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The Railroad Competition and Service Improvement Act
Why Government-Enforced “Competition” Will Not Work

By Jen Smith-Bozek’

The deregulation of freight railroads in the United States, which began in 1976 and
culminated in 1980, has brought enormous benefits. The nation’s rail traffic has increased
by 90 percent, while accidents have decreased by 68 percent,' and rates have decreased
throughout most of the country.

Deregulation has allowed economies of scale. Since 1980, the nation’s freight railroads
have consolidated into fewer companies. In response, some shippers, especially those
with access to only one railroad, seek to reregulate the rail industry to their favor. They
claim that consolidated railroads have closed some lines, leading to reduced competition
and higher rates. In response to this clamor, the Railroad Competition and Service
Improvement Act (RCSIA, H.R. 2125/S. 953), sponsored by Rep. James Oberstar (D-
Minn.), seeks to promote consumer advocacy and rate competition—at the cost of
ownership rights and greater government involvement in rate setting. This paper looks at
how the proposed RCSIA would affect U.S. freight service. It concludes that the RCSIA
would hamper this vital industry.

Background: Deregulation and Consolidation. The Railroad Revitalization and
Regulatory Reform Act of 1976 (RRRRA), combined with the Staggers Rail Act,
liberalized federal regulation of the railroad industry. The most important change was
railroads being allowed to establish any rate for rail service—unless the Interstate
Commerce Commission (ICC) decreed that there was a lack of competition—and to sign
contracts with rail shippers without review by the ICC (which was replaced by the
Surface Transportation Board (STB) in 1995).2 RRRRA also outlawed collective rate-
setting by groups of railroad operators and ended mandatory industry-wide rate increases.
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Since the Staggers Act, the railroad industry has gone through major consolidations,
resulting in 40 Class I railroads® (or 22 by the Association of American Railroads’
account) merging into seven railroads, four of which control 95 percent of traffic. The
Association of American Railroads defines Class I railroads as those having above a
certain level of revenue, which was $346.8 million in 2006.* However, some operators
have abandoned many segments of rail track or sold them to non-Class I railroads.’

What the RCSIA Purports To Do. The Railroad Competition and Service
Improvement Act is intended to reregulate the railroad industry.® It would seek to remove
competitive market pressures in order to decrease rail rates for a few shippers along
routes determined by the Surface Transportation Board to have a low level of
competition, due to the low number of railroads operating there. Specifically, the RCSIA
would make the following changes to U.S. railroad policy:

e Force a railroad to allow another railroad to provide rate quotes and transport over
segments of track with little competition (known as bottleneck segments of track).’
This is known as “quote a rate.”

e Disallow the Surface Transportation Board from authorizing the sale of a portion of
track by a Class I railroad to a Class II or III (non-Class I) railroad if that transfer
would restrict the non-Class I railroad from interchanging traffic with other Class I
railroads. This is known as a “paper barrier.”®

e Give the STB greater latitude in requiring railroads to interchange traffic by removing
the “public interest” requirement it currently must meet in order to force such a
change. This is known as “reciprocal switching.” This change would lead to greater
competition between railroads, but only through compromising a railroad’s ownership
of its tracks.

e C(Create an Office of Rail Customer Advocacy within the Department of
Transportation and enact other “customer rights” provisions, including processes for
arbitrating customer rate complaints, reductions in filing fees for petitions, and the
transport rate to which rate “reasonableness” complaints are compared.

e Allow either the governor or attorney general of a state or the DOT Rail Customer
Advocate to petition the STB for remedies to a perceived lack of rail competition.
The STB would then need to respond within 60 days. Remedies may include:
expediting rate challenge cases or ordering, requiring reciprocal switching, requiring
railroads to provide hauling services for competitors, or final offer arbitration
between railroads.

The proposed legislation focuses on areas where only one railroad provides service.
However, even in such cases, a railroad in control of a bottleneck does not enjoy a
monopoly over transportation—railroads always face competition from truckers and in
some cases river barges.

