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Pref ace

In 1973,the financial disarray of the Northeast and md-
West railroads led to the passage of the Rail Reorganization
Act of 1973. The Act established the United States Railroad
Association (USRA) to develop a plan for a Consolidated Rail
Corporation (CONRAIL) to be forned of the financially dis-
tressed railroads. On February 26, 1974, USRA issued a Pre-
limnary System Plan for CONRAIL, and on 26 July USRA submit-
ted the Final System Plan to Congress.

This review and others in the series were prepared in
response to requests from the Senate Commerce Committee.
Originally intended to deal with the Prelimnary System Plan,
these reviews are based on the Final System Plan to nmaxim ze
their utility to the Congress.

This review was acconmplished in a two nonth period by
OTA'S Transportation Assessment G oup supported by Energy
and Environnental Analysis, Inc. and a task force of in-

di vi dual s know edgeable in railroad problens. Contact was
mai ntained with authorizing, appropriations and budget
conmmittees of both the Senate and the House as well as the
GAOQ, Library of Congress and the Congressional Budget O fice.

The brief period of time precluded a rigorous assessnent,
Instead, the ngjor issues have been identified, frameworks
have been devel oped for their consideration and the data have
been organized to allow for thorough review

593-074 0 - 75 - 2 X
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ABBREVI ATI ONS

Chessi e The hol di ng conpany that controls the Baltinore
and Chio (B&)) and Chesapeake and Chio (C&) systens.
ConRai | The new railroad entity proposed by USRA to

operate the bulk of the bankrupt lines - the
Consol i dated Railroad Corporation.

FSP Fi nal System Pl an, published by USRA in July, 1975.

| CC Interstate Commerce Conmi ssion. Responsible for

regulating the rates and conditions of conpetition
for U S. railroads.

MT MIlion tons, used as an abbreviation for coal
shi pments, output, etc.

N&W Norfol k and Western Railroad, a system operating in
the Northeast and East Central United States.

PSP Prelimnary System Plan, published by USRA in

February, 1975 as its prelimnary plan for re-
organi zing the financial and operating affairs
of the bankrupt railroads.

RSPO Rai | Services Planning Ofice. Ofice within
I CC responsible for critiquing the USRA plans.

TOFC Trailer on Flat Car freight, better known as
“pi ggyback” freight.
USRA United States Railway Association, established by

Congress in 1973 to plan the restricting of the
bankrupt railroads of the Northeast and M dwest.
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CHAPTER 1
SUMVARY

PURPOSE AND APPROACH

This report exam nes the financial outlook for ConRail
the railroad entity proposed by the United States Railway
Association (USRA) to acquire the bulk of the railroad assets
and operating responsibilities of the bankrupt Northeast rail -

r oads. On July 26, 1975, USRA dispatched to the Congress its
Final Systens Plan (FSP), or “blueprint”, for reorganizing the
bankrupt railroads now responsible for 22200mles of track.
Early in 1975, in accordance with the 1973 Regional Rail Reor-
gani zation Act, USRA published a Prelimnary Systenms Pl an (PSP)
to which the public, creditors, shippers, ICC and other inter-
ested parties responded.

The approach of this report is to examine the critical as-
sunptions affecting ConRail’s financial viability using back-
ground data devel oped by USRA, the views of the key parties and
i ndependent anal ysis. Not surprisingly, ConRail’s financial
future depends on (a) how fast its revenues can grow, (b) whether
it can reduce its operating expenses per ton mle of freight
carried by inproving efficiency, and (c) how nuch it nust pay
to acquire capital assets fromthe bankrupts and upgrade such track
and equi pnent to give better and | ower cost service. This re-
port provides an independent assessnent of how t he decisive fac-
tors in each of these areas night be expected to devel op between
now and 1985. It concludes with an anal ysis of what these out-
comes may nmean in terns of the three critical financial questions
facing the Congress as it weighs the ConRail proposal in reaching its
Novenber 1975 deci sion

e VWhat is the size of the Federal government’s subsidy
to start and sustain ConRail?

e Is it realistic to plan on an “incone-based” reorgani -
zation? That is, can ConRail be expected, in 1979 as
projected by USRA, or ever, to make profits adequate
to shift it frompublic to private ownership?

e Finally, if the forecast shows that ConRail wll en-
counter financial problens nore serious than contem
pl ated by USRA, are there superior alternative approaches?
Can these be inplenmented now or can acceptance of the USRA
ConRai |l proposal be viewed as the first step toward such
options?

THE BASI C FI NANCI AL PRQJECTI ON

USRA' S report to the Congress projects nodest increases in
revenue and dramatic i nprovenents in operating efficiency. These



out cones together with the I ow estinmated cost of acquiring the
bankrupt railroads’ assets, and the use of favorable deprecia-
tion accounting nmethods lead to USRA' S concl usion that ConRai
can be launched at a cost of $1.85 billion, plus another $650
mllion in contingency funds.

During the planning period, USRA projects that ConRail will
collect $43.7 billion in revenues (current dollars) and generate
$1.5 billion in incone. This represents a dramatic turnaround
froma $332 nillion loss in 1976 to a profit of $397 million in
1985. The first profitable year of operation is expected to be
1979

REVENUES

USRA estimates that the tonnage of freight shipped on Con-
Rail will increase by 15.4 percent from317.1 million tons in
1973 to 366.3 million tons in 1985. Tonnage shi pped by the
Penn- Central has been dropping for the |ast decade. ConRai |
is projected to experience a 1.20 percent per annum tonnage
growmh rate. Revenues (in 1973 dollars) are projected to grow
by 15.7 percent, or 1.22 percent per year, to $2.090 billion by
1985. The GNP growth rate through 1985 of at |east 3.5 percent
is nore than twice the revenue growth rate.

This projection is not optimstic in light of the projected
growth in coal shipnents. It assumes increased coal tonnage will
constitute 62.2 percent of the total increase in freight shipped
from 1973 to 1985. Even accounting for the declining share of
Eastern coal in U S. production, the absolute anpbunt of coa
produced in the US s expected to grow so dramatically that
maj or new ConRail shiprments can be expect ed.

A pessimistic factor that could | ower the USRA revenue pro-
jection results fromthe operation of the |ICC managed regul atory
system for railroads. Rai | roads seek rate increases based on
cost increases. At projected inflation rates of six percent or
nore, if the railroads are not quick to docunent cost increases
and seek |1 CC actions, and the I CC does not rule expeditiously and
responsively, then revenues will be eaten up by costs with no mar-
gin for profits. The magni tude of revenue | osses due to unpl anned
[ ags could be $100 million or nore over the 1976-1985 peri od.

For ConRail, the situation is even worse because the I CC grants
rate increases on an industry-w de average cost basis. ConRai |’ s
costs will exceed, at least into the early 1980's if not beyond
the costs experienced by other railroads. Thus, rate increases
granted are likely to fall short of ConRail’s requirenents.

OPERATI NG COST

Today, the bankrupt Penn-Central |oses 9.9¢ on every dollar
of revenue. ConRail is expected to nake a profit of 13.5¢ by
1985. This is to be acconplished primarily by reduci ng operating
expenses. The nobst dramatic cost saving is to occur in the cost



of transporting freight. Transport costs will, according to
USRA, drop from about 40¢ on the revenue dollar to about 30¢.
USRA projects that such savings will result from i nproved
yard efficiencies, car utilization, and better traffic densities
(tons per nile of track) which can reduce costs. Many USRA FSP
critics doubt ConRail will do so well. USRA correctly identifies
yards as the chief delay point in car novenents. Only 14.6 per-
cent of car time is spent noving whereas 61.8 percent is spent in

yards. If yards can be bypassed and if yard efficiencies inprove
the average tinme a car spends on a trip (through 5-6 yards per
trip) will decline. Cost per trip will drop, and because nore

time per car and per loconotive wll be avalilable, |ess new equip-
ment will need to be purchased to handl e new t onnage. USRA anti -
ci pates an investment savings of $1.2 billion due to car utili-
zation inprovenents.

USRA expects these gains to result fromthe inplenmentation
of a conmputerized car nanagenent system “Bl ocks” of cars wll
bypass yards. However, USRA'S projections will not be easily
att ai ned. The primary reason is the structural characteristics
of the Northeast railroads. There is an inverse correlation
between railroad operating ratios (operating costs + revenues) and
the percentage of railroad nileage devoted to mainlines as op-
posed to yards and light density lines. Thirty-one percent of
Penn-Central line is mainline and its operating ratio is 84.4 per-
cent. This conpares with the N&Ws operating ratio of 71.1 per-
cent and nainline proportion of total track of nore than 70 per-
cent. Even the divestiture of 5,700 niles of light density lines
fromthe bankrupts as recomended by USRA will not free ConRai
of this disadvantage.

O her characteristics of the Northeast bankrupts will inpede
i mprovenments in efficiency. Generally, greater traffic per mle of
track (called density) allows better recovery of fixed costs. But
the Penn-Central’s density is near the bottomof the top ten rail-

roads (neasured in ternms of revenue). ConRail’s average haul
length is shorter than nost nmajor railroads, meking trip sinpli-
fications and yard avoidance nore difficult. Finally, the nature

of the Northeast econony leads inevitably to nore rail car term-
nati ons on ConRail than other railroads which enjoy nore through
traffic. Because a railroad pays other lines when their cars are
on its tracks, this characteristic works to ConRail’s di sadvant age.
A prudent forecast would not assune that these structural
limts of Northeast railroads can be easily overcone by sophi -
sticated conputer-based planning. Most likely, the operating im
provenents ConRail will experience will fall substantially short
of those assuned by USRA.
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SENSI TIVITY ANALYSI S

Adj usting USRA'S estimtes for possible outconmes that
are nore pessimstic or optimstic than the FSP forecast
serves to illustrate how nmuch worse or how nmuch better
ConRail’s financial outlook night be over the period to 1985.

Coal Revenues Could Be Hi gher - The FSP assuned that coal tonnage
shipped by ConRail will grow 36 percent by 1985. But, growth

of 58 percent is possible if national coal production doubles

in accordance with current plans. This adjustment would increase
ConRai |l revenues by $752 nmillion. Profits would rise by $150
mllion. In addition, a 50¢ per ton rate increase for coal
shiprments is possible in 1976. If inplenmented, ConRail’s coal
revenues would junp $375 million and profits woul d i ncrease by

t he sane anount.

Qperating Inprovenents WIIl Fall Short of USRA Expectations -

If the efficiency gains anticipated by USRA in the FSP occur |ater
and fall short of USRA projections, the investnent required by
ConRail would increase $1 billion and operating costs would grow
by $1.85 billion. Illustrative of the failures that would

produce this result are: only 50 percent of the equipnent utiliza-
tion savings are achieved and not until two years after the USRA
schedule, yard rehabilitation fails to reduce yard operating
expenses, and only 75 percent of blocking inprovenents are

achieved (see Chapter 6 for conplete details).

The Federal Covernnent May be Burdened with a Higher Initia

Cost of Acquiring Bankrupt Assets - The creditors and 5tockhel ders
of the bankrupt railroads are to be offered $422 nmillion according
wthe FSP. The U.S. Suprenme Court has held that the creditors -
may sue the U 'S. Governnent for dammges if they can prove the USRA
offer is less than the “constitutional mininunm they deserve.

QO her estimates of the value of the bankrupts’ properties are

$7.4 billion (by Penn-Central creditors assum ng continued operation)
and $3.5 billion (by Penn-Central creditors assumi ng |iquidation)

If any outcone above $422 nillion is reached, the Federal guarantee
to the creditors and stockhol ders woul d i ncrease proportionally.

SUMVARY | MPACT

The inpact of alternative assunptions on the projected
revenue and incone of the systemis sumarized bel ow.
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The Inpact of Alternative Assunptions on
Revenue and Incone (1976-1983)

Al ternative Revenue | ncone
L. Final System Pl an $43.7 billion $1.5 billion
2. | ncreased Coal Revenue 44.8 billion 2.0 b]II]on
3. Lags in Operating 43.7 billion - .3 billion

| nprovenent s
4, Def i ci ency Judgnent

(Assunme assets val ued

at $7.4 billion) 43.7 billion .
5. Uni fied ConRai l 51.1 billion 2.

am;
==
oo
S5

THE FEDERAL COVM TMENT

Under the proposed restructuring, the Federal governnent
repl aces private investors as the primary source of capital
As a result, a majority of the ConRail board nembers will be
gover nment appoi ntees until long after the year 2000. The fe-
deral investnment will vary dependi ng upon ConRail’s success in
achi eving the projections set forth in the FSP. In all cases
however, it is in excess of the publicized $1.85 billion invest-
ment . Better performance will probably speed up repaynent of
t he Federal debt but worse perfornmance woul d substantially in-
crease the Federal liability. The level of required Federal
commtment is summari zed bel ow for alternative assunptions:

Di rect Q her Defi ci ency

Alternative I nvest ment Assi stance Judgenent Paynents Tot al
FSP $ 2.7B $ 2.8B 0 $ 5.5B
I ncr eased

Coal Revenue 2.7 2.8 0 5.5
Qperating Failures >3. 4 3.9 0 >7,3
Deficiency Judgenent 2.7 3.9 6.8 13. 4
Unified ConRail 1.8 2.8 0 4.6

| SSUES AND QUESTI ONS

In the short tine available to conplete this report, many
questions were |left unanswered or, to speed the analysis, sim
plifying assunptions were enployed. Nonet hel ess, conclusions were
reached that merit serious consideration. O her questions need nore
i nvestigation.

593-079 O - 75 - 3
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On bal ance, the downside risks for ConRail fromthe basic
USRA forecast are greater than the upside profit potential.
This nmeans it is likely that the cost to the Federal go-
vernnment of the ConRail package will exceed that anticipated
in the USRA forecast, perhaps by billions of dollars

The choi ce between a Unified ConRail and a ConRail/Chessie
solution in the Northeast has very significant financial
consequences. The public is being asked to pay possibly
$650 million or nore for the additional rail-to-rail com
petition resulting fromthe USRA preferred solution versus
Uni fied ConRail. It would be hel pful to have nore insight
into the value of this conpetition, taking into account the
role of trucks and other presently viable railways in the
Penn-Central area of operations.

It may be appropriate to explore further the financial con-
sequences of sone of the findings herein. USRA relies on a
conmputer nmodel for financial forecasting. The authors of
this report did not have access to that nodel. Thus, the
report’s ability to incorporate the results of the nodel is
limted by the requirenment that the analysis consists solely
of adjustnents to published projections. For exanple, the
scale of the projected coal tonnage increase nmay exceed the
anounts assunmed in the USRA sensitivity analysis, especially
in the early years, to such a degree that different cost fac-
tors, capital requirenents, etc. may need to be enpl oyed

The USRA anal ysis of coal has becone dated. This report
finds that the coal tonnage and revenue forecasts in the

FSP are probably too |ow Mor eover, USRA'S proposal that
Chessie rather than ConRail acquire the only Penn-Central |ine
into the lucrative West Virginia coal area raises questions
about how thoroughly coal was considered in USRA s plans for
restructuring the bankrupt railroads. Recently available in-
formati on from governnent and private sources could be used
to considerably strengthen the coal projections in the FSP.
As the nost inportant commopdity in ConRail’s future, it would
appear desirable to understand nore fully how nore up-to-date

projections will inpact on the key issues raised in the FSP
Bot h USRA and i ndustry personnel recognized that a deficiency
judgment was likely to be entered against the governnent. Since

the cost of these clains could exceed all other governnent
investnents, it deserves further consideration

Once agreement is reached to invest Federal funds in ConRail
conti ngency plans should be nade to mnim ze | osses. O her -
W se, the taxpayer could continue indefinitely to subsidize
the railroad with no hope of ever recovering public capital
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CHAPTER 2
| NTRODUCTI ON

THE PROBLEM

“How do you turn around a conpany |osing $500 nmillion per
year and have it make $500 mi|lion per year?” The foregoing
statenent by a United States Railway Association official cap-
tures the essence of the ConRail financial issue. The proposed
railroad’ s principal conponent, the Penn-Central, will |ose about
one-half billion dollars in 1975. From the nerger of the Penn-
syl vania Railroad and the New York Central in the 1960's, the
rail road has been experiencing a steady financial decline. The
largest railroad in the United States, the Penn-Central, serves
a 16-state territory where half of the U S. popul ation resides
and a mgjor portion of its industry is |ocated.

In the years since the Penn-Central Transportation Conpany’s
bankruptcy, other Northeast railroads have experienced a sinilar
fate. Anong these are the Central of New Jersey, the Lehigh
Vall ey, the Leigh and Hudson River, the Ann Arbor, the Readi ng,
and the Erie-Lackawanna. Together with the Penn-Central, these
lines cover about 22,200 mles. The Regi onal Rail Reorganization
Act of 1973 called for the devel opment of a newrail systemto
repl ace the bankrupt carriers operating in the Northeast and

M dwest . The traditional process of reorgani zing the debt struc-
ture of individual bankrupt railroads was acknow edged as i nade-
gquate to deal with these bankruptcies. Instead, innovative ideas

applied regionally were to formthe basis for a new viable rai
system The U. S. Railway Association (USRA) was established to
prepare a “blueprint” for the new system
This assessnent is concerned with the financial viability of
the restructured railroad entity proposed by USRA and naned ConRail,
or the Consolidated Railroad Corporation. USRA anti ci pates that
this new entity can profitably operate the bul k of the lines of
the bankrupts, after a sizable U S. governnent investnment at the
begi nni ng. The USRA forecast projects profitable operation by 1979.
On February 26, 1975, the USRA published a Prelimnary System
Plan (PSP) to describe this new regional rail system Consi derabl e
criticismwas levelled at that plan by the I CC, bankers, sol vent
carriers and the public. USRA considered that criticismand on
July 26, 1975 published a revised Final System Plan (FSP). A
difficulty faced by USRA was inplicit in the statute that charged
it with the reorganization task. The 1973 | aw stipulated that the
new systemwas to fulfill many and in sonme cases conflicting goals.
The new railroad was to be profitable. Yet, it was to provide
maxi num servi ce, which to sonme inplied that unprofitable Ilines
were not to be shut down. The new plan was to provide for conpe-
tition, but whether this had to be rail-to-rail conpetition or
whether inter-nodal, for exanple, truck-to-rail, would
be sufficient was not specified. In short, USRA tried to incorporate



inits plan the conflicting goals of the Act by creating a
systemthat was financially viable yet did not destroy com
petition anong the solvent carriers and still provided ade-
quate service to shippers.

