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INTRODUCTION

Railroads were the first industry in the United States to be
brought under federal price control. This came about with the passage of
the Act to Regulate Commerce in 1887 and the establishment of the Inter-
state Commerce Commission (1.C.C.). One purpose of economic regulation
was to control the ability of the industry to exploit the public through
its position of monopoly power and market dominance. Since regulation
was initially imposed, developments of new transportation modes have
weakened the monopoly position which the railroads once possessed. The
legislation establishment in 1887 has been amended several times but rate
reguiations imposed on the rall industry have continued.

The Rallroad Revitalization and Regulatory Reform Act, signed
into law by President Gerald Ford on February 6, 1976, was designed to
provide the revitalization of failing raflroads through federal aid and
the revitalization of all railroads through regulatory reforms calculated
to enhance the industry's competitive strength.

Under this Act, the Interstate Commerce Commission's powers are
limited and, for rate increases, suspension is dependent on market domi-
nance by the carrier proposing the rate increase. The Act refers to mar-
ket dominance as the absence of effective competition by other rail car-
riers and other transportation modes. The Interstate Commerce Commission
was required to further define ''market dominance'" and '"'the absence of com-
petition' to make them workable concepts for purposes of carrying out the
Iintent of Congress in administering regulatory legislation. Congress,

In the legislation, set a deadline date of 240 days after the legislation



was signed into law for the I.C.C. to adopt a final definition of market
dominance.

The objectives of this report are (1) to assemble and examine
literature related to I.C.C. development of an operational definition of
market dominance for railroad regulatory purposes and (2) to relate the
final definition to applicable economic theory indicating the manner in
which theoretical concepts are either explicitly or implicitly applied.
It is not an objective to this report to develop evidence of the function-
al quality of the final 1.C.C. definition as determined by measurement
problems and quality of avallable data. The purpose is to review the
operational concept In light of dominant firm theory.

This report first discusses the purposes and basic provisions of
the Railroad Revitalization and Regulatory Reform Act of 1976 to give a
broad overview of this legislation. Second, the report discusses the
development of the dominant firm concept and the evolution of the atti-
tudes of shippers and carriers to the proposed, interim and final defi-
nitions adopted by the |1.C.C. The final section of the report discusses
the literature Involving economic theory and the effect of monopoly
regulation as related to concepts Iincorporated in the final |.C.C. defi-

nition.



Chapter 1

PURPOSE AND PROVISIONS OF THE RAILROAD
REVITALIZATION AND REGULATORY REFORM ACT OF 1976

The Rallroad Revitalization and Regulatory Reform Act of 1976 is
an ""Act to improve the quality of rall services In the United States
through regulatory reform, coordination of rail services and facilities,
and rehabilitation and Improvement financing, and for other purposes."I
It was the purpose of Congress in this Act to '"provide means to rehabil-
itate and maintain the physical facilities, Improve the operations and
structure, and restore the financial stability of the railway system of
the Unlted States, and to promote the revitalization of the system, So
that this mode of transportation will remain viable in the private sector
of the economy and will be able to provide energy-efficient, ecologically
compatible transportation services with greater efficiency, effectiveness,
and economy."2

Basic provisions of the Railroad Revitalization and Regulatory
Reform Act of-1976 (k=R Act) called for making avallable $2.1 billion for
Consolidated Rail Corporation (ConRail) to continue and complete the re-
organization of the bankrupt rallroads in the Northeast and in the Midwest.
ConRail was authorized to issue debentures and Series A preferred stock

to the United States Railway Association (USRA) for $2.1 billion and also

'Railroad Revitalization and Regulatory Reform Act of 1976, Public
Law 94-210 (S. 2718), February 5, 1976.

zh-R Act of 1976, Title | - General Provisions, Section 101, Decla-
ration of Policy, Public Law 94-210 (S. 2718), February 5, 1976.



to Issue securities plus certificates of value equal to those securitles

to transferors of property to the ConRail system.3

Title IV of the Act, Implementation of the Final System Plan,

creates a Finance Committee composed of the Secretaries of Transportation
and Treasury and the chairman of the USRA. This board has authority to
control the flow of government funds to ConRail and has the right to shut
off the funds If they find that ConRail has committed a violation of any
of the covenants or undertakings made to the USRA, or if ConRail cannot
achleve the expected goals projected in the Final System Plan or cannot
achieve those goals without substantial additional federal assistance.
Any decision that is made by this committee is not effective for thirty
days during which time either house of Congress may veto.