Furthermore, the RCSIA would not any solve rate competition problems within the rail
industry and would likely harm the industry by creating rate ceilings and giving the STB
greater regulatory power. Savings from transportation rates for producers, shippers, and
end consumers may prove illusory when one considers the impact that rate regulation will
have on quality of service, timeliness of transport, and other non-monetary shipping



costs. Employing government resources to reorganize rail transportation would use
taxpayer dollars to subsidize transport costs for producers in certain areas.

Debate over Railroad Rates. An October 2006 Government Accountability Office
(GAO) report found that real railroad rates have “decreased by more than 20 percent from
1985 through 2004,” even as costs to shippers, including “upgrade costs, fuel and
surcharges” increased. However, rebates and incentives reduce the transparency of
published transportation rates.” The Association of American Railroads claims that
inflation-adjusted rates have fallen by more than 50 percent.'® A Surface Transportation
Board study shows that inflation-adjusted U.S. rail rates fell by 45.3 percent between
1984 and 2000."

However, R.L. Banks and Associates, a transportation industry consultancy, claims that
rates have not decreased at all, but that long haul traffic has increased, giving the illusion
of reduced rates, calculated as revenue per ton-mile.'?

Consumers for United Rail Equity'? (CURE), an umbrella organization of industrial
freight rail customers, claims that 20 to 35 percent of rail freight is subject to captive
shipping rates that are 75 percent higher than competitive rail rates. Moreover, notes
CURE, some materials either cannot be transported by truck or are barred by law from
being moved by truck, so the producers of those goods must move operations to avoid
becoming captive shippers.'* The same GAO report attempts to identify captive shippers
by using Bureau of Economic Analysis data to find areas only served by one Class I
railroad. '° (See Table 1).

Table 1. Areas served by 1 Class | railroads.

West Midwest East
Southwest Oregon Northern Nebraska Western Ohio
Southern Idaho Southern Missouri Central Tennessee
Eastern Montana Northern Arkansas Southern central Kentucky
The Grand Canyon Eastern Wisconsin The Florida Panhandle
The lower fifth of Arizona Eastern Alabama
Western Texas Eastern Alabama
Southeast New Mexico Maine
Northwest Wyoming Northern Vermont
North and west South Dakota New Jersey
Delmarva Peninsula
Southern North Carolina
Northeast South Carolina

The STB’s Flawed Methodology. The Surface Transportation Board determines
whether a shipper, or group of shippers, is captive if it is charged more than 180 percent
of the railroad’s rate over variable cost (R/VC).'® Variable costs are those costs directly
related to production volume, including factors like labor and packaging, and are flexible
in the long term. Rate over variable cost is the rate charged divided by variable cost.'’




Under the RCSIA, the maximum a railroad could charge a company found to be a
“captive shipper” would be the variable cost of the bottleneck segment.'®

Without the higher rates, it would likely become uneconomical for railroads to provide
service along low-demand routes. The ratio that RCSIA uses to identify potentially
captive shippers assumes that the variable cost constitutes the only cost of providing rail
service. That ratio does not include the fixed costs of running a railroad, including track
materials and maintenance, which represent higher costs per shipper or per tonnage
shipped on less-traveled routes. Thus, the higher transport rate charged along bottleneck
segments may be considered the cost of having railroad service in those areas.

Transport Alternatives. One criticism of the Staggers Act from shippers is that it has
allowed railroads operating a bottleneck portion of track to enjoy a monopoly over that
section of track in terms of use and rate setting. Only the government can create a
monopoly by prohibiting a company from entering the market. The federal government
does this by requiring new rail segments to be approved by the Surface Transportation
Board before construction.'’

Rail prices and the location of inputs affect producers farther along the supply chain
when input prices increase due to shipping and other related costs. Thus, just as it can
avoid rising costs by switching to less expensive suppliers, a company may cut costs in
the longer term by moving production to an area with more transportation choices.

No railroad has a monopoly over all forms of transportation. A producer may transport its
goods using a variety of other methods, including trucks, barges, planes, ships, and
pipelines.