The recomended alternative in the PSP was a three-carrier
systemwith the Chessie and Norfolk & Western Railroads com
peting with ConRail in the Northeast and M dwest Regi ons. These
currently profitable railroads were to purchase portions of
t he bankrupts which would provide themw th conpetitive access,
along with ConRail, to key market areas such as Newark and
Al bany. Conments received fromthe public by the | CC generally
i ndicated that USRA had fulfilled the goal of naintaining conpe-
tition anong the carriers. In the FSP, USRA slightly nodified
t he approach because the Chessie expressed an interest in buying a
maj or part of the bankrupt railroads whereas the N&W did not.

The proposed sol ution contenpl ates the purchase by the
Chessie System Inc. of 2,500 miles fromthe bankrupt |ines
for $62.5 million. USRA proposes that another 5,700 niles of
light-density Iines be pared fromthe bankrupts and either be
cl osed down or operated with State and Federal subsidies. Ac-
cording to this solution, USRA believes the Act’s goal of main-
taining conpetition will be net by giving the 11,500 nile Chessie
stronger access to Northeastern nmarkets. The separation of 5,700
mles of light-density lines from ConRail is USRA' S attenpt to
bal ance the Act’s goal of forming a financially viable entity
with its goal of maintaining adequate service to the Northeast.

Thi s paper focuses solely on whether or not the ConRai
plan fulfills the goal of developing a financially viable sys-
tem The significance of this issue for the Congress can be
summarized in the follow ng questions:

1. What are the total financial burdens that will be
pl aced on the general taxpayer if the ConRail proposa
is inplemented? The proposal seeks $1.85 billion in
Federally provided capital with del ayed payback provi -
sions on interest and principal. $650 million in con-
ti ngency funds are sought in addition to subsidies,
guarantees and loans totalling billions of dollars nore.

But, the total financial burden may be nore than twice
this anount.

2. WIIl ConRail succeed financially? This question is not
i ndependent from the first, for if enough unprofitable
burdens are lifted from ConRail and enough subsidies are
provi ded, presumably financial viability could be as-
sured. But such a solution would be a pyrrhic victory,
because it would be little nore than an accounting accom
pl i shment. The basic question is:How long will Federa
subsi di es be needed after initial transfer? The ConRail
proposal expects the restructured railroad will earn a



profit before taxes and extraordinary itens of $36
mllion by 1979. Is this a reasonabl e projection?

3. Did the Congress in charging USRA through the 1973
Rai | Reorgani zation Act, or did the USRA in inter-
preting its Congressional mandate, bias the proposed
rail solution to the point that superior options to
that favored were not seriously put forward? This
guestion involves the choice of the favored “system”
For exanple, the USRA interpreted the Congress’ nan-
date that conpetition be provided by the solution as
requiring rail-rail conpetition in the major ConRai
mar ket areas. However, trucks and barges or other
water borne traffic conpete with railroads for freight
shi pment s. This inter-nodal conpetition is extensive
For exanple, nore than half of all conmodities shipped
by rail are also shipped by truck. Even where inter-
nodal conpetition is weak, for exanple, on some routes
for basic comodities such as coal and grain, the Inter-
state Comerce Conmi ssion regulates rates and to some
degree service conditions. The price inplicit in adop-
tion of the FSP'S preferred ConRail solution, with its
rail-to-rail conpetition, is substantial. If inter-
nodal conpetition were instead deened adequate, a one-
systemor unified ConRail solution could reduce the ini-
tial cost to the Federal governnent to establish ConRail.
The anpbunt of the reduction is, according to the FSP,
from$1.85 to $1.2 billion, a thirty-five percent
savi ngs. A unified ConRail mght divert revenues from
other Northeast railroads, in part because of a greater
| ong- haul service capability, but the size of such di-
versions as judged by USRA would not substantially alter
the financial outlook of other railroads.

4. What other Congressional actions are possible that m ght
help ConRail to financial viability w thout incurring
addi ti onal Federal financial burdens? Since the late
1950's, Federal funding of the Interstate H ghway System
has greatly enhanced truck conpetition with railroads
for freight traffic. President Ford's Admi nistration
has urged regulatory reform of the ICC. In 1974, the
Congress enacted legislation allowi ng truck weights to
be increased, thus inproving truck conpetitiveness
with railroads.

This study focuses principally on the first three of the above
listed four questions. But, indirectly, the financial viability
of ConRail relates to the powers exercised by Congress and |isted
initem 4.

VWHAT HAS CHANGED?
Throughout this report, a variety of non-financial considera-

tions will be cited as potentially decisive influences on the fi-
nanci al projections. These are best |abelled as structural or
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secul ar forces, beyond the control of railroads. The PSP cited
many of these factors in explaining the dem se of the Penn-Central
Expectati ons about a reversal in the financial perfornance of the
Nort heast railroads nust realistically reflect how these factors
Wi ll inpinge on rail operations in the future. Bel ow, sone of

t hese considerations are noted, along with how they m ght evol ve
in the future in conparison with the past.

TABLE 1 -
VI ABI LI TY

1960 - 1975

I ncreasing truck conpetition
for inter-city freight aided
by cheap petroleum inter-
state highway construction

and the flexibility of truck-
ing versus fixed-track linited
rail.

Hi gh economic growth rates
favored ot her areas of the
U S. conpared with the
Nort heast .

Manuf act ured goods nore com
nmonly shi pped by trucks have
dom nated grow h since 1960
wher eas basic comopdities
have suffered a relative
decl i ne.

Spatial growth patterns have
i ncreasingly concentrated the
U S. population in large ur-
ban centers. G eater raw nae-
terial specialization has in-
creased the average |ength of
bul k conmodity novenents.
These devel opnments shoul d
have favored rail freight
novenent, but railroads for
regul atory, managenent and

ot her reasons did not reshape
their systens to fit new
patterns.

In the Northeast, over forty
mllion tons of coal-fired

el ectrical generation capa-
city was converted to oil

and gas between 1967 and 1972.
Rai | roads | ost a mmjor share
of these shipments. Gl and
gas noved by water or pipeline.

EXTERNAL FACTORS AFFECTI NG RAI LROAD FI NANCI AL

Post - 1975

Truck conpetition may continue
to make inroads but railroads
use | ess energy per ton nmle
(at least one-half) than trucks
and new hi ghway construction is
being curtail ed.

Economic growth in the North-
east will continue to |ag

nati onwi de performance, parti-
cularly performance in the South
and Sout hwest .

The energy crisis has boosted

coal as a major rail-shipped
comuodity. But, manufactured
goods will continue to pace

economi ¢ grow h.

Proj ected popul ati on growth
and novenents shoul d favor
rail’s ability to conpete

if over-devel oped rail sys-
tems covering |l owdensity
routes can be reduced in size
and railroad reliability and
speed of delivery tines im
prove.

G| and natural gas shortages
will favor coal conversions
and the siting of new coal -
fired facilities.
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The above citations of some of the possible external devel op-
nments that could nmake or break ConRail highlight coal as a key

consi derati on. The ConRail plan expects coal to play a mmjor
role in the Northeast railroad revival. This report, therefore,
gives special attention to coal. Illustrating the decisive role

of this commpdity are the two other major rail systens operating
in the Northeast: the Chessie and the N&W At the end of the
first quarter of 1975, the Chessie led the nation's railroads with
cash on hand of $185 mllion. It was followed by the N&Wwi th
$175 million. Yet, it is questionable whether a third railroad
operating in the Northeast can also base its profitability on
coal . These other entities are better positioned vis-a-vis the
West Virginia coal fields and both serve the export port at Nor-
fol k. Moreover,- the ConRail plan, rather than focusing on coal -
based viability, contenplates selling to the Chessie its only
coal line into West Virginia (in 1974, this line carried one-
ei ghth of the coal tonnage that the Penn-Central originated) and
strengthening the Chessie’'s access to the fastest growing 1974 coal
mar ket, Canadi an exports. A key question, therefore, is how coal
g;ts within the financial plans for ConRail. (See Chapters 3 and

. In explaining Chessie’s earnings gain in thedA, 8L X t hs
of 1975 while the rest of the econony faltered,rl Chis3f 4 XprEs)
dent attributed success to “good managenent and coal.” *

The expectation of good managenent and the projection of
maj or financial savings because of inproved managenent are cen-
tral to the profitability of ConRail as foreseen by USRA' S FSP
The plan anticipates that |large financial benefits will result
frominmprovenment in rail yard efficiency, fromthe use of a com
puterized car tracking and allocation system and froma car
bl ocki ng system whi ch reduces yard burdens by novi ng bl ocks of

cars around points of congestion. |nproved managenent performance
will be essential if ConRail is to capture, as the ConRail plan ex-
pects, $50 million in revenues fromother rail carriers. | nno-

vative marketing by managenent is assunmed in the forecast of an
additional $41.6 mllion in revenues from piggy-back freight.
The nmanagenent challenge in making ConRail financially self-sus-
taining cannot be understated. The prospects are nade even nore
sobering by the realization that the nation's largest and nost ef-
ficient major railroad has consistently proved to be unnanageabl e.
In weighing the financial viability of ConRail, the possibility
cannot be totally elimnated that the density of railroads in the
Northeast is greater than that area can sustain. The ConRai
plan neets this possibility by proposing the divestiture of 5,700
mles of light-density track. But, some PSP critics deened that
i nadequat e. Little was done to reduce yards and nain line trackage.
Even superior managenent operating a systemtoo large for its nar-
kets cannot achieve success. The |ICC noted that coments on the
PSP repeatedly enphasi zed that nore attention be given to the

1 Capacity utilization in the industrial Sectorwas slightly

I ess than 70 percent.
2 Busi ness Wek, August 11, 1975, P. 51
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“problem of mainline and terminal rationalization and that the

‘spaghetti’ of redundant facilities throughout the Regi on nust
be elimnated.” ° The solvent railroads criticized the PSP
saying according to the ICC, ‘... operating efficiencies could

only be achieved by elininating duplicative term nals, yards
and rmainlines, not by sinple elinmination of branch lines.. . .
Yet, the FSP includes no significant further measures to re-
duce redundancy.

In judging the nerits of the final ConRail plan, the search
for the perfect solution could sacrifice the attainability of
a successful second or third best solution. Most critics of
the PSP, however vehenent, urged that above all something be
done quickly to head the bankrupt Northeast railroads in a
new direction. The Congress in weighing the USRA proposal nust
deci de whether the possible weaknesses in the ConRail plan
justify further delay or whether they can be dealt with in an
evol utionary way as the FSP mmintains.’

"4

THE FI NANCI AL FRAMVEWORK

The financial viability of ConRail will depend on its ability
to generate revenue, control operating expenses and attract fi-
nanci ng. The bankrupt carriers were notably unsuccessful in
all three areas. Declining revenues in the Northeast coupled
Wi th skyrocketing interest rates and | abor costs nade attracting
private capital inpossible. These carriers have now turned to
t he Federal governnent as the lender of last resort to obtain
t he cash necessary for continued operations.

The Final System Pl an recogni zes that a sinple injection
of new capital will be insufficient to create a profitable rail-
road. Revenue will have to be generated by conpeting nore effec-
tively for freight with trucks and other carriers. Costs win
have to be reduced by enpl oyi ng nore advanced control systens,
rehabilitating the rails and equi pnent, and obtai ni ng managenent

of ‘the highest caliber.” Finally, capital will have to be pro-
vided in large part by the Federal government to acconplish these
ai ms. In return, the nation is to receive a rail systemthat wll

provi de adequate service to shippers and eventually becone a pro-
fitable privately owned and operated enterprise

The FSP projects the performance of ConRail during the plan-
ning period 1976-1985. The USRA anal ysis relied extensively upon
field surveys, consultant reports, simulation nodels, analysis
of historical data and internal staff work. USRA in preparing
the FSP as the final plan for reorganizing the Northeastern rail-
roads synthesi zed these vol um nous studies choosing those assunp-
tions which they felt best reflected future ConRail operating
condi ti ons.

I CC Evaluation of U.S. Rajlroad Association Prelimninary Systens
Plan., p. 11

4Ibid., p. 13

5See FSP, p.5-6. ‘A task so conplex as the restructuring of the
rail systemin the Region nust be evolutionary. . . In the |onger
term after the ConRail system is established, further sales, mergers
and consolidations of facilities may be desirable."
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On closer exam nation, however, the financial viability
of the plan proves quite sensitive to a few key assunpti ons.
Varying these assunptions between optimstic, pessimstic
and noderate scenarios denonstrates the inpact on the profit-
ability and capital denands of the proposed system The critical
assunptions examned fall into the followi ng categories:

Revenue Ceneration
Baseline growh - The USRA forecast foresees an im
proved performance by the Northeast economnmy. Re-
cently, the Northeast econony has grown at a sl ower
rate than other regions of the U S

2. Coal - Because of the energy crisis, USRA foresees
a maj or increase in coal shipnments and revenues.

3. Trailer on Flat Car (TOFC) - Rapid growth but question-
able profitability is USRA'S outlook for this railroad
mar ket ar ea.

4. Inter-nodal Conpetition - USRA forecasts a decrease
in incursion by trucks into ConRail markets.

5. I nflation/Regulatory Action - The USRA anti ci pates
that in the future the railroads will expedite their
requests for and the ICC will act nore rapidly in al-
lowing rate increases to pass through cost increases
borne by railroads.

Qoeratl ng Expenses _
Yard Efficiencies - USRA expects significant savings from
i mproved yard efficiencies.
2. Car Uilization - Inprovenents in car nmnagenent, accord-
ing to the USRA outlook, wll increase car utilization
and reduce the required investnent in rail cars and | oconotives.
3. Track Uilization - B?/ increasing rail density - the
nunber of cars per mle of track - USRA expects ConRail
can reduce operating costs.
4* Cost Control Systens - Future potential savings are ex-
pected because of closer cost control.

5. Labor Productivity - Few inprovenents in |abor perform
ance are forecast by USRA
6. Managenment - ConRail expects great inprovements will re-

sult from better nanagenent.

Financin

1. Valuation of Properties - Significant disagreement exists
between the creditors of the bankrupt railroads and USRA
on the value of railroad assets. If the |ower USRA esti-
mate prevails in court tests, the cost of ConRail inple-
nmentation will be substantially |ower.

2. Depreciation Accounting - Various accounting options can
i npact on profits. USRA' S approach departs from con-
ventional railroad practice and inproves ConRail’s outl ook.
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3. Rehabilitation Cost - A mmjor use of capital is in
upgrading rails and equi pnent. USRA has carefully
wei ghed t he possible inpact of inflation on the cost
of such inprovenents.

4. The Form of Federal Investnment - The future flexi-
bility of ConRail is affected by how deeply the
governnment, as ConRail’s principal creditor, is in-
volved in control of the conpany.

5. Passenger Subsidies - Large passenger subsidies from
the government to ConRail are viewed by USRA as essen-
tial for successful ConRail financial performance.

The approach of this report is to examine the critica
assunptions just reviewed in |ight of the background data pro-

vi ded by USRA, the views of other key parties such as the |ICC,
the creditors of the bankrupts, and independent anal ysts. The
net hodol ogy of the report is sumarized in the acconpanying sim
plified schematic (Figure 1). Step 1 is to assess likely rail-
road revenues, expected costs of operating the railroad and the
required capital investrment to acquire and upgrade the bankrupt
rail track and equi prment. Chapter 3 examines the revenue outl ook
covering such considerations as baseline economic growh in the
Nort heast, coal, TOFC, and inflation and regulatory I ag. For ex-
anpl e, a key assunption is how quickly the railroads can docunent
a cost increase, request an appropriate ICC rate increase, and
obtain an | CC deci sion. Chapter 4 | ooks at operating expenses
and assesses FSP projections in such areas as yard, track and car
utilization inprovenents. USRA' s expectations for nmjor gains in
these areas are eval uated agai nst perfornmance by other railroads
and in the context of ConRail’s unique structural characteristics.
The third major determinant of financial viability is the cost to
ConRail of acquiring fromthe creditors of the bankrupts the as-
sets of the bankrupt conpani es and the cost of upgradi ng these
run-down facilities. Chapter 5 addresses these issues.

The second step in the analysis (Figure 1) is to pick from
the many determ nants of performance in the areas reviewed in
Chapters 3, 4, and 5 a handful of the nobst critical ones. For
these, a sensitivity analysis is presented in Chapter 6 to show
how outconmes in these areas could alter ConRail’s financial out-
| ook. Some of the possible devel opnents, for exanple coal, could
give ConRail a financial boost. O hers could worsen the finan-
cial outlook. At the end of Chapter 6, a conclusion is drawn on
whether the likelihood is greater that the ConRail forecast is
optim stic or pessimstic.

The third step is to incorporate the sensitivity anal ysis
into revised financial accounts for ConRail. A new incone state-
nment and a sources and uses of funds analysis is provided.

The final step in the analysis (Chapter 7) is an assessnent
of the consequences of various ConRail financial outcones for the
size of the Federal government’s conmitnent to the railroad re-
organi zati on. Abbrevi ated financial statenments provide a finan-
cial overview and pernit the reader to readily assess the size of
t he Federal conmitnent.
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CHAPTER 3
REVENUE GENERATI ON

| NTRODUCTI ON

In the ten years from 1976 to 1985, USRA predicts that
ConRai|l revenue will rise from$2.81 billion to $6.18 billion,
an increase of 111 percent. Figure 2 traces this dranmatic
growt h back to 1970 and divides it anong its five key conpon-
ent parts.

e inmproved mx and volunme of traffic (prinmarily coa
and TOFC)
inflation
mai nt enance of base level traffic
rate increases above inflation adjustnents
passenger revenues and operating subsidies
VWhile the nost striking aspect of the figure is the trenendous
growh in inflation relative to real traffic growmh, the small
increase in traffic volune indicates a reversal begun in the
1970's of the long-termdecline in Northeastern traffic (Figure
3). Most of the reversal is due to an increase in coal which
accounts for 62.2 percent of the growth in total tonnage, though
only a 24.7 percent increase in revenue. A second najor area of
growh is in TOFC (trailer on flat car) or piggyback shipments
whi ch account for 14.7 percent of revenue grow h.

