,400 per year. Unless the coal rates provide an adequate return, Burl-
ington Northern will simply not be able to raise the necessary capital to fund
such investments. .

IV. COAL RATES MUST COVER THE COST OF SUCH TRAFFIC AND BE PROFITABLE ENOUGH
TO0 INSURE ACCESS TO CAPITAL MARKETS

The Nation’s railroads have long suffered from inadequate earnings. Un-
fortunately, Burlington Northern is no exception. BN’s historically inadequate
revenue levels and earnings make it extremely difficult for the Company to meet
the huge capital demands placed upon it by the movement of this coal. While
BN has been successful to date in meeting these heavy demands, it is im-
perative that our earnings be substantially improved to insure our access to
external capital sources, thus permitting us to assist in resolving the energy crisis
by transporting this coal.

Exhibit 3 attached shows Burlington Northern’s net income from all sources
for the last five years. You will note that while 1978 was our best year, our rate
of return on net railroad investment (ICC basis) was only 1.6 percent. If we
include all operations, rail and non-rail, the total corporate return on equity in
1978 is still only 6 percent, largely as the result of the inadequate return on
rail operations. This compares with a rate of return for the entire railroad in-
dustry last year of 1.8 percent, the fourth consecutive year in which the raflroad
industry failed to exceed a return of 2 percent.

Exhibit 4 shows the contributions to profit by BN’s various lines of business.
The net operating income for the railroad peaked with $95.2 million in 1974,
dropped sharply in 1975, improved slightly in 1976, dropped again in 1977, and
then rebounded in 1978 to $83.5 million. Unfortunately, the 1978 level was still
well below that of 1974,

An even more dismal story is told by income before income taxes for the rail-
road. In 1977, BN’s railroad lost $10.7 million. In 1978, BN’s $9.1 million pre-tax
railroad income was less than one quarter of 1974’s $36.9 million, even without
considering the shrinking value of the dollar. Further, this very modest 1978
income was obtained from 116.3 billion revenue ton-miles, while the 1974 income
was achieved on only 81.3 billion revenue ton-miles. The Company’s overall im-
provement in 1978 net income as compared with 1974 net income came from
inflation and BN’s other lines of business, not BN’s railroad operations.

Despite the expectations of industry analysts and investors that BN’s improved
financial performance should come from its railroad, that line of business still
produced only 7.40 percent of our income before income taxes—92.60 percent
came from our nonrailroad lines of business (Exhibit 5). We have been borrow-
ing money on the promise of improved future railroad earnings, and unless that
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promise soon becomes a reality, BN will have great difficulty in further debt or
other financings.

Present railroad profitability is unreasonably low, and this includes and re-
flects the performers of our coal traffic which today is nearly one-half of BN's
total ton-miles of traffic. Exhibit 6 shows BN’s’ rates of return for 1975 through
1978, as well as comparative figures for the railroad industry, total manufactur-
ing and all industries. Our rates of return have been dangerously low. In 1978 our
after-tax return of 1.60 percent on rail operations was more than 10 percentage
points less than the after-tax cost of capital to BN, which is now in the range
of 12-13 percent Inadequate BN profitability and our resulting inability to pro-
vide common shareholders with sufficient returns have foreclosed BN from the
common equity markets—which is the same plight all railroads have found
themselves in for decades. Financial consultants have indicated, and I concur,
that our cost of equity is in the range of 15-16 percent after taxes. Returns of
that level are required if Burlington Northern is to obtain access to the common
equity markets.

Debt financing is limited by the value of bondable assets remaining and the
high cost and limited availability of subordinated debenture financing reguiring
no collateral. Exhibit 7 indicates that in nine of the past 21 years there were so
new issues of railroad bonds for the entire industry, thus indicating the greatly
restricted availability of such financing.

Rating agencies study protective provisions in bond indentures, collateral,
coverage ratios, capitalization ratios, liquidity ratios and other financial data.
Lower ratings might result from inordinate reliance on debt and the concomitant
downward pressure on financial ratios. Exhibit 8 indicates the importance of
maintaining at least an A bond rating. Very little debt capital is available to
corporations maintaining less than an A bond rating, and such debt capital has
a higher cost than higher-rated debt.

Our five-year capital expenditure program is being financed with a dispropor-
tionate amount of debt. This will apply pressure to the debt side of our debt-
equity ratio. This pressure must be offset by adequate increases in BN’s internal
generation of equity funds.

In the last few years we have been able to complete principal portions of the
financing program outlined in our public disclosure documents. In 1977, we com-
pleted placement of a $100 million 5.7 percent convertible preferred stock issue.
This past year we placed approximately $340 million of equipment and facility
financings. We also completed a private placement transaction involving $50
million of Consolidated Mortgage 914 percent Bonds. Inadequate future profita-
bility would seriously endanger the continued success of our financing and con-
struction programs.

During the five-year period, 1979-1983, $2.7 to $2.9 billion will be devoted to
capital investments. Up to $1.3 billion of this will be related to currently antici-
pated coal traffic volume increases. In addition to these capital investments,
approximately $2.6 billion will be incurred for maintenance of way and struc-
tures operating expenses during the same period. Our earnings performance will
be a critical determinant of our ability to raise the necessary capital.

V. COAL RATES AND THE 4-R ACT

It is obvious from what I have previously said that the substantial increases
in operating costs, expenses and capital expenditures have necessitated an up-
ward revision of Burlington Northern’s coal rates above the levels the BN orig-
inally anticipated in the early 1970’s. Burlington Northern has not relished the
necessity of approaching some of its customers for increased rates, but the eco-
nomic facts of life have rendered it necessary.

In approaching our customers and attempting to negotiate higher rates, BN
has reflected in these rates the increased expenses and the incremental invest-