For six years following passage of the Act, properties not orig-
Inally designated in the Final System Plan may either be acquired or con-
veyed to ConRail. The Final System Plan refers to the plan and any addi-
tlons thereto adopted by the United States Railway Associatlon.5

The Act called for reforming rate regulations to give rallroads
new ratemaking freedom and imposed new procedures on the Interstate Com-
merce Commission to reduce regulatory lag. No railroad rate can be found
to be too low if that rate contributes to the ''going concern value' of the
carrier proposing the lower rate. A rate greater than or equal to the

variable costs of the service in question Is presumed to contribute to

34-R Act of 1976, Title VI - Implementation of the Final System
Plan, Section 605, Debentures and Series A Preferred Stock; Section 605
{s an amendment to Title Il of the 4-R Act, Section 216(a), General, Public
Law 94-210 (S. 2718), February 5, 1976.

hlbid., Sectlon 216(c), Finding, Direction, and Review by Congress.

slbid., Title | - General Provisions, Sectlon 102, Definitions.



the going concern vaiue. No rate can be found to be unreasonably high
unless the Interstate Commerce Commission finds that the carrier propos-
ing the higher rate has '"market dominance' over the service in question.
If the Interstate Commerce Commission cannot find market dominance, the
Commission cannot suspend a rate because [t is tco high.6

For two years following passage of thé Act, railroads could raise
or lower specific rates by as much as 7 percent from the level in effect
at the beginning of each year without suspension because of the reason-
ableness of the rate being proposed. A general across the beard rate
increase does not apply. The Act directed the Interstate Commerce Com-
mission to make known the rules for establishing seasonal, regional or
peak period demand rates. The Commission was required to set standards
for establishing and maintaining adequate railroéd revenue levels, suf-
ficient to cover operating expenses, depreciation, plus a reasonable rate
of return on Investment. The Interstate Commerce Commission was given
Jurlsdiction over intrastate rates provfded that the appropriate state
agencles have not acted on the rate within 120 days. The Act requires
the Commission to decide on any proposed rate within 180 days if the
rate fnvolves a capltal investment of $1 million or more by a carrier,
shipper or a receiver. Once a rate meeting this condition has gone into
effect, it cannot be challenged for five years unless the rate is found
to be below variable costs. The Act provided for certain specific activ-

Ities or services to be exempt from regulation if the Interstate Commerce

64-R Act of 1976, Title Il - Railroad Rates, Section 201, Expedi-
tious Divisions of Revenue, Public Law 94-210 (S. 2718), February 5, 1976,



Commission determines that the regulation is not necessary in the public
Interest.7
Title (1l pertains to Interstate Commerce Commission reform. The
Commission was directed to propose a modernization and revision of the
Interstate Commerce Act. An Office of Rail Public Counsel was established
with authority to participate in cases before the Commission and to bring
issues before the Interstate Commerce Commissfon. The Office was estab-
lished as an independent office affiliated with the Commission. The
dlrector was to be appointed by the President for a four-year term, from
a list submitted by the Commission. The Act improved the access to Inter-
state Commerce Commission information by Congressional Committees. Effec-
tlve three years from enactment Is a provision which prohibits discrimin-
atory tax treatment of transportation property by states and localities.
The Interstate Commerce Commission was required to prescribe a uniform
cost and revenue accounting system for all common carriers by rail by
June 30, 1977, the system to become effective January 1, 1978. A Rail
Services Planning Office was permanently established within the Interstate
Commerce Commission to assist the Commission, states and localities and
to develop standards for commuter service assistance. The Act called for
an equitable distribution of cars for unit train service and provided
that copies of the Interstate Commerce Commission budget request and
other Information supplied to the Office of Management and Budget be

sent to Congress.8 :

7|bid., Title 11 - Railroad Rates, Section 206, Rate Incentives
for Capital Investment.

8Ibid., Title L1l - Reform of the Interstate Commerce Commission.