The foll owing four key assunptions, critical to the revenue
forecast, are investigated:

e baseline traffic growth

e coal traffic growh

e TOFC traffic growh

e inflation and regulatory inpacts.

BASELI NE TRAFFI C GRONTH

Figure 2 indicated that the increase in revenue due to changes
in the volunme and m x of traffic and rate increases between 1973
and 1985 would be $283.8 nmillion. The tonnage increases projected
for the twelve principal comopdities are shown in Table 2. Bet ween
1973 and 1985, tonnage will increase 15.4 percent (1.20 percent
annual l'y) . But, revenues in constant dollars will increase nore
rapidly, by 15.7 percent (1.22 percent annually). Nonet hel ess,
this growth rate in revenues is |lower than the expected growh in
real GNP during the same period, 51 percent (3.5 percent annually).
This discrepancy is explained, however, by the fact that histori-
cally railroad tonnage as a percentage of GNP has been decreasing
by .15 percent annually.
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TABLE 2 - PROJECTED 1973-1985 FRElI GHT PERFORMANCE
MIlion Tons Revenue
Commodi ty 197 3 1985 1973-85 % of Const ant % of
% Change Tot al Dol I ars Tot al
| ncrease % | ncrease | ncr ease
Far m Product s 10.7 8.8 -17.8 -3.9 -3.8 -1.0
Metallic Ores 28.7 31.9 +11.1 +6. 5 +11.9 +3.2
Coal 84.5 115.1 +36. 2 +62. 2 +33.4 +24.7
Non- Metal lic
Met al s 19. 4 18.1 -6.0 -2.6 -1.6 .3
Food Products 23.6 20.5 -13.1 -6.3 -10. 49 -7.0
Lunmber 8.6 8.9 +2.9 +0. 6 +7.7 +1.6
Pul p & Paper 18. 8 21.4 +13.8 +5. 3 +24.9 +9. 6
Cheni cal s 21.1 21.9 +3.8 + 1.6 +5.7 +2.9
Stone, Cday &
d ass 14.6 14. 6 0 0 0 4
Primary Metals 26.0 31*7 +21.9 +11.6 +23. 2 +13. 4
Transportation
Equi pnent 13.9 17. 4 +25. 2 +7.1 +29. 4 +24. 8
Wast e 15.5 18.7 +20. 6 +6.5 +33. 8 +8.7
Coke 7.0 7.8 +11.4 +1.6 +16. 1 +1.6
TOFC 7.8 10.6 +35.9 +5.7 +36. 8 +14. 7
O her 16.9 18.6 +10. 1 +3. 4 -4.0 +2.7
TOTAL 317.1 366.0 15. 4 +99. 3 +15.7 +99. 2

SOURCE: FSP, p. 171
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The | CC assessnment of the PSP expressed serious doubts
about the growth forecasts, considering themgenerally “opti-
mstic.” The constant (1973) dollar revenue outlook in the
FSP can be summarized as follows:

1973-1985 Revenue G owth

1. Growth in coal tonnage + ¢ /0.1 mllion
2. Trailer on flat car growh + 41.6 mllion
3. Baseline growth in other traffic + 161.8 nmillion
4, Sel ective rate increases + 53.3 nillion
5. Di version to | ong-haul routes + 30.0 million
6. Li ght density line abandonnents 41.8 nmillion
7. Mar ket transfers to solvents 31.2 mllion

+ $283.8 mllion

SQURCE: FSP, p. 170 as adjusted by EEA

In fact, the projections indicate a “hopeful” reversal of
the trends in the Northeast since the nid-1950"s (Figure 3).
Bet ween 1955 and 1974, coal and other freight carried on the
Eastern railroads declined 26 percent. Both USRA and its cri-
tics enphasi zed basi c weaknesses which still remain: population out-
m gration, dimnished growh in traffic volumes, out-mgration
of manufacturing centers and raw material sources and conpeti -
tion from trucks for short hauls. As seen in Table 2, the
| argest contributions to the expected total 1973-1985 gain in
revenue are expected to result fromincreased shipnments of
transportati on equi pnment (24.8 percent), fromincreased coa
revenues (24.7 percent), and fromincreased TOFC (14.7 percent).
In absolute terns, the gain in coal revenues (in 1973 dollars)
is expected to be $70 nillion versus a $41 nmillion TOFC increase.
These ConRail expectations are worth examining in detail because
they are decisive factors in the revenue outl ook.

COAL PRQIECTI ONS - THE USRA APPROACH

Focusi ng on the year 1980 for which already announced coa
production plans are relatively firm USRA projects a slight
growh in ConRail coal traffic of 10 mllion tons or 12 percent.
This projection is questionable both in the face of an increase
in national coal production of from30 to 50 percent and on
met hodol ogi cal grounds.

Step one in the projection is a forecast of national coa
producti on. USRA' S consul tant used an econonetric forecast of
future growt h which when coupled with an input/output nmodel (1IN
FORUM vyields estimates of national production by industry and
comuodi ty groups. For coal the 1980 production estimate is
785 nmillion tons. This estinmate is extrenely conservative in
compari son with projections of 895 million tons prepared by FEA
and simlar projections from other sources.
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Despite criticismof the Prelimnary System Plan by the
| CC and others that focused on whether the forecast was too
optimstic, (coal provided 62 percent of the increase in Con-
Rai|l tonnage after 1973) , a conbination of factors support the
hi gher estimte. Substantial new coal-fired electric capacity
is scheduled to come on-line, industry users of oil and gas
are converting to coal where possible (e.g. in cenent produc-
tion), and coal exports overseas and to Canada have al ready
sur ged.

Step two of the USRA anal ysis consisted of projecting the
Eastern district share of national production. Here the USRA
forecast is also in error. The nethodol ogy used projects two
ratios: the rail fraction of total production (rail I|oadings/
nati onal production) and the Eastern share of national rai
| oadi ngs (Eastern rail/total rail). These two ratios together
give the Eastern rail share of national production. The pro-
jection was based on historical trends, with relatively little
change expected from current figures. A third relationshipis
implicit in these variables: the Eastern share of total pro-
ducti on. This ratio has not changed dramatically in recent
years. However, analysis of potential supply done by FEA
(Coal Supply Task Force Report of the Project |Independence
Blue Print) and nodel ling conducted by Energy and Environnent al
Analysis, Inc. for the National Science Foundation project a
sharp shift in shares. Currently, Eastern production is about
75 percent of national production. By 1980, Eastern production
may be from45 to 62 percent of national production. Usi ng
this corrected estinmate, and the USRA baseline of 785 MI annua
production yields an estinate of Eastern production and hence
Eastern rail originations 20 to 40 percent |ower than USRA' S
But, because USRA' S assunption of national coal production of
only 785 MI in 1980 is too low, the m stakes fortuitously cance
each other.

Step three in the USRA anal ysis focuses on the rail share
of Eastern production. USRA treated this issue indirectly in
the methodol ogy described above (i.e. by estimating Eastern rai
share of national rail tonnage) . The question should be: Wat
is the split of Eastern production between rail, water, nine-
mouth use and truck transport? The USRA anal ysis indicates, al-
beit indirectly, that the rail share is constant (at roughly 50
percent).

Step four is the allocation of rail traffic between ConRai
and the solvent railroads. USRA does not explicitly state the
nmet hod by which this is done, but the projections prepared all ot
nost of the increased Eastern originations to the non-ConRai
l'ines.

543-0790 -75 . 5
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TABLE 3 - EASTERN RAIL ORI G NATI ONS, USRA ESTI MATES

ConRai | Non- ConRai
1973 (million tons) 42 .6 144
1980 (million tons) 44.9 178
% | ncrease 5% 24%
The explanation given is that sulfur regulations will re-
sult in nost of the increased coal production occurring in
West Virginia and Virginia where no ConRail |ines begin. (The

Penn-Central has a West Virginia line but USRA proposed to sel
it to the Chessie.)

AN ALTERNATI VE ESTI MATE

A recent survey by the National Coal Association of new
coal nining capacity shows high gross additions to capacity
in Illinois, Indiana, Onhio and Pennsyl vani a, where ConRai
coal shipnments originate. These planned expansi ons nust be
adj usted for replacenent of retirenents (equal to 1/30 per
annum) and for a ConRail share. The acquisition of lines by
solvent railroads will not give them greater access to or better
routes from these producing areas. Hence ConRail’s share of
rail loadings in these states should be constant. Wth these
assunptions, the forecast of net growh fromidentified new
coal production capacity in states with current ConRail ori-
ginations is 34 mllion tons. O this total, assuming his-
torical portion of ConRail originations to total production
in these areas holds, 9.2 million tons would be expected to
originate on ConRail. This estimate is alnost certainly an
understatenment, since smaller operations are not adequately re-
presented in the Coal Association survey, and nmany probable
expansions are not yet announced. Even taking into account
the loss of 6.3 nillion tons of West Virginia originations to
the Chessie system there is likely to be nore and possibly
substantially nmore growth than the 2.3 mllion tons projected
by USRA.

In addition, a significant anount of ConRail coal traffic
will be coal received from other systens. This accounts for
55 percent of ConRail coal traffic now * USRA projects coal
received to grow to 52.5 MI by 1980, an increase of 24 percent
over 1973. An EEA analysis of demand for coal in 1980 in the

laAccording to TBS, USRA's consultant, in 1973 ConRail ori -
ginated 42.6 mllion tons and received 52.9 mllion tons.
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United States served by ConRail (New Engl and, New York, New
Jersey, Pennsylvania, OChio, Indiana and Illinois) indicates
a growth of 107 MI or 46 percent by 1980.° _ _

If ConRail keeps its share of 'total terninations, and
its originations do not increase dramatically (as described
above), its coal received nmust grow by 46 percent from 43 MI
to 62 MI (vs. 52 forecast by USRA). Assum ng the sale of the
Eri e- Lackawanna and ot her properties to Chessie and N&W does
not materially increase their access to major coal using mar-
kets, this seens a reasonable assunption

The net coal traffic could, adding new originations and
ternminations together, be in the range of 110 mllion tons
versus the 95 mllion tons in 1980 projected by USRA If all
m ni ng plans were known, the coal originated could be higher.
In the FSP, USRA discusses the possibility that its coal pro-
jections may be too low (p. 78). The USRA financial sensiti-
vity analysis assunes in a calculation that by 1985 there is
a 33 mllion ton increase in the ConRail coal tonnage trans-
port ed. The estimated financial effect of such an increase is
to increase total coal revenues by $371 nillion and cash by
$150 million over the 1976-1985 period. Since the analysis
revi ewed above finds acoal traffic increase of at |east 15
mllion tons by 1980, the 1985 inpact of this adjustnment is
even nore profound.

In short, the upside financial possibility is that by 1985
ConRail's cash position could be as nuch as $300 nmillion stronger
than is assuned in the base case USRA forecast.

Two ot her positive factors in the coal revenue outl ook for
ConRail are the possibility that rate changes approved by the

ICCwll increase the per ton profit on coal and that inproved
unit train operations will reduce per ton mle coal transporta-
tion costs to ConRail. The FSP noted the first possibility (p.

180- 181). The USRA estinmates that a 50¢ per ton increase in

coal rates would yield a $34 million increase in annual ConRai
revenue. O course, this benefit could be higher if USRA S coa
forecast proves too low As far as the feasibility of unit train
operations, the following table shows that for the key coal pro-
duci ng states served by ConRail a significant portion of 1973

coal traffic did not nove on unit trains. If rate refornms by the
| CC are coupled with greater reliance on | ow cost unit trains,
ConRai |’ s financial situation would be enhanced.

2gased On individual plant data on existing and new utili’

ties, estimates of netallurgical exports, and industrial use.
Total estimated demand in 1980 is 897 million tons.
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TABLE 4 - 1973 COAL SHI PMENTS VERSUS UNI T TRAIN
SHI PMENTS FOR SELECTED STATES

Tons by Tot al % by

Unit Train Tons Unit Train
I1linois 22,155 41,138 54
I ndi ana 5,493 15,172 36
Pennsyl vani a 22, 262 30, 628 73
Chio 18, 266 20, 607 89

The foregoi ng di scussion of coal and ConRail’s fi nancial
prospects suggests that USRA' S revenue forecasts for this com
nodity are too | ow However, the subject deserves nore thorough
treatment than this report is able to give. A nore conplete ana-
lysis of coal and ConRail is needed. It should identify the
new and converted power plants in ConRail’s markets that will
burn coal, the share of European and Canadi an exports ConRai
can ship, industrial conversions to coal in ConRail’s area, and
growth in base period coal consunption by ConRail served coa
consuners. Such an anal ysis nmust reflect possible EPA actions
limting the burning of high sulfur coal, probable |ICC coal rate
actions, and the cost savings possible fromincreased ConRai
reliance on unit trains. Thi s anal ysis should al so exani ne the
implications for ConRail profitability of giving up to Chessie

the Penn-Central line into Charleston and the contenpl ated co-
operative agreenments giving the Louisville and Nashville (L&N)
access to southern Illinois and Indiana Penn-Central coal
mar kets. °’

TRAI LER ON FLAT CAR (TOFC)

Anot her nmajor growmh area in the USRA forecast is TOFC (Trailer
on Flat Car) traffic, comonly known as piggyback. TOFC conmmodities
tend to be higher rated goods which often are shipped by truck.
Penn-Central significantly expanded traffic in this area although
profitability of this traffic is disputed. Bet ween 1973 and 1985
TOFC tonnage and revenue (in constant dollars) are projected to
i ncrease 36 percent (2.65 annually). In the PSP, growh was

31n the Fsp (Vol. II P- @) = ysrA recommended that a "fossil-
fuel rail bank” be established by the Departnent of Interior or
ot her Federal agency to administer rail trackage serving potential
coal reserves which are not presently devel oped to a point that
justifies ConRail service. Another possible entity for adm nistering
such rail assets could be the Appal achi an Regi onal Conmi ssi on which
has jurisdiction over and know edge of much of the Appal achi an coa
reserves and econom ¢ devel opnent potential in 12 Eastern states from
Georgia to New York and Maryland to Chio.
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projected at 5.16 percent annually. The reduced growth is
due to the fact that:

e TOFC oriented comuodities are nost affected by

recessi ons

e USRA is recomending rate increases which will im

prove TOFC profitability but | ower demand

e recently increased truck size and weight linmta-

tions will divert potential TOFC traffic fromthe
railroads.

TOFC growt h accounts for 14.7 percent of the $284 mllion
in real freight revenue growth projected by USRA. The FSP pre-
dicts that this growh will occur as ConRail continues to pene-
trate the market for small shipments. The mechani snms for pene-
tration include expanding rail operated notor carrier operations
to provide control over pick-up and delivery, nodification of
the rate structures to make TOFC nore conpetitive with trucking
for smaller shipnents, and inproved reliability through rehabi -
litation and operating inprovenment since shippers of high tariff
goods seem nore sensitive to service and reliability than price.
Additional inter-nodal traffic will probably be generated as
light density lines are elimnated and shippers are forced to
use truck and rail conbinations for delivering goods.

The two principal argunents agai nst TOFC expansi on are
that it is unprofitable and that railroads have historically
failed to conmpete successfully with trucks for small shipnents.
According to the ICC, Penn-Central in 1973 lost $30 million
handling $170 million of TOFC traffic, or about 18¢ for each
dollar of traffic handl ed. TOFC has been traditionally unpro-
fitable traffic due to extensive conpetition for small traffic
volumes, too many small terninals which do not cover fixed costs,
the high capital cost of tying up flat cars and trailers, and
rate structures which allow enpty trailers to travel at bel ow
cost rates.

Because 85percent of highway freight shipments are |ess
than truck | oad size, ConRail will have to assenble shipnments
into profitable truckload quantities. Freight forwarders his-
torically have served the function of assenbling snmall shipnments
into carload lots, yet between 1950 and 1970, the tonnage assem
bl ed by freight forwarders has not increased. During the sane
period, the less than carl oad tonnage shipped by railroads de-
clined 95 percent.

In sumary, shippers have concl uded through the market system
that trucks haul snall shiprments over all distances better than
railroads. Maki ng TOFC a worthwhile market for ConRail will require
a change in the rate structure so that railroads can nake a profit
on TOFC traffic, and better service on the part of railroads in-
cludi ng control over the pick-up and delivery (through trucking sub-
sidiaries) of shipments. ConRail may have considerable difficulty
succeeding in this highly conpetitive market while solving nore
pressing startup problens.
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| NFLATI ON - BACKGROUND

Bet ween 1976 and 1985, USRA predicts that inflation wll
account for 84 percent of the growh in revenue. Since rate
increases nmust be approved by the ICC, regulatory response will

be a critical elenment in systemprofitability. I f costs go up
because of escal ation of |abor or naterial prices and rate in-
creases |ag behind, revenues and profitability suffer. The abi-

lity of ConRail to recover inflationary cost increases will de-
pend on the speed with which ConRail docunments cost increases
and requests rate changes, the adequacy of the rate increases
granted by the 1CC to cover increased costs, and the speed with
whi ch the-1CC responds.

In the Final System Plan (FSP), USRA assuned that rate in-
creases necessary to accompdate inflation hikes would |lag cost
increases by 6 to 8 nonths. Normally, the | CC approves rate
increases in 2 to 3 nonths after a request. The industry, how
ever, takes 5 to 6 nonths to define the needs. The speed with
whi ch increases are granted is especially critical to ConRai
profitability because inflation rates are expected to average
over 6 percent annually between 1976 and 1985. First National
City Bank of New York (Citibank) tested the sensitivity of in-
come projections using data fromthe PSP which assuned no | ag.
Assuming a 3-nonth and a 6-nmonth delay in rate increases, the
i npact on profitability is shown in Table 5.