Substantial track-laying costs have kept competition from other railroads along
bottleneck segments low. However, any significant increase in demand for rail services
along low-demand routes could encourage other railroads to lay their own tracks or
develop contracts to share tracks with the incumbent rail companies.

What the RCSIA Would Actually Do. The Railroad Competition and Service
Improvement Act has several provisions that would affect Class I railroad service.

“Quote a Rate.” The proposed RCSIA’s Section 102 purports to address the alleged
problems of “captive shippers” by allowing shippers to request transport over bottleneck
segments from the track owner without having to use the bottleneck operating railroad for
the entire trip. Under the Staggers Act, the bottleneck railroad has the option to carry the
cargo the full length of the shipper’s route beyond the bottleneck portion of track. Under
the RCSIA, railroads would be able to charge a maximum rate over the bottleneck
segment of their tracks equal to the variable cost of operation.

However, as noted above, the variable cost-based rates of bottleneck service do not cover
the full cost of serving that segment of track.*’ Imposing a rate ceiling may make it
inefficient to operate the bottleneck. Under those circumstances, shippers may find that



section of track no longer operated by a Class I railroad, since it may be sold to a non-
Class I railroad or abandoned.

Paper Barriers. When selling portions of tracks to non-Class I railroads, Class I railroads
often include in the contract a provision preventing the purchasing railroad from
interchanging traffic with other Class I railroads. This is called a “paper barrier” to
interchanging traffic. Often, segments of tracks are sold or lent to non-Class I railroads so
that local railroads can provide geographically specialized service, especially in rural and
underserved areas. The Class I railroad gets the benefit of increased traffic through
cooperation with the non-Class I railroad.’

This makes routes that have become unprofitable to maintain under the “quote a rate”
system more expensive for sale and less attractive for lease to another railroad. Those
engaged in selling and buying railroads may find a way to work other non-monetary
benefits into the contract that also restrict competition. If a railroad cannot afford to
operate a segment of track but is also unable to sell it, the railroad may end up
abandoning it. For shippers, the choice is between market prices combined with market-
competitive service or the low level of service the railroad can afford to provide at the
regulated level.

Reciprocal Switching. Requiring railroads to interchange each other’s traffic, known as
reciprocal switching or “open access,” adds additional costs to operating a railroad. It is
not against the nature of railroads to practice reciprocal switching if the benefits outweigh
the costs. There has been cooperative switching in the form of mergers in the 28 years
since deregulation. Many railroads that found it more efficient to switch each other’s
traffic and combine other costs have merged into one company.

Reciprocal switching may also allow railroads to request access to competitors’ tracks
without meeting the existing “public interest” requirement. This would compromise a
railroad’s ownership of its track. As MIT economist Jerry Hausman notes: “If a
competitor faces a ‘make or buy’ decision and a regulatory agency offers the use of an
investment at a cost that does not account for the significant uncertainty regarding sunk
investments, most companies will decide not to take the risk of investment. Instead they
will use their competitor’s network to provide the needed resources.””

Customer Advocacy. The RCSIA has several sections devoted to customer advocacy.

e Section 202 requires railroads to provide “reliable and efficient” service.

e Section 203 awards damages to shippers who have suffered due to slow service
and delivery.

e Section 204 creates an Office of Rail Customer Advocacy in the Department of
Transportation.

e Section 301 says that customers and shippers have the right to file a rate
complaint with the STB and addresses accessibility and cost effectiveness for
consumers.



e Section 302 reformulates the rate complaint process to make the complaint filing
process less expensive for shippers, and places the burden of proof on the
railroads to show they have reasonable rates.

e Section 303 lowers the fees charged to file a complaint from $178,200 to $500.%

e Section 304 changes the way railroad disputes are arbitrated. Under the RCSIA,
either shipper or railroad may request arbitration, each party selects an arbitrator
and the two arbitrators then select a third arbitrator.

e Section 401 allows the STB to investigate under its own initiative and suspend
rail activities that it determines “unreasonable” (more than 180 percent of R/VC),
affect more that one person, or fall afoul of the law in some other way.