Title IV authorized the Department of Transportation to plan and
develop proposals for mergers, consclidations and joint use. The Sec-
retary of Transportation was directed to conduct studies, assist any
railroad and to hold conferences for planning and proposing mergers that
the Secretary believes would result in a more economically efficient and
adequate system.9

The Act provided for $600 million In government loans to rail-
roads for plant and equipment rehabilitation. A rail fund was established
within the Treasury Department ($600 million) to be administered by the
Secretary of Transportation until September 30, 1978, for financial assis-
tance to railroads, including ConRail. Another $1 billion was authorized
for loan guarantees for facility or equipment purchases or rehabilitation.
Two hundred million dollars was gquaranteed for electrificating the routes
between Harrisburg and Pittsburgh, Pennsylvania.io

The Department of Transportation was authorized to administer.
funding for upgrading the Northeast Corridor. The funding was $1.6
bitllon in grants over a five year period. Amtrak was permitted to
form a subsidiary corporation to manage the Mortheast Corridor Project
to separate these operations from the rest of Amtrak's system in order
to determine whether the passenger system within the Corridor can show
a proflt.lI

Title VIl of the Act required each railroad to submit to the

9Ibid., Title IV - Mergers and Consolidations, Section 401,
Responsibilities of the Secretary.

10Ibid., Title =~ Railroad Rehabilitation and Improvement Finan=
cing.

11lbld., Title VIl - Northeast Corridor.



Interstate Commerce Commission a map of its system identifying any lines
within thelr respective systems that are 'potentially subject to aban-

i The Act prohibits the abandonment or discontinuance of any

donment."
line unless It has been on the list for ''potentially subject to abandon-
ment'" for four months. |If any financially qualified person offers finan-
clal assistance to continue service, then the Interstate Commerce Com-
mission is to postpone any abandonment or discontinuance. The assistance
must cover ''the difference between the revenues which are attributable

to such line of rallroad and the avoidable cost of providing rail freight
service on such line, together with a reasonable return on the value of
such line; or cover the acquisition cost of all or any portion of such
line of raIIroad."13 The Act defines reasonable rate of return to be

the cost of caplital to the railroad if the rallroad is not In reorgani-
zation. 14

Section 803 provided for $360 million financlal assistance to
states for rall freight assistance programs that are designed to cover,
“the cost of rall service contlinuation payments, the cost of purchasing
a line of rallroad or other rail properties to maintain existing or pro-
vide for future rall service, the cost of rehabilitating and improving

rail properties on a line of railroad to the extent necessary to permit

adequate and efficient rail freight service on such line and the cost

121bid., Title VLIl - Local Rail Service Continuation, Section
802, Discontinuance and Abandonment of Rail Service.

l3’Ibld., Title VIl - Local Rail Service Continuation, Section
802, Discontinuance and Abandonment of Rail Service, S. 802, 6, a, ii,
A & B. -

ibid., Section 802, 10(b).



of reducing the costs of lost rail service in a manner less expensive than
continuing rail service."15

The Federa) share of the costs of any rail service assistance
program was 100 percent for the period from July 1, 1976 to June 30, 1977,
90 percent the second year, 80 percent the third year and 70 percent for

the fourth and fifth years.16

ConRail and any other carriers are required
to provide services where assistance payment is offered. !’

ConRail was required to continue commuter service as it was on the
day of property conveyance for 180 days and to continue to provide the
service if state or commuter authority offers a service assistance pay-
ment. One hundred and twenty-five million dollars was offered to assist
states, commuter authority and ConRail in maintaining commuter services
for 2% years. Twenty million dollars was made avallable for assistance
to convert abandoned right-of-ways to recreational and conservation pur-
poses. Six million dollars was authorized to establish a rail bank for
fossi] fuel and agricultural purposes.18

Title IX directed the Department of Transportation Secretary to
conduct a study of the railway system to analyze the effects of rail trans-

portation federal aid, including environmental impact and abandonment of

lines and discontinuance of services in the states outside the region.19

151bid., Section 803, Local Rail Service Assistance, (f), 1-4.
161b1d., Section 803, (g), 1-4.

17Ibid., Section 804, Termination and Contlnuance of Rail Ser-
vices, (c) Continuation of Rail Services.