TABLE 5- | MPACT OF RATE DELAY ON NET | NCOVE

Net | ncone

1976 1985
PSP (no del ay) -$ 96 nmillion $ 171 mllion
3-month del ay - 180 mllion 6 mllion
6-nmonth del ay - 265 mllion - 157 million

SOURCE: A Financial Analysis of the Prelininary System
Plan as proposed by the USRA, First Nationa
City Bank, My 15, 1975.

The FSP assunes that by 1981 the lag in pass-through wll
drop to 6 nonths. This inplies a faster response tinme on the
part of industry than has been denpbnstrated in the past. Tabl e
6 indicates historical rate increases and increases in the ngjor
conmponent costs. Oobviously, in the Eastern district, increases
in revenue per ton mle have historically | agged |ncrea3|ng costs.
As the inflation rate accelerates fromhistorically |ow |levels
to the projected 1975-1980 average of 6.3 percent, the inpact of
a lag will be nore severe. For identical expenditures, profits
are increased by the anount of the rate increase with | osses oc-
curring only if traffic is diverted to another node. Consequent | y,
the inpact of rate increases on profitability is trenendous.
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TABLE 6 - EASTERN DI STRICT COVPONENTS
(Normalized: 1967 value = 100.0)

Revenue

Aver age of Per Ton
Fuel * Wages®* all factors® Mle°
1967 100.0 100.0 100.0 100.0
1968 103.3 105.9 106. 4 105. 2
1969 106.0 113.2 113.3 108. 6
1970 109.2 122.9 123.6 116. 3
1971 115*3 136. 6 134.3 137.0
1972 117.7 150.0 147 .4 138.8
1973 137.3 165.5 165.7 140.7
1974 271. 4 175.2 188.6 159.8

*AAR Series Q MPWS88, July 22, 1975
Rai | road Facts, p. 33

The extent to which ConRail as an individual carrier can
recover cost increases through rate increases is questionable.
The ICC historically grants rate increases on an average cost
basi s. Thus, those carriers which are nmore efficient than the
average will benefit nmore than less efficient carriers. Con-
sider the operating ratio (operating expense as a percentage
of operating revenue) as a neasure of efficiency. The N&W
Chessi e and Penn-Central are the three largest carriers in the
Eastern district (76percent of all revenue).

TABLE 7 - RAILROAD OPERATING RATI O (1973)

Norfol k & Western 72.5%
Chessi e 74. 8%
Penn- Cent r al 82. 7%

Average of all { as 79. 4%
g CarrlS °

SOURCE: PSP, p. 24.

I
ers

Assune that inflation averages 6.3 percent annually and that
rate increases are granted which will allow the average O ass |
carrier to recover additional costs in higher revenues. Tabl e
8 illustrates the inpact on the least efficient, nost efficient
and average carriers.
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TABLE8 - RATE | NCREASE | MPACT ON RAI LROADS

OF VARYING Effici encly .
(Normalized: 1973 operating revenue = 100.0)

N&W Cass | Ave. Penn- Cen. ConRai

1973 1980 1973 1980 1973 1980

ggsgﬁfjé”g 100.0  142.3 100.0  142.3  100.0 142. 3
gsgﬁéégg 72.5  111.2 79.4  121.7 82.7 126. 8
Comribution 275 311 206 206  17.3 15. 5

a , , .
Carrier costs increase 6.3 percent annually but revenues in-
crease only enough to maintain average industry ‘profits

The inpact is striking. Wile in 1973 Penn-Central’s contri -
bution to profit would have been 84 percent of the industry average,
by 1980 it was only 75 percent. Until ConRail achieves parity
W th average industry operating efficiency which is not projected
until 1981 under the FSP, rate increases will be insufficient
to cover added costs. In addition, very efficient carriers my
“hol d down” or prevent tariff increases for all railroads in a
district if the efficient carriers do not need them

The final inmpact of inflation concerns the relative shift

it may cause in rail-truck-barge rates. If inflation hits rail-
roads harder, there would be a diversion of traffic away from Con-
Rail. An analysis for USRA by Chase Econonetric Associ ates showed

that the future inpact of inflation on truck and rail would be
conparabl e so that no net diversion of traffic should occur
“Di version would occur if:

1. the increase in prices for input factors (Iabor,

material, fuel) were nore expensive for one node
than for another;

2. i nterest costs were higher for one node; or

3. rate increases were not passed along with equal speed.

On bal ance, therefore, the assuned regulatory lag for ConRai
is slightly optimstic when judged by historical performance.
Qui ck docunentation by ConRail and inproved reaction times at the
I CC could reduce the lag to be consistent with USRA' S assunpti on
More serious is ConRail's disadvantage in obtaining rate increases
due to its conparative inefficiency. Most probably, until ConRai
ef ficiency approaches industry average performance (in 198lat the
earliest) , inflation will not be passed through conpletely and
ConRail’'s profitability will suffer.
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CHAPTER 4

OPERATI NG EXPENSES

Bet ween 1976 and 1985, the Final System Plan (FSP) projects
that ConRail operations will inprove markedly turning a 1976 | oss
of 9.9¢ on every dollar of revenue to a 13.5¢ profit. Table 9
illustrates the percentage reduction in expenses through which
this profit turnaround is acconplished. The nost significant
i mprovenent occurs in the transportati on expense category, (i.e.,
the cost of transporting the freight) which drops from 39. 8% of
revenue to 29.0%

Percentage reductions are achieved in nearly every expense
cat egory. Mai nt enance of Wy (M of W expenditures per mle of
track increase due to better track rehabilitation, but the
elimnation of light density lines allows M of Wexpenditures
to decrease as a percentage of revenue. Simlarly, maintenance
of equi pment (M of E) expenditures rise, decreasing the nunber
of freight cars currently out of service from1l0.7%to 5%
However, a reduction in fleet size due to inproved car utiliza-
tion owers Mof E expenditures as a percentage of revenue.
Ceneral administrative and passenger expenses renain relatively
constant on a dollar basis reflecting ConRail’s ability to
generate nore freight revenue wthout increasi ng managenent over-
head. Net car hire decreases as a percentage of revenue reflect-
ing better car utilization and the assunption that cars will be
purchased rather than |eased. The “other” category decreases as
a Percentage of revenue due to the stable work force size (I ower
payrol|l taXes as a percentage of revenue) and increased incomne
gai ned frominvestnment of excess ConRail stock in short term
securities.

To i nprove transportati on expenses, from 39.8%to 29. 0% of
revenue, ConRail will rely primarily upon increased yard effi-
ci encies providing faster throughput of freight, inproved car
utilization through a conputer-based car nanagenent system
econom es of density obtained by running nore traffic over |ess
track and better managenent of costs and operations. The USRA
anal ysis relies heavily upon conputer-based sinulations of pro-
jected ConRail performance. These results are integrated with a
financial nodel projecting systemprofitability and cash needs.
Consi derabl e doubts, however, have been expressed by railway
operati ng personnel and the |ICC about the ability of ConRail to
obtain these dramatic inprovenents.

Most of the critiques concern ConRail nanagenent’s ability
to inmprove equi pnent utilization as nuch as expected. A nunber
of critical assunptions were identified that affect achievenent
of the operating inprovenents.

503-0790 - 75 . 6
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Table 9

NET | NCOMVE (1973 dollars)
(normalized revenue = 100.0)

1976 1985

Total Operating Revenue 100.0 100.0
Operating Expenses:

Mai nt enance of Way (11.5) (11.1)

Mai nt enance of Equi prent (14.8) (12.1)

Transportation (39.8) (29.0)

General, Adm nistrative,

Passenger, and Q her

Expenses (23.9) (18.9)
Net Operating Revenue 10.0 28.9
O her Expenses:

Net Car Hire (9.9 ( 8.3)

O her Incone, Expenses,

and Taxes (9.2 (5*7)
Ear ni ngs Before Interest (9.1 14.9
I nt er est (.8 (1.4
| ncome (9.9 1305

SOURCE:  USRA Final System Plan, pp. 71.

| MPROVEMENT | N YARD OPERATI NG EXPENSES

ConRail projects that yard operating expenses will be
reduced by system nodifications. No i nprovenents in |abor
productivity are expected other than those resulting indirectly
from system changes. A principal systemnodification is bl ock-
i ng changes, which reduce yard expenses by 8% This involves
assenbling bl ocks of cars into trains in an efficient manner
which nmininmzes transportation costs, for exanple, by formnng
| onger trains. [t aso maximizes del ivery speed, for exanple,
by bypassing intermediate yards. A second major system nodifi -
cation is rehabilitation of yards and related facilities. Thi s
reduces yard expenses by 6%
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The inportance of yard inprovenents to the efficiency of
the systemis illustrated in Figure 4. Cars spend 61.8% of the
time in yards and only 14.6% of the time nmoving with the remaining
23.6% of the time spent under customer control. Mre inportantly,
on an average haul, a car will pass through 5 or 6 yards. Rehab-
ilitating tracks to increase train speeds, for exanple, from 10
nph to 40 nph, may have little effect on systemefficiency if
the car spends 60% of the tine waiting in yards for reclassifi-
cation or |oading

Comparing ConRail yard expenses with other railroads indi-
cates that even after the expected inprovenents, ConRail will
i ncur higher yard expenses per freight novenent than other
railroads. For exanple (see Table 10), in 1976 ConRail wll spend
$3.15 per 1,000 ton-niles for yard-rel ated expenses whil e Southern
spends only $1.47. By 1985 ConRail’s costs will still be higher
at $2.41 per 1,000 ton-mles. This is due primarily to the yard
intensive nature of the Northeast rail operations. For the sane
reason, yard expenses will continue to account for a higher per-
centage of transportation expenses than other railroads. Although
USRA projected a 22% drop in yard-rel ated expenses from $3.07 to
$2.41 per 1,000 ton-miles, yard expenses will remain a high per-
centage (29% of all transportation costs.

Anot her indication of the “spaghetti” nature of the old Penn
Central systemis given in Table 11 showing the rel ationship
bet ween operating ratios (i.e., operating expenses + operating
revenue) and the percentage of track which is mainline. The data
suggest a strong correl ati on between nore branch Iines and hi gher

(i.e., less efficient) operating ratios. In a branch line
intensive operation, like ConRail, yard requirenents nay be
i ncreased substantially. In 1969, for exanple, only 31.1 percent

of Penn Central track was mainline resulting in an extrenely high
operating ratio of 84.4 percent.

Yard i nprovenents predicted by USRA rely heavily on a systens
anal ysi s approach which optimzes traffic novenent over the ConRai
system based on conputer simulations. Thi s sophi sticated node
was not previously available to Penn Central managenent. It wll
ensure sone inprovenents, but whether these will be as dranmatic
as the FSP predicts is questionable. The PSP indicates that Penn
Central already had "a relatively efficient blocking plan” for
intermediate yards.' Therefore, USRA projected gains nust occur
primarily at origin and destination yards.

Deci di ng which yards to expand or contract and where to
focus yard rehabilitation efforts requires an accurate prediction
of future traffic flows. Predicting market growth is an inherently
ri sky business and failure to accurately predict traffic flows may
reduce sone of the projected yard efficiency inprovenents.

1
PSP p. 60.
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Figure 4
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Tabl e 10

MEASURES OF YARD EFFI Cl ENCY

Yard Rel ated Yar d
Transportation Expenses as a
Expenses Percentage of all
, $ per Transportation
Rai | road (1000 ton-niles) Expenses
ConRai | (1973) 3.07 29%
ConRai | (1976) 3.15 30%
ConRai | (1985) 2.41 299%
Seaboard Coast Line (1973) 1.85 28%
Burlington Northern (1973) 1.63 26%
[Ilinois Central Gulf (1973) 1.56 27%
Sout hern (1973) 1. 47 26%
At chi son, Topeka & Santa Fe
(1973) 1.17 19%
Union Pacific (1973) 1.11 21%

SOURCE: Eval uation of the USRA'S Prelimnary System Pl an
Rail Services Planning Ofice pp. 42-43

2 Prelinmnary System Plan, p. 63
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Table 11

RELATI ONSHI P BETWEEN PROPORTI ON OF MAI N
LI NE TRACK AND OPERATI NG RATI O

Per cent age of Total Road Exanpl e Rail road
M| eage Devoted to Main Line Mean Operating Ratio Operating Ratios
20% - 50% 85. 9% PC 84. 4%
50% - 60% 80. 5% BN 82. 1%
60% - 70% 76. 1% c&0 76. 2%
70% - 80% 76. 8% N&W 71. 1%
80% - 90% 77.5% B&O 73. 1%
90% - 100% 75. 1% RFP 57. 9%
NOTE: In 1969, 31.1 percent of Penn Central Track was main |ine and

the operating ratio was 84.4 percent.

SOURCE: Conpetition in the Railroad Industry; Simat, Hellieson &
Ei chner, February 1975, pp. 11-28, 11-29

The exi stence of an optinmal bl ocking plan does not ensure that
it will be rapidly inplenmented or followed. Bl ocki ng changes may
require the transfer of sorting operations fromone yard to another
in addition to shifting work |oads, train schedules and car routing
patterns. Yard expansi ons and schedul e changes will require tine
for inplenentation. Bl ocki ng plans nmay be overridden by a desire
to expedite certain types of traffic. Because rail roads conpete
primarily on service, blocking decisions nmay be adjusted to pro-
vide priority service to inportant custoners. These bl ocki ng
adj ustnments may reduce the efficiency of the entire system sacr
ficing the efficient novenent of less tine-sensitive freight. |
ConRail is to conpete nore effectively with trucks in the TOFC
market, these service differentials may conflict with optinal
bl ocki ng patterns.

Despite all these projected inprovenents, ConRail will remain
a nore yard intensive railroad than nost due to the congested
nature of Northeast traffic.

i -
f
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CAR UTI LI ZATI ON | MPROVEMENTS

The savings fromyard and track rehabilitati on appears
largely in the form of better car utilization. USRA projects
a 28% i nprovenent in car utilization over present |evels.
| nprovenents are primarily due to four factors: i mproved
travel speeds due to track rehabilitation, faster throughput
in yards, better nmintenance of equipnent and better freight
car distribution techniques.

ConRail will begin with approxi mtely 175,000 freight
cars.® During the planning period approxi mately 24,000 cars
wi |l be purchased® and 49,000 will be retireds decreasing
the fleet to 150,000 which is 40,000 | ess than woul d be needed
wi thout the anticipated efficiency inprovenents. The antici-
pated savings is approximately $1.2 billion.® |In addition, the
nunber of | oconotives will be reduced by 223 fromcurrent |evels.
ConRail’'s fleet consists potentially of 4,500 |oconotives. The
total anticipated expenditure for new equi pnment is $1.78 billion.?’
Consequently the inprovenments in car utilization will save approx-
imately 40% of the total capital expenditure that woul d ot herwi se
be required for new equipnent.

I nproved car utilization affects the railroad financially
by reducing capital requirenents, interest costs, transportation
expenses and net car hire expenses. The net car hire account in-
cl udes net per diem and mileage paynents in addition to car |eases.
The net per diem and nil eage charges are the difference between the
anount which ConRail must pay for borrowing other railroad s cars
and the anmount it receives fromother railroads using ConRai
cars. The Northeastern railroads are at a di sadvant age because
nore goods are shipped to the Northeast than originate there.
Consequently ConRail is nore likely to have a negative net car
hire bal ance because it will be holding cars belonging to shippers
in the South and West. A conparison of six Southern and Western
rail roads indicates that they had net car hire bal ances equal to
only 55% of ConRail’s.

ConRail has the choice of |easing or purchasing new cars.
If the railroad chooses to purchase new cars, the financial state-
ment will reflect higher depreciation and interest costs. For
presentation purposes, USRA assuned that all cars were purchased
and therefore all debts would appear explicitly on the bal ance

sheet . The assunption that ConRail would purchase rather than
| ease cars accounted for 41% of the savings in net car hire paid.
However, ConRail is likely to |ease cars because it will be unable

to use the tax advantages resulting from accel erated depreciation
By allowi ng outside investors to purchase the cars, use the depre-
ciation to protect other incone, and then |lease the cars to ConRail
the railroad will conserve its cash. Lease paynments woul d then

i ncrease the negative balance in the net car hire account and
reduce reported incone.

3PSP p. 92
‘FSP p. 99
SPSP p. 92
bstrong, Wshart, p. 2-1
7FSP p.” 79
PSP p. 78

8FSP p. 61
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Several other factors are likely to reduce net car hire
savi ngs. Net car hire has a tendency to increase because the
price of cars hired increases. Bet ween 1963 and 1973, net car
hire increased 10 percent annually despite .6.6 percent drop
in car |oadings. I ncreases were due to newer cars and higher
interest rates which produce higher costs. There has al so been
atendency to rely nore heavily over tinme on shippers’ cars.

This practice increases net car hire expenses.

The achievability of projected car utilization inprovenments
will significantly affect ConRail’s profitability and capital
requirements. I nprovenents will certainly result fromraising
mai nline travel speeds by 21 percent, reducing classifications
by 10percent, and reducing the bad order ratio (i.e., the per-
centage of cars not in operating condition) from 10.7 percent to
approximately 5 percent. However, the major inprovenments rely
on an inproved conmputer based information systemto control car
novenent s.

Because acarspends only 14 percent of the time noving, a
21 percent increase in track speed would only inprove car utili-
zation by 3 percent. Reduci ng the nunber of classifications by
10 percent inproves car throughput but does not solve the critical
problem of having cars available «the |ocations demandi ng cars.
Again, USRA relies on the conputer-based information systemto
fill the gap.