The RCSIA’s customer advocacy provisions make it more difficult for the railroads to
balance the costs of providing transportation services with the revenue obtained from
traffic against the economically appropriate level of service. This will make it
economically impossible for the railroad to run along certain routes. These provisions
will encourage shippers to apply political pressure to railroads rather than rely on market
forces. And once such policies become law, companies lose a lot of the flexibility that is
essential in times of economic change.

Governor Petition. Under the RCSIA, governors may petition the Surface Transportation
Board for remedy to underserved areas that are charged rail rates in excess of 180 percent
of R/VC. The STB has 60 days to formulate and implement the remedy. The Rail
Customer Advocate—within the Department of Transportation—would review the
policy’s effectiveness one year after its implementation.

Lower prices for rail transportation will encourage: 1) more shippers to use railroads for
transportation; 2) producers and shippers to stay in the underserved area; and 3) others to
move in. The railroad, like any rational actor, will move resources away from less
profitable activities to the extent possible. These reactions will likely exacerbate a
problem of low service availability.

Lessons from Regulatory History. Heavy-handed regulations tend to backfire on
the consumers they are intended to help. For example, in the 1970s, gasoline shortages in
the wake of the enactment of price controls showed the ineffectiveness of price caps.
Instead of providing the quantity of gasoline consumers wanted to buy at a set price,
limited quantities were available to consumers who were willing to wait or lucky enough
to find it. The fundamental laws of supply and demand are equally relevant for
transportation prices. If rates are restricted to a maximum level that is high enough to
increase demand and low enough to decrease supply, there will be a decrease in the
supply of rail transport at that price and more, frustrated, underserved shippers.

Similarly, rent control in New York City during the mid and late 20" century was created
to protect consumers from rising rental costs. The companies and people who owned
rent-controlled housing found that they were losing money by providing rental space.
Many converted the rental housing for other purposes for which they could charge market
rates, while many rental owners simply abandoned the rental market altogether. In sum,



rental space in New York shrank. Few new apartments or rental homes were built, since
it was not economical to maintain rental housing.**

The case for new federal rail transport regulations is weak. Such regulations will have
few positive affects and many negative repercussions. The RCSIA will impose costs that
larger rail companies could likely absorb, while pushing smaller companies that could not
afford to comply out of the industry. In this way, government regulation would create a
quasi-oligopoly, as the cost of entry into the industry would be much higher than they
would be in a free market. The result would be fewer choices and higher costs for
shippers—and higher prices for consumers.

Conclusion. The increase in railroad mergers and closure of some rail routes have been
prompted by changes in government regulations as well as market pressures.”> Re-
regulating railroads will not address the important issue of the costs railroads face in
providing services vis-a-vis the price shippers are willing to pay for those services.

The “captive shipper” problem, whereby shippers allegedly face a monopoly or near-
monopoly price on rail transportation, does not exist. Shippers have alternatives to
shipping by rail, including shipping by truck, by barge if they are close enough to a
waterway, or, sometimes, moving production closer to another, more competitive
location.

The “quote a rate” system proposed as part of the Railroad Competition and Service
Improvement Act will impose price constraints over the bottleneck segments of track
around the nation. The RCSIA also creates an obligation to serve shippers and awards
damages to shippers who are not given timely service. It may not be possible for railroads
to meet these requirements along bottleneck segments without those segments becoming
a net drain on revenue. These policies together may lead to more railroad routes being
abandoned because sometimes it is more expensive to sell segments than to abandon
them (if railroads cannot include non-competition clauses in contracts). The Act’s
customer advocacy provisions further create an environment hostile to railroad
companies by allowing shippers to file complaints at lower cost while railroads bear the
burden of proof.

The RCSIA will not benefit shippers and producers, who will not be able to obtain the
service they need at the prices allowed by the regulation. They may file suits regarding
timeliness of delivery, but they will eventually find that they need to relocate production
to an area better served by various alternative forms of transportation. Rather, the Act
will serve as a direct transfer of wealth from taxpayers to producers and shippers, from
railroads to shippers, and from some railroads to their competitors.
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