The car mnanagenent ssem wit probably be a hybrid of the
Penn Central’s TABS system and the Southern Pacific's TOPS system
Qut put of the systemw |l be used to predict areas of future denand
and to nove cars to those areas. \While inplenentation of the
anticipated system would dranmatically inprove car utilization, the
difficulties in developing and inplementing the system are consid-
erabl e. If a conbination of TOPS and TABS is chosen, the problens
of integrating two |large conputer systems will be encountered. In
addi tion, demand forecasting involves a new application of these
systens and will require tine to debug. The nost critical aspect
of a sophisticated car nanagenent system however, involves data
i nput and quality.

| nprovenents in car distribution will require input of car
information daily including: car type, ownership, grade cleanli-
ness, and previous comodity. \When a car is under shipper’s
control this information is difficult to obtain. The data input
operation nust al so be extrenely accurate. Because ConRail wll
be controlling so many cars, the opportunity for “losing” cars
through failure to input data or input of bad information is
hi gher than for nost railroads. Persons responsible for data input
and integrity must exhibit a high I evel of discipline. Cooperation
anong railroads in the exchange of information necessary to
track car novenents across -boundaries has historically been a
probl em

| nprovenents in car utilization nmay result from severa
regulatory reforns suggested by USRA

e Reducing the amount of free tinme which a shipper
has to unload a car from 48hours to 24hours.
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« Elimnations of special exceptions to normal derurrage
charges (charges for a shipper keeping a car beyond the
agreed upon free tinme)

e Additional charges for cars which shippers release to
the railroad without disposition instructions.

In addition, future coordination projects to prevent enpty
back haul s coul d considerably inprove car utilization. Potential
savi ngs fromthese prograns have not been included in the FSP
Their inplenentati on depends on | CC action, which is not
i mm nent .

USRA has projected dramatic inprovenents in car utilization
relying primarily on inplenmentation of a sophisticated conputer
based car nanagenent system Many probl ens exist in the devel op-
nment, inplenmentation and operation of the system These are
likely to reduce the savings bel ow those projected by USRA

Simlarly, savings in the net car hire account will be
reduced assum ng that ConRail chooses to | ease rather than pur-
chase a portion of the new equipnent. The natural dependence of
the Northeast on shipments fromthe South and West will limt
i mprovenments in this expense category.

Proposal s requiring regulatory action could provide incentives
to shippers to handle cars nore efficiently. However, no concrete
proposal s have been nmade. These potential savings rely on actions
whi ch are beyond the control of ConRail managemnent.

TRACK UTI LI ZATI ON | MPROVEMENTS

Yard i nmprovenents and car utilization inprovenents reflect
better utilization of the track. USRA projects that ConRail
will inprove profitability by passing nore traffic over a
shorter track system and using fewer cars and | ess | oconotive
power than its predecessor railroads. ConRail will be reaping
the econonmi es of density which are the railroad s version of
econom es of scale. Table 12illustrates the high correlation
bet ween density and operating ratio. Ranki ng the 24 Eastern
rail roads by density and conputing the average operating ratio
shows that operating ratios get much worse (i.e. higher) as
density decreases. There are exceptions to the rule, for exanple,
a railroad which hauls high tariff itens, but the relationship
is generally true. ConRail’s density is currently near the
nati onal average of 4.2 revenue tons per mle, but will show a
marked inprovenent by 1985 to 8.2, mmking it the third densest
railroad in the East and the fourth in the nation.’ Table 13
i ndi cates that by 1985 ConRail will exceed the average densities
of seven other major railroads and all the area averages.

9Competition in the Railroad Industry; Simt, Hellieson and
Ei chner, February 1975, pp. 37-39.



-38-

TABLE 12 - RANK OF EASTERN RAI LROADS BY DENSI TY

Nunber of Railroads Aver age Density Average Operating
in Each Goup of Goup Rati o of the G oup
5 8.5 7.7
5 5.0 80. 4
5 3.7 85.0
5 2.5 88.2
4 .75 109. 4

SOURCE: Conpetition in the Railroad Industry; Sinat
Hel | i eson & Eichner, February 1975.°

The inmprovenent in track utilization is an indication of
the i nproved operating efficiency of the entire system The
elimnation of 5,700 mles of light density lines, inproved
bl ocki ng procedures, yard operations and car control systens
all ow the passage of nore traffic over less track in a given

time period. The only constraint concerns the scheduling of train
nmovenents and the ability to accurately nonitor the novenent of
equi prent . Nei t her of these factors are expected to hinder

expected inprovenents.

Aver age density, however, may be ni sl eadi ng because aver-
ages include nunerous light density |lines and very dense but
shorter nain routes. Penn-Central mainline traffic is already
qui te dense. Elimnation of 570mles of light density Ilines
may increase ConRail density without significantly affecting main
l[ine densities. Very high densities are not thought to inpede
traffic flow, however, scheduling of additional traffic requires
good centralized traffic control and keeping accurate track of
all equi pnent.

Anot her factor considered relative to traffic density was
the average length of haul. In a longer haul, there is |less
interfacing with other railroads, less tinme in switch yards
and supposedly more profit fromthe traffic. As trucks,absqrbed
most of the railroads’ short-haul traffic, the averagelengcfh of
haul for rail freight nationw de increased. Bet ween
1960 and 1974, the average haul per ton increased 20 percent from
442 mles to 531 mles. However, a haul is normally split up a-
mong a nunber of railroads. Table 14 conpares the average |ength
of haul of ConRail and six other railroads.
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TABLE 13 - AVERAGE DENSI TI ES

Rai | r oad Density (ton miles\nmle)
ConRai | (1973) 4.2
ConRai | (1976) 4.6
ConRai | (1985) 8.2
Union Pacific 6.2
Sout hern 4.7
Santa Fe 4.7
Seaboard CL 3*9
[Ilinois Central -CGul f 3.5
Burlington Northern 3.2
Chessi e 6.2
Nat i onal Average 4.2
Eastern Average 4.9
Sout hern Aver age 4.4
Western Average 3.9

SOURCE: RSPO, p. 43
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TABLE 14 - AVERAGE HAUL LENGTH

Rai | r oad Average Haul (mles) | ndex
ConRai | (1973) 268 41
ConRai | (1976) 293 45
ConRai | (1985) ... S oo
Union Pacific 656 100
At chi son- Topeka

& Santa Fe 640 98
Burlington Northern 495 75
[1linois Central-Gulf 333 51
Sout hern 249 38
Seaboard 220 34

SOURCE: RSPO, p. 43

Bot h Sout hern and Seaboard Coast Line are profitable yet

handl e shorter average hauls than ConRail. The Western and
M dwestern railroads tend to have |onger hauls. The ConRai l
nerger only increased haul length by 10 percent and will pre-

sumably have little inmpact on operating efficiency. ConRai
may suffer relative to shorter haul carriers such as Southern
and Seaboard Coast Line because while all three have simlar average
haul |engths, the Penn-Central nmaintains tw ce the amount of track as
the ot her two. Presumabl y one of the advantages of a |arger system
woul d be the ability to fully control shipping over a | onger portion
of each freight novenent; yet ConRail has not noticeably inproved.
The elimnation of 5,700 mles of light density |ines obviously
i nproves ConRail’s track utilization rate and should inprove profita-
bility. More traffic should be attracted as ConRail service inproves
due to track rehabilitation. Sl ow orders now restrict speeds on
9,000 miles of ConRail track.” In addition incursions by trucks
into the remaining rail freight commodities will decrease since the
nost divertable traffic is already gone

10 First National City Bank, a Financial Analysis O the primry
System Plan as proposed by the USRA, pp. 6-7.
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The maj or questions concerning ConRailrs ability to drana-
tically inprove traffic density stem from conpari sons w th other
syst ens. Wil e physically the system can handl e i ncreased den-
sity, it seens peculiar that none of the nation's ten | argest
rail systens have densities approaching the ConRail projections.
The factors which could prevent achi evenent of these densities
i nclude requirenments that ConRail continue to operate |ight den-
sity lines, a continuing decline in Northeast rail traffic and
an inability to inplement projected operating inprovenents (i.e.
car managenment system yard rehabilitation)

| MPROVEMENTS | N COST CONTROL

The ability to achieve potential cost savings arises from
consol idation of track, rehabilitation of yards and identification
of unprofitable traffic. I dentifying unprofitable freight nove-
nments so that selective rate increases can be requested depends
on managenent’s ability to assign costs to individual rail nove-
ment s. A yard or a piece of track supports nmany trains consisting
of individual cars of different cormmodities with different origins
and destinations. Thus, tying costs to particular freight novenents

is difficult. Traditionally managenent optinized on an individua
yard or other sub-system basis to maxim ze throughput.
ConRail managenent will attenpt to optinize on the whole system
and accurately identify costs.

In periods of rapid inflation where the costs of fuel, |abor
and materials may change drastically, the problem of identifging
cost conponents with traffic novenents is critical. Figure

illustrates the exponential rise recently experienced in fuel and
other costs. As cost conponents vary in growh rates (i.e.,

| abor, fuel, materials), ConRail managenent nust be able to dis-
tingui sh between profitable and unprofitable investnent oppor-
tunities. Bet ween 1945 and 1965 the fuel index only doubled
while during the 20 years from 1965 to 1985 it is expected to
increase nore than five fold. The i ndex of conbined nmateri al
costs has al so begun to exhibit an exponential growh pattern

Traffic which may have been marginally profitably when diese
fuel was 20cents a gallon may be unprofitable at 30 cents a
gal | on. As costs change rapidly unprofitable comodities nust
be identified quickly.
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A standard cost systemis one nethod of tracki ng nmanagenent
performance and costs. A variance fromthe predetermnined stan-
dard cost (for exanple, if rehabilitation costs for mainline
track are projected at $100,000 per mle and actual expenses are
$250, 000 per mile for a particular stretch) is a warning to
managenent that operations may be | osing nmoney. While rehabili-
tation at $100,000 per mile may have allowed a sufficient return
on investnment, $250,000 per mile may not. | npl ementation of a
standard cost systemis an intricate and tinme consumi ng venture.

USRA has al ready begun to identify nonconpensatory freight
traffic for which $54 million in rate increases will be requested.
This represents an inprovenent in tying costs to freight nove-
nment s. Previously railroads used the standard I CC formboth to
request rate increases and as the basis for cost control, though
it is recognized as inadequate for the latter function.

I npl enentati on of an ongoi ng cost managenent system however,
will be nmuch nore difficult than a one tine identification of
unprofitable traffic. Standard cost systens take years to design
and i npl emrent before savings are fully realized. The bankrupts
currently have inadequate performance standards for nen and

equi prent . I'n addition, managenent information systenms have
not been integrated which is a prerequisite to inproved cost control
Overconming these problens will require nore attention from managenent

that is likely to be available during the start up period. Shor't
term problens of greater i mediate inpact are likely to take
precedence over a cost control system

While the need for a better cost control systemis recog-
nized as essential to achieving the operating inprovenents
projected in the FSP, it nmay be delayed in inplenentation.
Managenent will probably focus on projects such as car managenent
or good rehabilitation which will have a nore inmedi ate inpact on
system profitability. Consequently, the infornmation necessary to
make decisions, for exanple on the desirability of retaining a
given traffic nmovenent,will probably not be avail able and sone
possi bl e operating i nprovenments will not be recognized.

| MPROVEMENTS | N LABOR PRCDUCTI VI TY

USRA assuned that 90, 000 enpl oyees woul d be transferred
to ConRail under the reorganization, and that by 1985 the work
force would have grown to over 93, 000. The mix of |abor classes,
however, does not match the projected system needs so sone
wor kers woul d be ternm nated and new ones hired. The FSP projects
that by 198560% of the present work force will have been replaced
due to attrition.

Al t hough work rules, pay structures, and craft distinctions
wer e considered obstacles to better productivity, the FSP assuned
no changes in these areas. Thus, no inprovenents in |abor
productivity are expected other than those occurring incidentally
through system nodifications.
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The inportance of the | abor conponent nationally in rail
expenditures is illustrated in Table 15 Over half of every
revenue dollar is spent on |abor. In the bankrupts which are
consi derably nore unprofitable than the national average, this
ratio is probably considerably higher. Table 16 conpares sone
of the labor productivity nmeasures for the bankrupts with
i ndustry averages. Conpared to the national averages, the
bankrupts: produce only 78% as many gross ton mles per crew
hour, generate only 92% as much revenue per crew hour, and
spend 12% nore crew tinme switching than other Class | railroads.

Tabl e 15
DI STRI BUTI ON OF OPERATI NG REVENUES
FOR THE RAI LROAD | NDUSTRY 1974

(normalized so that all figures are
per dollar of revenue)

Total operating revenues $1.00
Labor Cost $ .51 (Doesn’t include those
capitalized)
Fuel Materials and Supplies $ .24
O her Expenses $ .10
Depr eci ati on $ .05
Q her Taxes $ .04
Net Railway Qperating |ncone $ .06

SOURCE: Yearbook of Railroad Facts 1975 edition
AAR p. 11



-45-

Table 16
DI RECT LABOR PRODUCTI VI TY

(Stated as averages)

Sout hern West ern

Bankr upt s G ass | District Di strict
1000 gross ton-nile
per crew hour (1973) 22.8 29.2 25.3 35.5
Dol | ar revenues per
crew hour (1973) 200.0 217.0 184.0 241.0
Percent of crew hours
yard switching (1973) 58.6 52.3 47.6 49.5

SOURCE: Prelimnary System Plan p. 57

These reduced productivity figures reflect in part the congested,
yard-intensive nature of the Northeastern railroads and the poor
condition of the track and equi pnent. _

Labor productivity inprovenents have been dramatic. Since
1960, 33 percent fewer enployees have been needed to produce 49 percent

nore revenue ton mles. I ndustry enpl oynent has dropped while
traffic (revenue ton mles) has increased steadily. These
i nprovenents will probably continue. \WAge increases however,

have offset the absolute drop in enploynent, rising by 52 percent
since 1960. Thus, despite inproved productivity, conpensation
as a percentage of operating revenue decreased only 7 percent
from 1960 to 1974.

ConRail could trade | abor protection for |abor productivitx
i mprovenents through work rule changes but this is unlikely. The
probl ens of |abor productivity, work rules, etc. are |ong
standing industry problens. ConRail nmanagenment with its
nunerous other responsibilities can hardly be expected to |ead
inthe difficult and controversial area of |abor reform

MANAGEMENT GENERATED | MPROVEMENTS

| nprovenents in ConRail operating performance will depend
heavily on inplenmentation of the nunerous studies conducted by
the USRA in devel oping the FSP. Wile managenent will not be

obligated to followthe FSP, it represents a $30 million invest-
ment to study ConRail’s problenms . After conveyance the tine

Il Yearbook of Railroad Facts 1975 Edition, AAR p. 12, 29, 58.
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and resources to repeat the process will not be avail abl e. The
viability of the plan will depend on managenent’s ability to
adapt it to changing conditions.

VWil e considerable criticismhas been |levelled at the Penn-
Central managenent, USRA staff nmenbers, consultants and railroad
i ndustry people have quite divergent views on the exsiting
managenent’ s capabilities. Several people indicated that Penn
Central managenent was out of date and incapable of inplenenting
the reforms suggested by USRA. A nore preval ent attitude, however
descri bed Penn-Central nanagenent as capable and well intentioned
but constrained by the deterioration in the Northeast and the
| ack of funds in the conpany to inplenent refornmns.

The maj or unknown when control of the bankrupts passes to
ConRail will be the ability of new managenent to meke a dif-
ference in the operating efficiency of the bankrupt railroads.
Optomi sts point out that new nmanagenent wll:

e have the benefit of the USRA studies which have
eval uated the operations of these railroads nore
thoroughly than any railroads in the nation.

e have flexibility to inplement necessary changes
because of the avail able federal financing. Previ ous
managenent s have not had adequate fundi ng.

e include a new group of non-railroad nen who can apply
the systens anal ysis techni ques devel oped at USRA and
i nnovat e wi thout being constrained by the traditiona
railroad mentality.

Some felt that the techni ques devel oped by USRA were suffi-
cient to guide al nost any management to successfully operate
the restructured system Consequently, managenent was not a
particularly crucial factor.

A nore preval ent view however, held that the inpact of
new managenent would be minimal. This pessinistic view con-
cludes that:

e ConRail nust integrate the nmanagenents and operating
systems of six firms into one. Hi storically, nergers
of this type have not been very successful or have
taken a long tinme to conplete. (i.e., Pennsylvania RR -
New York Central merger and C&0O, B&O nerger)

e The new president succeeds two presidents who were
successful managers with railroads outside the Northeast
indicating that the problem may be systenic

e Existing staffs cannot be rapidly “shaken up” w thout
di srupting the ongoi ng operation of the conpanies. These
staffs have been decimated by the | oss of young staff due
to the stagnancy of the conpany, denoralization and the
stringent controls of the bankruptcy court.
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CHAPTER 5

FINANCI NG  ACQUI SI TION COSTS, REHABI LI TATI ON
EXPENSES, AND ACCOUNTI NG METHCDS

The principal role of the Federal governnment in the reor-
gani zation of the bankrupt railroads will be to inject massive
anounts of Federal funds. Because the return on investnment
(RA) inthe railroad industry is so low, it cannot attract

private capital. In fact, the collapse of the Penn Central
was precipitated by the inability of the railroad to “rol
over” its existing debt and obtain new debt to finance future

operati ons. Gven the low return on investnent in the indus-
try and the dismal profit performance of the bankrupts, cre-
ditors prefer to invest noney el sewhere. Tabl e 17 conpares
the average RO for Cass | Railroads and alternative I nvest-
ments. The railroads’ |ack of attractiveness is striking.

The magni tude of Federal funding will be contingent on two
vari abl es besides railroad operating performance: t he
cost of the properties to be acquired fromthe bankrupts,
and the cost of rehabilitating those properties for ConRail’s
use. USRA has estimated that $1.85 billion of Federal funds
will be required for rehabilitation and operating expenses.
Another $1.05 billion will guarantee that the former owners
of the bankrupt railroads are adequately conpensated for the
properties conveyed to ConRail. QG her guarantees, subsidies
| oans, etc. are included under the plan to insure the finan-
cial viability of the system

The form of Federal funding is a key to creating a
profitable railroad. The proposed nmechani small ows ConRail to
initially use Federal funds without paying interest in cash.
Much later (the process is not conpleted until the year 2016
when the railroad will presumably be strong enough to support
the Federal debt), interest is paid in cash and the outstanding
debt and stock are redeened.

| NCOVE BASED REORGANI ZATI ON

The greatest potential liability for taxpayers may be
hi dden in the form of deficiency judgnments agai nst the govern-
ment for failing to adequately conpensate creditors for the
properties conveyed to ConRail. Two key questions are: Can
ConRail produce a profit to support an inconme based reorgani-
zation? |s $422 mllion adequate conpensation for the creditors?
Because of the |aws of bankruptcy, answering the second question
may be contingent on a positive answer to the first.
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TABLE 17
RATE OF RETURN ON NET WORTH

LEADING CORPORATIONS
Calendar Year 1972

Percent
return on
industrial EI‘OUE net worth

1. Soft drinks 22.4
2. Soups and cosmetics 20.4
3. Drugs and medicines _ : 19.7
4. Common carrier trucking - 19.4
S. Autos and trucks . 17.2
6. Instruments, photo goods, etc. 16.8
7. Tobacco products i 16.2
8. Hardware and tools 15.9
9. Restaurants and hotels 15.7
10. Household appliances 15.4
‘11. Baking 14.8
12. Brewing 14.7
13. Mail order - 14.0
14. Lumber and wood products 13.9
15. 0ffice computing equipment 13.8
16. Printing and publishing 13.7
17. Other food products 13.1
18. Automotive parts 13.1
19. Electric equipment and electronics 13.0
20. Other business services 13.0
21. TOTAL SERVICES 12.9
22. Real estate 12.8
23. Commercial bank holding companies 12.8
24. Dairy products 12.6
25. Miscellaneoys manufacturing 12.6
26. Glass products 12.5
27. Chain stores - variety, etc. 12.3
28. Farm construction, material-handling eqpt 12.1
29. TOTAL MANUFACTURING 12.1
30. Property and liability insurance 12.0
31. Rubber and allied products 11.7
32. Building, hcating, plumbing equipment 11.6
33. Furniture and fixtures 11.6
34. Department and specialty 11.6
35. Construction 11.3
36. Chemical products 11.3
37. TOTAL TRADE 11.3
'38. Electric power, gas, etc. 11.2
39. Amusements - 1.2
40. Clothing and apparel 11.1
41. Other machinery . . 10.9
42. Petroleum production and refining 10.8
43, Wholesale and miscellaneous 10.7
44, Distilling 10.7
45. Shoes, leather, etc. 10.6
46. TOTAL PUBLIC UTILITIES 10.6
47. Other stone and clay products 10.6
48. Paint and allied products 10.6
49. Miscellaneous transportation 10.5
50. GRAND TOTAL 10.5
51. Metal mining 10.4
52. Sales finance 10.3
$3. Other metal products 10.2
54. Telephone and telegraph 9.8
55. TOTAL MINING 9.6
56. Sugar 8.8
57. Aerospace 8.8
58. Cement 8.8
59. Paper and allied products 8.7
60. Other mining, quarrying - 8.7
61. Textile products 7.8
62. Food chains 7.3
63. Nonferrous metals 7.2
64. Meatpacking *7.1
65. TOTAL FINANCE 6.7
66. Air transport 6.6
67. Iron and steel 6.2
68. TOTAL TRANSPORTATION 4.8
[69. CLASS T RAILROADS, 30
70.Tnvestment  funds S

Source: ‘irst Nationmal City Bank of New York, Monthly letter, April 1973.
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USRA argues that $422Mis a reasonabl e value for the
assets converged given the risks being taken by the govern-
ment to sal vage the bankrupt railroads. USRA assunes t hat

the reorgani zation will be successful and that ConRail will
operate as a profitable entity. If the creditors can prove
that ConRail is not financially viable, then the mandatory

conveyance requirements in the Act make the acquisition a
“taking” of private property under the governnents right of
enmi nent dormai n. Under these circunstances a rmuch higher
val uation may be awarded by the courts.

An "income based reorganization" requires proof that the
bankrupt railroads can be restructured so as to produce a profit.
The return to creditors then includes not only the $422 nillion
offered initially for the property but also the stream of earnings
whi ch fol | ows. USRA clainms to have proven that the reorganization
is income based through the FSP projections that ConRail will
generate enough profit to raise the value of ConRail Conmon and
Series B Preferred Stock to $1.575 billion by 1985. This val ue
is in excess of the Certificate of Value based on the $422 nillion
val uation plus 8 percent annual interest. Critics of this ap-
proach argue that the nmachinations required to make the system
appear profitable (including use of depreciation accounting, Fe-
deral debt that pays interest by distributing stock rather than
cash, and remarkabl e projected operating efficiencies) make pro-
fitability an “accounting fiction.” These critics argue that
normal Section 77 bankruptcy can represent an incone based reor-
gani zati on because the sanme entity continues in operation with a

revanped capital structure. ConRail is a newentity with less
assurance of producing any inconme, and to offer a m ninum val uation
in the hope that this untried new rail systemw |l produce a profit

is inconsistent with the Section 77 principles of reorganization
Precedents do exist, however, for operating railroads at a nar-
ginal rate of return even where creditors might prefer |iquida-
tion and investment in higher yielding ventures. This stens
from the concept that railroads are “public service enterprises”
whi ch have received special considerations such as |and grants
in return for a necessary public service. Under this defini-
tion, ConRail can produce a marginal profit and still be con-
sidered a successful income based reorganization.

If ConRail fails to produce a profit and the assets of the
creditors erode (i.e., rails and ties deteriorate as cash gener-
ated by the railroad is used to pay off operating expenses
instead of for rehabilitation), then it may swbe argued that
the reorgani zation was not incone based. Under this scenario,

t he governnment has appropriated the creditors’kgroperties at

a low value based on expected future incone. wever, since they
did not produce an inconme the Court could consider that conveyance
constituted “taking” private property under the right of em nent
domai n. The val uati on would then be the cost of reassenbling

these properties at narket value or perhaps their value on the open
mar ket if sold for purposes other than railroading. I'n any event,
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ConRailcs profit producing potential remains the critical issue.

VALUATI ON

The creditors and stockhol ders of the bankrupt railroads
are being offered $422 million for their properties. Tabl e
18 indi cates the nanner in which value has been assigned to
the various properties and the liabilities that will be as-
sumed by ConRail. The val uation was determ ned by exam ning the
assets of the various line (sone by actual site visits) and as-
sumng that the railroad was to be dismantled and sol d piece-
meal . Costs were assigned for managi ng the systenis |iquidation
In addition, sonme economic factors were included to deternine how
the sharp increase in supply coupled with the limted demand for
many of the assets being sold mght depress prices. The returns
to creditors were discounted at a 15% rate back fromthe presuned
date of sale to the date of conveyance.

TABLE 18
ASSETS AND LI ABI LI TIES CONVEYED TO CONRAI L

Assets Acquired: $M
Road & Facilities 290
Transportati on equi pnent 340
Land 44
Net Passenger Assets 22
Ot her Assets 71

TOTAL ASSETS 767

Liabilities Acquired:

Equi prent Obligations 250
Unf unded Pension Benefits 31
Section 215 Governnent Loans 64
TOTAL LI ABILITIES 345
TOTAL NET ASSETS 422

SOURCE: FSP, p. 57
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The Supreme Court, in upholding the constitutionality of the
Act, held that creditors have a right to sue the U S. government
for damages under the Tucker Act if they can prove that $422
mllion is less than the “constitutional mninmun’ to which they
are entitled. The argunment turns on the resolution of three
i ssues: 1) the valuation nmethod used to determ ne the val ue of
the assets conveyed (i.e., liquidation value if the assets are
sol d piecenmeal; assenblage value, meaning the price of repurchasing
t he bankrupt’'s properties on the open nmarket minus depreciation,;
or book val ue neaning the depreciated val ue which the bankrupts
used in their accounts for the assets); 2) the basis of the reor-
gani zation (i.e., wll the new ConRail be profitable and provide
the creditors with a stream of earnings inplying an "incone
based reorgani zation"or will the new Conrail | ose nobney con-
tinuing to dissolve the assets of the old creditors); 3) value
of the securities conveyed depends on the type of securities
i ssued (i.e., USRA has suggested using stock with a m ni mum val ue
guaranteed by the U S. governnent) . The Act allows ConRail to
take control of the bankrupts’ assets before a final conveyance
price has been determ ned. If the final price is significantly
different than $422mllion, two principal effects occur. First,
if the value is nore than $422 mllion the assets conveyed to
ConRail may be increased in value which would increase the depre-
ciation charges. For exanple, if the value of transportation equip-
ment conveyed is assessed to be $700 million instead of $340 mil -
lion, and the depreciation rate is 5 percent annually, the depre-
ci ation deductions fromincome would increase from$17 nmillion to
$35 mllion annually. Second, the U S. CGovernnent investment in
Conrail could increase indirectly under the proposed financing
schenme through Federal “Certificates of Value” guaranteeing the
val ue of stock issued to the creditors. Presently the Governnent
woul d guarantee $105billion worth of securities issued to the
creditors (this is the $422 mllion plus 8percent annual interest
because the certificates are redeemabl e on or before Novenmber 1,
1987).°

Many industry menbers and USRA staff menbers believe that a
court case to settle the value of the properties conveyed is
i nevitable. Table 19indicates the results of sone alternative
eval uation nethods. The USRA valuation is the lowest, with
al ternative nmethods producing values 3 to 30 tinmes higher.
Further paynents by the Federal government, however, would be
contingent on resolution of the court case which USRA staff
nmenbers indicated would take years to reach a judgment. USRA
argues that $422 mllion is nore than adequate because creditors
are continuing to | ose noney on these assets, giving themno rea
earni ng power, only a liquidation value. The increased govern-
ment investnment will be responsible for the turnaround in the
bankrupts’ earnings, yet the taxpayers will not share in the
appreci ation of the assets since their investnent will carry
fixed returns. Additional federal grants and subsidi es above
the $422million will protect creditors’ assets for exanple by

'Final system plan p. 95.
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TABLE19
ALTERNATI VE VALUATI ON TECHNI QUES

Total Val ue

($8B)

USRA net |iquidation val ue .6
Book val ue 12/31/75 4.4
Cost of Reconstruction New 17.9 (excludes LH, AA, CNJ)
(1 ess depreciation)
G oss proceeds from Li qui da- 3.6 (includes only PQ
tion
Net Proceeds from Liqui dation 1.8 (excludes L&H)
Penn-Central Creditors assum ng 7.4 (Penn-Central only)
continued rail use
Penn-Central Creditors m ninum 3.5 (Penn-Central only)
val ue assumi ng |iquidation

RANGE $ .6 - 17.9B

SOURCE:  FSP, p. 142-43, 155.
2 Washington Post 7/17/75, Pe '

subsi di zi ng passenger service. The taxpayer is exposed to
substantial | osses and potential deficiency judgnents while even
t he nobst successful outcone would be a return of the initial
capital over a very long period of tine at an interest rate
that scarcely justifies the risk. Allow ng the government to
participate directly in the proceeds from ConRail, for exanple
by review ng dividends, would use up cash that will now be used
to pay the creditors and increase the value of their stock. It
is the governnent’s wllingness to postpone cash interest paynents
during the startup period that makes the venture viable. In sum
the taxpayers are taking substantial and unrewarded risks in
addition to the initial $422 mllion that nore than conpensates
the creditors.

The creditors argue that they woul d receive nore than
$422 million for their properties if they could |iquidate now.
USRA' S val uation techni que reduces the asset valuation unreason-
ably. For exanple, the 15 percent after tax discount rate is too
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hi gh, reducing the net present value of the assets bel ow the
proper rate. Wthout discounting, net proceeds fromli quida-
tion equal $1.8 billion and gross proceeds (i.e., before the
adm ni strative costs of liquidation) are $3.6 billion.’Conmmon
sense woul d dictate a higher value for the |Iand owned by the
Penn Central than $422 mllion

Resol uti on of the valuation question will probably require
court action and USRA staff nenbers expressed consi derable
doubt about the probable outcone. Any increase in the $422 M
figure, however, will cone directly fromthe taxpayers and could
materially increase the cost of the ConRail venture.

REHABI LI TATI ON EXPENSES

As shown in Table 20 ConRail will spend $4.2 billion for
rehabilitation of road property and $1.78billion for additiona
frei ght equipment during the planning period. To calculate
roadway rehabilitation costs, USRA determ ned which tracks were
to be upgraded and to what |evel. Contractors devel oped engi neering
estimates of anticipated rehabilitation expenses.

The rate of rehabilitation increases markedly to acco-
nodat e for previously deferred expenditures. Bet ween 1976 and 1985
ConRail will nore than double the nunber of ties and triple the
mles of rail replaced by the bankrupts in the previous ten year
period (1965-1974) .‘The increase results fromthe infusion of
Federal cash which may be used for rehabilitation of roadway and

structures. Rai | roads nationally have had probl ens financing
capital expenditures. In the ten year period, 1965-1974, the
rail roads spent $14.4 billion for equi pnent, roadway and structure

additions and betternents. Cash generated in the railroads during
that period covered only 63percent of the cost with the remainder
borrowed agai nst equi pnment because | oans for roadway i nprovenents
are generally not available. At the sane tinme, the AAR estimated
that as of Novenber 1974, $7.2 billion in maintenance and capital
i nprovenments had been del ayed.”’

Because rehabilitati on expenditures are a significant use
of Federal funds and because there are no alternative external
sources for those funds, the accuracy of the estimates are a
critical factor in determning the sufficiency of the $1.85
billion request.

3FsPp. 155

4A Final System Plan p. 87
Sa FinancialZAnalysis 0 the Prelimnary System Plan as

proposed by the USRA, First National Gty Bank, 5/15/75
p. 59-60.
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TABLE 20
REHABI LI TATI ON

Road Property Expenditures

Additions & | nprovenents $1.1B
Def erred Work 1.4B
Current Mai ntenance 1.7B

$4. 2B

Frei ght Equi pnent Additions

Loconoti ves .74
Freight Cars 1.00
M sc. Equi prent . 0 4

1.78

SOQURCE: FSP, p. 61

The USRA estimate was based on information from four
i ndependent sources. USRA integrated the results and elim
inated gross errors. Rehabilitation costs for track vary
wi dely depending on the traffic which the rail nust bear and
the funds available for rehabilitation. For exanple, funds nay
be allowed for upgrading a stretch of track from 10 nph to only
30 nph because the savings fromincreased train speeds woul d not
justify the cost of upgrading it further. Rehabilitation esti-
mates were revised downward fromthe PSP to the FSP because USRA
carefully specified the Il evel to which each Iine would be upgraded.
Al track must be upgraded to a |evel which ensures safety, pre-
vents derail nents and reduces equi pnment operating and repair costs.
USRA and outside commenters generally felt that the $4.2 billion
for road property rehabilitation allowed managenent sufficient
flexibility to perform necessary repairs and cover potential cost
overruns.

The major criticismon the subject of rehabilitation is the
fear that ConRail managenent cannot resist pressures to “gold
plate the rail.” Once the precedent is set of providing
rehabilitation funds fromthe Federal Treasury, politica
pressure nay be applied to ensure that one comunity’s branch
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line is upgraded to as high a level as another’s. Re-
habilitation costs could spiral if ConRail attenpts to
achieve equity anong jurisdictions. M ni m zi ng road rehab-
ilitation costs is essential because costs are high and
returns in terms of increased systemefficiency my be very
| ow. Under nornal private enterprise incentives the profit
nmotive will force managenent to reuse old materials and
replace only the necessary rail. \Whether these incen-
tives will function for ConRail remains to be seen.

In summary, the rehabilitation estimtes seem reasonabl e,
but managenents ability to stay within those estimtes by
resisting political pressures and rehabilitating only where
necessary remains unproven.

CHO CE OF DEPRECI ATI ON METHOD

USRA tried to choose a nethod of depreciation which
accurately reflected the real cost incurred by ConRail
Depreciation should reflect the decrease in the val ue of
ConRail’s assets resulting fromuse, decay and obsol escence.
Three depreciation nethods were considered

e Betternent accounting is used by alnost all railroads
for depreciating track structures. Under betternent
accounting all track structure replacenent expendi -
tures (i.e., replacenent of rails, ties, etc.) are
subtracted directly from incone. Consequently, the
val ue of track structures on the bal ance sheet is
| ow because sone itens may be 100 years old. Another
consequence of betternent accounting is that higher
rehabilitation expenditures result in | ower reported
i ncone. Thus, railroads hoping to report higher pro-
fits over the short termsinply reduce rehabilitation
expendi t ures. The | CC accepts betternent accounting
as standard practice partly because record keeping is
easi er. Under normal depreciation procedures, it would
be necessary to record the date of installation of al
ties, ballast and track and to depreciate them at

vari ous rates dependi ng upon the degree of wear. Better-
ment accounting elimnates the need for such cal cu-
| ations.

» Mdified betternment accounting was devel oped by USRA
and used in the PSP to depreciate track structures.
USRA argued that expenditures for replacement of track
structures resulting from the previous managenents’
failure to performtinely maintenance should not be
subtracted fromincone (as under betternment accounting),
I nstead those expenditures related to such deferred main-
tenance would sinply be added to the bal ance sheet.
This nmethod was ultimtely rejected by USRA for the
FSP because it was inpossible to separate expenditures




-56 -

related to deferred mai ntenance existing prior to Con-
Rai | from other nmintenance expenditures, and nore im
portantly because the accounting profession would pro-
bably have refused to certify it as a valid neans of
public reporting.

e Depreciation accounting was chosen as the basis for re-
porting the FSP results. Under depreciation accounting,
only 3.33 to 6.66 percent of the rehabilitation expendi-
ture is subtracted fromincone in a single year.‘Thus,
rather than subtracting all rehabilitati on expenses from
incone in a single year as in nornmal betternent accounting,
the expenses are spread over 15w30years, ConRai |’ s
reported incone is much higher than would be reported
by other railroads using betternent accounting. VWil e
depreciation accounting requires record keeping simlar
to that required under nodified betternent accounting,
it elimnates the necessity of making arbitrary deci sions
about which expenditures stem from pre-ConRail deferred
mai nt enance.

Usi ng depreciation accounting, ConRail profits are consider-
ably higher than would be reported by railroads using nornmal |CC
accounting procedures. Table 2lillustrates the inpact of de-
preciation accounting on reported incone. Using betterment ac-

counting, income would be reduced by $2.4 billion. Rat her than
producing a $2.0 billion profit in the planning period, ConRai
woul d have reported a $400 million | oss. This loss will be re-

ported for tax purposes because the I RS uses the betternment approach
The choi ce of depreciation nmethod only affects ConRail’s

profits on paper. Cash flow would remain the sanme regardl ess of

the accounting nethod chosen, however, the attitude of investors

towards the railroad may be inproved by the choice of an account-

ing method which reports a $2 billion profit rather than a $400

mllion |oss. Unfortunately, ConRail’s operating results wll

no | onger be conparable to other railroads.

6Fsp, p. 58 .
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TABLE 21- PROFI T | MPACT OF DEPRECI ATI ON ACCOUNTI NG
I NCOME (inflated $M

ConRai | | CC
Depreci ation Bet t er ment
Accounti ng Accounti ng
($M ($M
1976 (332) (464)
1977 (220) (375)
1978 (79 (271)
1979 36 (192)
1980 259 ( 2)
1981 354 81
1982 413 129
1983 475 180
1984 544 237
1985 597 275
TOTAL Profit $2, 000M
(Loss) ($400M

SOURCE: Fi nal System Pl an, p.66.
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CHAPTER 6

SENSI TIVITY ANALYSI S

Chapters 3, 4 and 5 discuss critical areas in USRA'S Fi na
System Plan and raise questions about the reliability of some
of the assunptions. To test the sensitivity of the FSP to
changes in critical assunptions is difficult wthout using the
nodel s avail able to USRA However, based on data in the FSP
the i npact of sone alternative assunptions on revenues, pro-
fitability and required federal investnment may be deduced. Four
alternative assunptions were identified, one each fromthe
revenue, operating and financing categories and finally a
systems option.

o« Revenue: assune that USRA coal revenue projections
are increased beyond the FSP predictions.

o (Qperating Expenses: assunme that ConRail fails to
achieve projected operating inprovenents.

« Financing: assune that a deficiency judgenent is
entered against ConRail

e Systems option: assune that Unified ConRail is
selected as the systens alternative.

Wil e other assunptions could be tested, these indicate that
the financial viability of ConRail is very sensitive to changes
in the underlying assunptions of the FSP.

| MPROVED COAL REVENUES

The variabl e promnising the nost upside potential is coal.
First, it is a comodity that cannot be easily diverted to
trucking, and barge conpetition is linmted to areas accessible
by water. Second, rapid growh in coal usage is resulting from
the increasing scarcity of alternative fuels and the rise in oi
and gas prices. Third, because nuch of the traffic is not
di vertabl e and coal prices have risen rapidly, rate increases
could significantly inprove profits.

Two assunptions were changed to consider the inpact of
i mproved coal revenues. USRA predicted that between 1976 and
1980, coal tonnage shipped on ConRail would rise from85 mllion
tons (MI to 94 (MI) (10.5 percent). EEA projections indicate
that coal shipnments may increase to 110 MI (29 percent) by that
dat e.

Over the planning period using EEA estinates, an additional
165 MI of coal could be shipped on ConRail.'In 1973, Conrail
received $2.48 per ton, so uninflated revenue woul d increase by

'Assumes a ratio *' 110/ ohq total usra predicted coa
shiprments of 975 tons over the planning period
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about $409 nillion. Considering inflation, the increase
could be $752 mllion.

In addition, a 50¢ per ton rate increase on coal was
consi der ed. ConRai | divides revenue with other railroads
because shipnents are often split between two |ines and
therefore ConRail is likely to receive only 33¢of the 50¢
increases This increase woul d géenerate revenués of $321
mllion on the 975 MI which USRA projects that ConRail will
carry during the planning period; and it will add to that
another $54 million if EEA projections are correct. Tabl e
22 summarizes the results.

TABLE 22
| NCREASED COAL REVENUE

Revi sed
FSP FSP
Assunpti on Assunption I ncr eases
Coal tonnage
shi pped 1976-
1985 975 MIr 1140 MT 165 Mr
Uni nfl at ed
Revenue from
coal shipnents $ 2377 M $ 2786 $ 409 M
| nfl at ed
revenue from
coal shipnents $ 4373 M $ 5125 M $ 752 M
Added revenue
froma 50¢/
ton rate
i ncrease $ 321M $ 375 M $ 54 M

*Ratio of inflated to uninflated revenue over the planning
peri%d in 1. 84
In 1973 when the average rail for coal was $3.71 per ton,
ConRail received only $2.48 per ton.
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Addi ng the increases from both higher rates and greater
tonnage could provide ConRail with an additional $1127
mllion (752 mllion fromincreased tonnage and $375 mllion
from increased rates) in revenue during the planning period
The $375 million rate increase would go directly to incone.
The $752 million fromincreased tonnage however, net of expenses,
shoul d generate $304 million in cash using the USRA net hodol ogy

(FSP p. 78). Since the primary sources of cash from operations
di vi de al nost equally between incone and depreciation, incone
could increase by an additional $150 nillion. I ncome could

therefore be increased by $525 million based on nore optimnistic
coal projections.

FAI LURE TO ACHI EVE OPERATI NG | MPROVEMENTS

USRA tested the sensitivity of the ConRail financial
projections to a failure to achieve many of the operating
i nprovenents projected. For each4 of four categories, expected
savi ngs were reduced as foll ows:

FSP Revi sed FSP | ncreased
Cat eqgory Assunptions Assunptions Expenses
Equi pnent 28 % car Achi eve only Net Car Hire
Utilization utilization 50% savi ngs, + 453 M
i mprovenent; 2 year del ay
223 fewer i n achi evenent
| oconoti ves (assume net car

hire drops from
8. 7% of opera-
ting revenue to
an average of
7.5% rather than

699 .
Yar d
Rehabi litation Reduction of No savings from Transportation
6% in yard yard rehabilita- Expenses
operating tion + 264 M
expenses
Bl ocki ng Reducti on of | npl ement only Transportation
| nprovenent s 8% in yard 75% of bl ocking Expenses
operating i mprovenents + 88 M
expenses with | ess reduc-
tion in yard
operating
expenses
Cost System Al lows identi- Operating expenses Operating
| npl ement ati on fication of non- increase 3% due to Expenses
conpensatory delay in cost sys- + 1040 M
traffic and a tem inpl enentation.
$53 million rate
i ncrease

TOTAL | NCREASE + 1845 M

‘FSP p. 79.
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USRA concl uded that required funds woul d increase by
$1 billion prinarilx to pay for the extra equi pnent which
woul d be needed to handl e growth. I f existing equipnent
cannot be utilized nore efficiently through better car
managenent, yard and track rehabilitation, and other oper-
ating inprovenents then nore freight cars and | oconotives
must be purchased. A portion of this equipnment could pro-
bably be financed by external equipnent obligations but
during the startup period ConRail cannot assume a | arger
interest burden. Consequently, nmuch of the capital needs
nmust be met with Federal funds.

Usi ng data provided by USRA an attenpt was rmade to
calculate the increase in expenses that would occur due to
these operating failures. The total reduction in inconme is
estimated at $1.8 billion which exceeds the estimated $1.5
billion in income generated during the planning period.

Serious consequences would result from an operating
failure. The concept of an ‘lnconme based reorgani zation”
could be placed in jeopardy if ConRail fails to produce
profits. The creditors’ argunment that their property had been
taken woul d be strengthened and a sizabl e deficiency judge-
nment coul d be entered agai nst the governnent. The Certificates
of Val ue issued by the government woul d be exercised by the
creditors because ConRail stock would be virtually worthl ess
thus further draining federal funds. The rehabilitation pro-
gram coul d be del ayed as nanagenent attenpted to use rehabili -
tation funds to cover operating deficits. Rat her than redeem ng
Series A Preferred Stock for cash, ConRail would continue to
pile up interest-bearing securities virtually elimnating the

prospect of ever becoming a private corporation. Penn- Centr a

cal cul ated an alternative estimate of savings achi evabl e through
cost reduction. If ConRail handled 1985 tons «the 1976 expense
l evel , costs in 1985 would increase by $463M (1973 dollars) .

Penn-central predicts, based on an "exhaustive study" of savings
achi evabl e through plant rehabilitation and elimnation of deferred
mai nt enance that only about $200M (1973 dollars) could be saved
once the rehabilitation is complete. A 1loss of $263M (1973 dollars)
in operating savings in 1985 would translate into approximtely a
$657M (inflated dollar) decline in profits in that year. This
far exceeds the $397M projected in profits for 1985 and inplies
that ConRail would not generate a profit during the planning
peri od. ConRail would inprove sonewhat on these savings by reducing
Penn- Central costs through consolidation of the bankrupts’ facilities
and by increasing vol ume which reduces per unit costs. However,
for ConRail to nmake a profit, operating inprovenents would have to
substantially exceed Penn-central cost savings estinates.

In summary, if ConRail fails to achieve the planned opera-
ting i nprovenents and produce a profit during the planning
period, it will remain a public entity that will cost the
governnent significantly nore than the proposed $1.85 billion

!Penn-Central: \epprandum on FSP 9/ 5/ 75.
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DEFI Cl ENCY JUDGEMENT

If USRA and creditors of the bankrupt railroads cannot
agree on a valuation for the properties to be conveyed, then
the issue will be resolved in court. If the Court rules
that the $422 mllion offered to the creditors is insufficient
then the Federal government will be liable for the difference.

For illustrative purposes, assume that the court accepts
Penn Central’s asset valuation of $7.4 billions The $422
mllion value offered to the creditors represented the dif-
ference between USRA'S $767 million estimte of assets and
$345 mllion estimate of liabilities. If the assets are
increased to $7.4 billion from $767 million then the deprecia-
tion charges nmust be increased to reflect the higher val ue of
the assets being used by ConRail.

Thus, a deficiency judgenent woul d have two effects: t he
Federal treasury would have to pay the creditors the difference
bet ween t he assuned val ue of the assets ($767M and the court
determned figure; and ConRail’s incone would be reduced
by the increased depreciation charges.

Assuming the $7.4 billion asset valuation, the treasury
woul d have to pay approximately $6.7 billion to the creditors
($7.4 B - $.7 B =$6.7 B). The Certificate of Value schene

woul d not work because ConRail could not earn enough inconme to
raise the value of its stock to $7billion. In fact, through
i ncreased depreciation charges, which would | ower income, the
value of the originally distributed stock woul d decrease.

Table 23illustrates the inpact of a deficiency judgenent
on depreciation charges. Over the planning period (1976 - 1985)
depreciation of the assets conveyed to ConRail assumi ng the
original $767mllion asset value would have been $366 mllion
Wth assets revalued to $7.4 billion, depreciation expenses
woul d total $1363 mllion. Consequently, net income would be
reduced by $977 mllion.

Spetter [rom Paul R, Duke statingPenn-Central claims
6/ 17/ 75.
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TABLE 23
| MPACT OF ASSET REVALUATI ON

$7.4B val uati on Val ue’ Depreci ati on Depr eci ati on
($M Rate (% ($M Expense
(1976-1985)

Land 4000 0 0
Track 1100 5.0% 550
Cars and Loco- 700 6.5% 455
notives (net)
G adi ng 500 5.0% 250
Bri dges 200 3.75% 75
Bui | di ngs and 800 3.75% 33
Equi prent

TOTAL 7300 T 1363

Using a $767M asset val ue, depreciation is $366M
- Net depreciation addition = $1363M - $366M = $997M

® \ashi ngton Post article 7/17/75 - letter from Paul R Duke
6/ 17/ 75
7 FSP p. 58.
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UNI FI ED CONRAI L

The Unified ConRail option (i.e., not selling any of the
acqui red properties to conmpeting carriers) pronises a nore
profitable railroad requiring | ess Federal investnent. The
option was rejected as a first choice primarily due to poli-
tical and conpetitive ranifications. USRA felt that this
option did not adequately fulfill the non-financial goals of
the Act. Specifically, Unified ConRail did not provide for
rail-rail competition in markets exclusively served by the
bankrupt carriers. Shippers argued strongly for nmintenance
of conpetition and Congress declared it one of the
goals of the Act. USRA also felt that Unified ConRail could
damage the profitability of conpeting railroads by diverting
traffic to the larger system

I n balancing the goals of the Act, USRA deternined that
a smaller ConRail would be politically nore pal atable than
the Unified ConRail option. However, a decision that the
proposed FSP does not adequately protect taxpayers interests
m ght warrant a closer examination of Unified Conrail. Unf or -
tunately, USRA has not yet released a full analysis of the
Unified ConRail option so all the required data were not
avai |l abl e.

Exi sting infornmati on however, denonstrates that Unified
ConRail is financially a stronger system Data from“Pro
Forma Fi nanci al Forecasts” MAY 29, 1975, were used for the
anal ysis. The data indicated that over the planning period,
Unified ConRail would generate 18% nore revenue and 66% nore
profit than the proposed structure. In addition, USRA
personnel estimated that the required Federal investnent
woul d be only $1.2 billion or two thirds of the planned $1.85
billion investment. Table 24 illustrates the results.

TABLE 24
UNI FI ED CONRAI L

FSP FSP
Item Assunption Assunpti on Revi sed
Revenue $43.7 B $51.1 B
I ncome 1.5B 2,5B
Federal | nvestnment 1.85 B 1.2B

SOURCE: Pro Forma Financial Forecasts Miy 29, 1975, p. 1-9,
-4, 11-22.
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In addition to general arguments about the virtues of
selling portions of the bankrupt carriers to conpeting rail -
roads sone specific issues deserve attention. USRA has pro-
posed to sell to the Chessie a major coal producing line in
West  Virginia. This may increase conpetition at the expense
of ConRail profitably and future growth. Another exanple
i nvolves offering the Pittsburgh and Lake Erie Railroad track-
age rights between Ashtabula and Pittsburgh, an inportant coal
and iron ore shipping connection. Again, future growth markets
and profits may be sacrificed to produce conpetition.
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CHAPTER 7

FI NANCI AL ASSESSMENT AND CONSEQUENCES FOR
THE FEDERAL GOVERNVENT

Based on the sensitivity analysis in Chapter 6, it is
possible to project the inpact of changes in sone basic
assunptions on the financial viability of ConRail and the
requi red Federal conmitnent.

To factor the results of the sensitivity analysis into
the FSP financial projections a pro forna inconme statenent
and sources and uses of funds statement were prepared. The
i ncone statenent (Table 25) aggregates all of ConRail’s
revenues and expenses for the planning period (1976-1985)
and conputes an aggregate incone. Figures are expressed in
current dollars. USRA projects that ConRail w Il generage

$43.7 billion in operating revenues and $1.5 billion in
income during the planning period. Over 34% of the expenses
are attributable to transportation costs. I ncome represents

only 3% of revenue indicating how quickly an increase in
operating costs or a revenue decline could elinmnate profits.

Ni nety-seven cents of every revenue dollars is devoted to
expenses, nmany of which are not variable with vol une. Trucks,
for exanple or barges can ease operations during slack periods.
This decreases their tolls or taxes because the governnent owns the
ri ght of way. Rai | roads however, nust continue to pay property
taxes and maintain their own right of way. Assunming that one-
third of ConRail’s costs are variable, a 45 percent drop in
revenue would elimnate all profits during the planning period.
Simlarly, a 4.5 percent increase in revenue would nore than
doubl e profits.

The sources and uses of funds statenment (Table 26) indicates
that during the planning period, ConRail will take in and dis-
burse $8.96 billion in funds. The largest sources of funds wll
be Federally financed debentures and Series A Preferred Stock
(27% . Income will generate only 13 percent of the funds require-
nment s. Seventy-five percent of the funds will be used for
addition to road, facilities and transportati on equi prment. The
Tabl e obviates the need for ConRail to draw on funds other than
those generated internally (i.e., depreciation and incone) to
replace its physical plant.

The $185billion figure used to represent the Federal
comm tment includes the $1,000 mllion of 7.5 percent debentures
and $850 million of the $1392 nmillion of Series A Preferred Stock
shown in Table 26. The remaining $542 nmillion in Series A
Preferred Stock represents additional stock accepted bY t he tax-
payers in lieu of cash interest payments. The Federally guar-
anteed Certificates of Value worth $1.05 billion in 1987 do not
represent a source of funds for ConRail but only a guarantee
to the creditors.

These two tables provide the baseline data fromthe FSP
necessary to apply the results of the sensitivity analysis.
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TABLE 25

| NCOVE STATEMENT  (1976-1985)
(Current dollars)

REVENUES :
Frei ght & O her Revenue 36,326 83%
Passenger Revenue 5,694 13%
Passenger Subsi dy 1,650 4%
Total Railway Operating Revenues 43,670 100%

OPERATI NG EXPENSES:

Mai nt enance of Wy 4,710 10%
Mai nt enance of Equi prent 5,346 12%
Transportation 15,222 35%
Gen. & Admin. & Other Expenses 2,119 5%
Passenger Operating Expenses 7,344 _11%
Total Railway Operating Expenses (34,741) 79%

OTHER | NCOVE ( EXPENSES) :

Net Car Hire 2,735 6%
Payrol | Taxes 2,560 6%
O her Taxes 704 2%
O her | ncone and Expenses 99 >1%
Total O her Expenses (6,098) 14%
I nterest Expenses (784) 2%
Net Tax (After Extraordinary ltem (520) 1%
| NCOVE 1,527 3%

Sour ce: Fi nal System Pl an pp. 51
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TABLE 26

SOURCES AND USES OF FUNDS (1976-1985)

SQURCES OF FUNDS (Inflated $M Per cent age of Tot al
I ncome 1,156 13%
Depr eci ati on 1,357 15%
Deferred Taxes & Tax Credits 891 10%
Series A Preferred Stock 1,392 16%
Series B Preferred Stock 400 4%
Common St ock 21 >1%
7.5% Debent ures 1,000 11%
Equi prent Obligations 1,502 17%
Passenger Assets & Rei mbursenents 677 8%
Sal vage Val ue for Retired Assets 162 2%
Increase in Noncurrent Liabilities 402 4%

TOTAL 8, 960 100%

USES OF FUNDS (Inflated $M  Percent age of Tot al
Di vi dends 569 6%
Accretion of Series A Preferred 86 1%
Additions to Road & Facilities 4,582 51%
Addition to Transportation Equip. 2,121 24%
Increase in Net Passenger Assets 488 5%
Repaynent of Equi prrent Obligations 414 5%
Increase in Qther Assets 121 1%
Increase in Wrking Capital 579 _ 1%

TOTAL 8,960 100%

Sour ce: Final System Plan pp. 54-55
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| MPACT OF SENSITIVITY ANALYSI S

The analysis in Chapter 6 calculated the inpact of
alternative assunptions on revenues, expenses and the
requi red Federal investnmnent. Tabl e 27 sunmmarizes the
results.

TABLE 27

THE | MPACT OF ALTERNATI VE ASSUMPTI ONS ON REVENUE
I NCOVE AND | NVESTMENT REQUI REMENTS (1976-1983)

Al ternative Revenue | ncome | nvest ment
Fi nal System Pl an $43. 7B $1.5B $1.85 B Federal
I nvest nent
1 Increased Coal $44. 8B $2. 0B More rapid repaynent
Revenue of Federal debt
2 Lags in Operating $43. 7B $-.3B Require increased
| nprovenent s Federal investnent
O $IB
3 Deficiency judgenent $43.7B $ .5B I ncreased Feder al
(assume assets val ued paynments directly to
at $7.4B) creditors of $6.78
defi ci ency
4 Unified ConRail $51.1B $2.5B $1.2 B Federal
The results in Table 27 illustrate that the financial viability

of ConRail nmay be jeopardized by failure to achi eve the opera-

ting inprovenents projected in the FSP. The Federal conm tnent
could be increased substantially by an adverse deficiency judgenent
or failure to nmeet operating goals. The latter case could elimn-
ate the possibility of ConRail ever returning to private owner-

shi p. Coal provides the nost optimstic possibility but an
increase in coal rates would require a decision by the entire

railroad industry, not only ConRail. Unified ConRail requires
further analysis to exam ne the adverse inpacts which could
result froma nonopolistic rail system In addition to the in-

depth sensitivity analyses, several other aspects of ConRail’s
financial projections deserve consideration.

The $1.5B profit is in part an accounting fiction= If
ConRail were to depreciate rehabilitation expenditures using
normal | CC betternment accounting, a $900 million | oss would have
been reported rather than a $1.5 billion profit.
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Fai lure of ConRail to achieve the average industry
operating ratio will nean that rate increases wll not
cover cost increases and profits would decline. The |osses
predi cted under the “operating failure” assunption would be

magni fi ed

USRA assumed that ConRail would receive $1.65 billion in
subsidies primarily from the Federal governmnent. Failure to
receive this subsidy would convert the $1.5 billion profit

to a $100 nmillion loss ($50 mllion of the subsidy is for
capital replacenent)

If ConRail is required to continue operating |ight
density lines without a subsidy after the initial two year
"reexm nation" period | osses could increase substantially.

Nuner ous additional variables could be cited reconfirmng
Conrail’s susceptibility to changes in the operating envir-
onnent . On bal ance, however, the FSP seens to be optimstic
Wi th a considerabl e downside risk for the taxpayers shoul d
ConRail fail to neet operating expectations.

CONSEQUENCES FOR THE FEDERAL GOVERNMENT

The Final System Plan requests $1.85 billion in Federa
funds to be invested in ConRail during the first 5 years. $1.0
billion will be injected as debt in the form of debentures
earning 7.5% interest annually. In case ConRail fails they are
the first securities to be repaid except for secured debt (i.e.,
equi pment nort gages) .85 billion will be invested as
equity in the formof Series A Preferred Stock, which earns
di vidends at 7.5% annually. If there is not sufficient “cash
avail able” (as defined by USRA) to pay dividends in cash then
ConRail will issue nore Series A Preferred Stock.

In fact, the Federal investnent exceeds $7 billion rather
than $1.85 billion because guarantees and subsidies are also
expected to be provided during the planning period. By 1985,
the U.S. will have invested about $7.3 billion in the reorgan-
ization, including loans, grants and guarantees. Potenti al
deficiency judgnents against the government could nore than
doubl e that anount. Tabl e 28 details other Federal costs
inplied by the Plan. These cal cul ati ons assune that the FSP
profitability projections are achieved. A poorer perfornance

could i ncrease the need for Federal assistance.

There are five basic types of financial conmtnents which

t he Federal government will incur in support of ConRail.
(Tabl e 28).

Direct Investnment: The Federal government coul d poten-
tially invest $3.4 billion in ConRail by 1985. $2.7 billion
will definitely be invested in the formof cash $1.85 billion
and postponed interest ($880 M. The renuminder are discretion-

ary funds which could be used if ConRail fails to neet FSP
proj ecti ons. The governnment may forgive interest paynments

if ConRail requests it and the CGovernment Investnment Committee
approves.



Type of
Commi t ment

Direct
| nvest nent

Subsi di es

Grants and
Loans

GQuar ant ees

TOTAL
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TABLE 28

Form of Funds

7.50 % debentures

Series A Preferred Stock
accrued interest (1985
Secretary of Transportation
Di scretionary Funds

Gover nment | nvest ment
Committee Discretionary
Funds

Passenger Subsi di es
Li ght Density Lines
Rei mbur senent for
Nort heast Corri dor
conversion

Section 215 interim
assi st ance

Section 213 energency
assi stance

Certificates of Val ue
(1987)
Labor Protection Costs

POTENTI AL DEFI Cl ENCY JUDGEMENT

POTENTI AL TOTAL

1650
180

211

300

282

1050

250

Tot al

2041

582

1300

7303
0-6800

7303-14103
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Subsi di es: The government will provide over $2 billion
in subsidies primarily to support passenger operations. Table
29 outlines the uses of the $1.65 billion requested for subsi -

di es. USRA concluded that freight traffic should not subsidize
passenger service and that |ocal or federal authorities would
have to provide the necessary subsidies.

TABLE 29

PASSENGER OPERATI ONS

1976 - 1985

Gbillion inflated)

Operati ng Revenue $6. 07
Oper ati ng Expenses (87.34)
Operating Loss ($1.27)

Gover nnent  Subsi di es:

Operating Loss Rei nburse-

ment $1. 27
Addi ti onal Depreciation
(betternent accounting) $ .33
Addi ti onal Working Capita
Needs $ .05
$1.65

In the FSP, USRA estimted that passenger subsidi es and
revenue woul d increase froma 1973 | evel of $322Mto a 1976
| evel of $377M (1973 dollars). This 14 percent increase wll
result froma renegotiation of contracts with passenger authorities.
After 1976, USRA predicts that subsidies and revenues will
rise to cover the inflated cost of passenger operations.
Rei mbur senments woul d cover the allocated cost of passenger
service which includes all those costs attributable to passenger
operati ons.



-73-

Penn-Central, in reviewing the FSP, noted that historically
rail roads have not succeeded in recovering inflationary cost
i ncreases. In 1976 ConRail may be able to negotiate contracts

Wi th passenger authorities such that all passenger costs are
cover ed. However, beyond 1976 if passenger authorities fail to
raise rates sufficiently to cover inflationary cost increases,
ConRail will be forced to cover the shortfall. Historically,
this has been the experience of the railroads.

Once ConRail agrees to provide passenger service, an |ICC
ruling will be required before service can be term nated. In the
past, the I CC has not even allowed abandonment when a passenger
authority failed to pay a bankrupt railroad for inflationary
cost increases beyond avoi dable costs (less than fully all ocated
costs) . It is even less likely that the | CC would al |l ow abandonnent
i f passenger authorities do not raise rates to pay ConRail for
inflationary cost increases. Penn-Central estinmated that the
$1.5B in profits projected for ConRail would be reduced by $1. 3B
or 87% if relationships with passenger authorities follow existing
patterns.

G ants and Loans: The governnment has al ready provided
the bankrupt railroads with $8mnillion in loans to neet
current operating and mai ntenance deficits. USRA expects that
$236 mllion of this will be converted to a grant

Quar ant ees: $1050 million will be authorized to guarantee
creditors the value of their assets ($422 nmillion plus 8 Percent
annual interest to 1987) . The FSP projects that if operating
projections are achieved, these funds will not have to be
expended. An additional $250 million of |abor protection guar-
antees are provided but ConRail expects to use only $200 million

Deficiency Judgenent: The Federal government will be
liable for any deficiency judgenent entered agai nst ConRail
Because ConRail will not be able to issue nore stock to

pay off these clainms, they will probably be paid directly
from the Federal treasury. Paynments could range from zero
to nearly $7 billion.

Tabl e 30 sunmmarizes the potential Federal costs under
each of the alternatives discussed in the sensitivity analy-
sis. Improving profitability through higher coal revenues
wi Il not decrease the Federal investnent although the payback
period would be shortened. On the other hand, operating failures
coul d increase the Federal commitnent by nore than 30% A large
deficiency judgenment could do the nost to increase the Federa
contribution. Uni fied ConRail could decrease the Federal invest-
nment by nore than 17 percent.



-74-

TABLE 30
Al ternative Direct Subsidies Gants Guarantees Defi - Tot a
| nvest - and ci ency
nment Loans Judg-
nment
Paynent s
FSP $2.7B $2.0B $ .6B $ .2B 0 $5.5B
| ncreased
Coal Revenue 2.7 2.0 06 .2 0 5.5
Operati ng
Fai |l ures >3.4 2.0 .6 103 0 )7.3
Def i ci ency
Judgnent 2.7 2.0 ) 1.3 6.8 13.4
Unified
ConRai | 1.8 2.0 .6 .2 0 4.6

In every case, the taxpayers investnent far exceeds the
publicized $1.85B figure. The government could further protect
their investnment by adding indenture agreenments and restricting
ConRail activity. For exanple, if FSP projections are not
achi eved further |oans could be restricted. The opposite
reacti on, however, is nore likely. Once taxpayer’'s funds are
i nvested, the governnent mayfeel conmitted to infuse
more capital to salvage the existing investments. In addition,
because RO in the railroad industry is so low, few railroads
wibe able to obtain long term financing. ConRail sets a
precedent for substituting Federal funds for conventiona
sources of long term debt and over the next ten years as $1.3
billion in debt comes due, the US nay have to supply funds to
other railroads.'The Federal investnment in ConRail may signify
the beginning of a new Pattern in relationshi ps between the
Federal government and the railroad industry.

“

A Financial Analysis of the Prelimnary System Plan as
proposed by the USRA, First National Gty Bank 5/15/75.
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Mar ch 20, 1975

Honorable COlin E. Teaque

Chairman

0ffice of Technology Assessinent

Room 2311 Rayburn House Office Building
Washington, D.C. 20515

Dear Mr. Chairman:

Within the next six months, the Serate Commerce Committee will be expected
to evaluate and make recommendations to the Senate concerning the Final
System Plan for reorganization of rail service in the 17 state region
covered by the Regional Rail Reorganization Act of 1973, The Preliminary

Cuetom DPlan hac already hnan cithmittnd #a +ha Coanavace hu $ha Hnd4nd
SYSLEN raan Nas a.:rtady oCen SUSHITLICG 0 U LONgress Oy .tne uiiitld

States Railway Association and is now being reviewed by the Rail Services
Planning Office of the Interstate Commerce Commission, and by the staff
of the Coimnittee.

The Preliminary Plan has brought into focus a number of very important
questions concerning the iargest industrial reorganization ever attempted.
The Senate Comnerce Comnittea would very much appreciate any assistance
that the Office of Technology Assessment could provide in reviewing this
Plan and the issues it raises about the future of rail service in this
region which contains 42% of the Nation's population and over 50% of the
Nation's manufacturing production.

The Office of Technology Assessment could provide this Committee with
assistance which would be tremendously useful and important in connecticn
with our statutory responsibilities and we respectfully urge your favorable
consideration of this request. In view of the extremely limited emount

of time remaining to evaluate the Preliminary Plan, an expeditious con-
sideration of this request will be appreciated.

-Sincerely yours,

(s 7?/»//}%%47/

e . / .,
NARRLN G. HAGﬂUSON Cha'irman Jam%j/B Pearson, Ranking Minority Member
6, xxggc&.../t,/?%x/uz:éeﬂ/ )/ ‘\5\\ \
Vance ‘Hartke, Chairman Lowell P Veicker? J?., “Ranking Mirority

Surface Transportation Subcommittce Member, Surface Transportation Subcommi ttee

-/



CLIFFORD P. CASE commmes,

NLW JLRSCY

AIHIONTOAT 10243
FOITIG 1L AY IO
TECHNOLOLY 7 v arir

" B

’w&tilcb ..%fa{c::; ﬂa:.DCTtC!{e BUAIRG

WASHINGTON, D.C. 20510

March 14, 1975

.
Toensh

Honorable Richard Schweiker
United States Scnate
Washington, D, C. 20510

Dear Dick:

Thank you for your letter concerning a proposed Office of
Technology Asscssment of the United States Railway Association’s
preliminary system plan for restructuring the bankrupt railroads
in the Northeast and Midwest,.

It does seem to me that an independent review of this proposal
will be useful if it can be completed in about 90 days, in time for
Congress to have tull bencfit ot findings before receiving the final
systems plan next July 26,

I suggest that the OTA study be directed at the basic question
of whether ConRail can be expected to be profitable,

This question raises many issues, Thec main one, I think, has
to do with the amount of money ($2 billion) which must be spent to
rehabilitate 15, 000 miles of trackage and facilities.

Obviously ConRail's track and rail facilities will have to be
rehabilitated. Yet, I must also agree with the New York Timcs that
the volume of federal funds involved in_rehabilitation "'raises doubts
about the propriety of such commitments to a private company organ-
ized for proiit, ¥

The U. S. Railway Association suggestion that a separate corporation
ConFac be established to rchabilitate, maintain and hold trackage is -~
intriguing.




Honorable Richard Schweiker
Page 2
March 14, 1975

P

It would be valuable to me to have a thcrouﬁh discussion of
this suggcstion since 1 agree with the U, S. Railway Association
that a number of public policy, legal and tax questions "remain to
be resolved.!" Obviously this bears directly on concern about the
profitability of ConRail and inevitably consideration of national
ownership of trackage leads to the queshon of nationahxatmn of
the total rail system.,

Certainly 1 would expcct that the Officé of Technology Assessment
study would consider natxonal:zalion--pcrbaps Iimited to the Northcast-~
as another alternative,

There is also the problem of the branch lines and I suggesf that
the OTA study be drafted so as to answer the following questions:

Is the federal-state subsidy program adequité for allowing
continuance of lines which are necessary to the economic and social
health of local communities, but which the U. S, Rlll A880c1at:on
finds should not be included in ConRail?

What are the alternatives to the federal-state subsidy program?

At what point can so-called marginal lines be made part of the
ConRail system without adverse effect to the proﬁtability of the system?

I do think that we can depend on public hearings and the Rail
ServicesPlanning Office (RSPO)of the Interstate Commerce Commission
to inform us of state and community résponse to the U, S.R. A, proposals
and it seems to me that the OTA group should work with RSPO rather
than attempting to gather the same material on its own.

Sincerely,

U. S. Scnator

CPC:td




TrCHUOLOSY ASSLLZMENT NROAND Cnunrrs‘z: of w: Thriled Maleg £IM10 © Grs:,

OLIN CAPARUL, TE0AS, CHAIIRIZAN . . Smeevna
LU FOKD P, CALE, 1 3., VT, CHAINESAN OFFICE OF TECHNOLOGY AGGISSMIIN
4 T DANN L\, fug o,
1 DWAKD M. NN DY, MASS,  MONRIS K. UDALL, / WiT, - . = : BEULY tun g
FR4YLST I HOLLINGS, $.C, GLONGE E. INOWN, Ju., CALIF, Wasiingion, D.C. 20510

HUBERT H, HUMPHRCY, MINN,  CHAKLES A, 14051 K, OI10
JICHAND %, SCHWLIKLR, PA. LEARVIN L. L5CH, MICH,

TAO SVLVENS, ALASY.A

LARJONIE 8. HOLT, D,

LIILIO Q. 1. sDDARIO

February 26, 1975

Honocrable 0lin E. Teague
Chairman

Technology Assessment Board
Congress ‘of the United States
Washington, D.C, 20510

Dear Mr. Chairman:

The Office of fechnology Asscssment was created in
part of provide advice to Congress on the social and
economic impacts of new or modified technologics.

, The United Statces Rajlway Association (USRA) today
released its Preliminary System Plan for restructuring the
Northeast Railroads as called for in the Rail Reorgani-
zation Act of 1973. The modifications of rail service

suggested in the report will have profound cconomic and

social consequences = not only for those who live within

"the region 2nd whose jobs and well being depend on the

transportation provided by railrcads, but also for those
who live in the entire nation and whose tax dollars ’
will Le used for the necessary subsidies or compensation of
creditors if CONRAIL can not be made financially viable.

Congress has approximately. 60 .days:iin'which.to ¢onsider

the Preliminary Systcim Plan and comaent upon it, There-
after, USRA will work towaxds preparing a final system
plan for submission to Congress on July 26 of this year.

Clearly, now is the time for assessing the impacts
of CORRAIL so that the concerned Congressional Committeces
and individual members wmay have the benefit of these
objective and unbiascd analyses when they make thesr -
response on the Preliminary System Plan.

Therefore, ‘as a member of the Technology Assessment
Board I request Board approval for OTA to undertake an
fmmediate review of USRA's plan. Such a revicw should be
in cooperatjon with the Committees of the Senate and the




Nouse vhich must authorize or appropriate funds for
CONRAIL., I belicve a method similar to the one that
OTA used to revicew the ERDA budget could be cmploycd
to this rcvicew,

Because of the short time until comments are due, -
T would appreciate your urgent attention to this request.

Sincerely,

p - ¢
Lty

% .
Richard S. Schweiker
8United States Senator

cc: Mcmbers of the Technology
Assessment Board

U. S . GOVERNMENT PRINTING OFFICE : 19750-598-079
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