181bid., Title VI - Local Service Continuation.

| 19tbid., Title IX - Miscellaneous Provisions.
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Chapter 2
THE 4-R ACT AND RAILROAD RATEMAKING

Section 202 of the 4-R Act pertains to railroad ratemaking and
introduces into .legislation the concept of "market dominance.!" A basic
goal of the legislation is to encourage competition among all carriers
by rallroad and other modes of transportation by providing rate flexi-
bility to the railroads.2® The Act requires that each rate for service
rendered In the transportation of persons or property by a railroad
shall be just and reasonableZI, and that a rate that is unjust or unrea-
sonable is prohibited and unlawful. The Act refers to rate as any ‘'rate
or charge for the transportation of persons and property.''22

No rate which contributes to the 'going concern value'" of a car-
rier shall be found to be unjust or unreasonable on the ground that the
new rate is below a just or reasonable minimum for the service rendered.23
A rate that is equal to or greater than the variable costs of providing a
service shall be presumed to contribute to the going concern value of
the carrier or carriers proposing the rate.24 |n determining variable

costs, the Interstate Commerce Commission shall determine only those

20y,s., Congress, House, Committee of Conference on 5. 2718, 4-R Act
of 1976, 9k4th Congress, 2nd Session, 1976 (Washington: Government Printing

Office, 1976), p. k.

214-R Act of 1976, Title Il - Railroad Rates, Sectlfon 202, Railroad
Ratemaking, (b}, Publlic Law 94-210 (S. 2718), February 5, 1976.

22|pid., Section 202, (c), il.
23|bid., Section 202, (b).

2hpia.
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costs of the specific services In question. Variable costs do not in-
clude expenses which do not vary directly with the level of service pro-
vided under the questioned rate.2> No railroad rate can be found to be
too low If the rate Is equal to or greater than the variable costs of
the service in question. This is allowing carriers to freely adjust
rates downward at their own discretion as long as they cover the costs
that vary directly with the service.

No rate shall be found to be unjust or unreasonable on the ground
that the rate exceeds a just or reasonable maximum for the service ren-
dered, unless the Interstate Commerce Commission has found that the pro-

26 The Act defines

ponent carrier has 'market dominance'' over the service.
market dominance as '"'an absence of effective competition from other car-
riers or modes of transportation, for traffic or movement to which a rate

s."27 If no market dominance is found, the Interstate Commrerce

applle
Commission (l1.C.C.) cannot suspend a rate because the rate is too high.
The theory is that, If the railroad doés not have market dominance, the
forces of competition will prevent it from raising rates to a level that
would allow it to realize monopoly profits, and thus there is no need for
Commission intervention. A carrier having market dominance over a service
does not necessarily mean that the rate or rates for the service exceed

a just and reasonable maximum. The Act does not prohibit a rate Increase

from a level which reduces the going concern value of the proponent car-

rier toa level which contributes to such going concern value. A rate

251pbid.
- 26¢pid.
271bid., Section 202, (c), i.
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Increase which does not raise a rate above the incremental cost of ren-
dering the service shall be presumed to be just and reasonab]e.28

Whenever a railroad rate is challenged as being unreasonably high,
the Commission shall determine whether the proponent carrier has market
dominance over the service to which the rate applies. The challenge can
orlginate with a shipper or on the initiative of the Commission. The
Commission's deﬁislon on market dominance must come within 90 days after
the investigation b_egins.29

For a period of two years following enactment of the legislation,
the 1.C.C. could not suspend any proposed rate if the rate did not repre-
sent more than a 7 percent increase or decrease in any one given year
over the existing rate, unless (1) the Commission found the carrier to
have market dominance, (2) the rate was alleged to be {llegal under sec-
tion 2, 3, or b of the Interstate Commerce Act3?, or (3) the rate was un-
fair, predatory, destructive, or otherwise undermined competition. This
did not include general rate increases. Should the 1.C.C. suspend a rate
for the reasons cited above, the Commission was given seven months to
investigate the charges against the rate. |[f the hearing was not com-
pleted and the final decision made by the Commission prior to the seven

month deadline, the new rate became effective, unless prior to the

28 pid., Section 202, (b).
29lbid., Section 202, (c), 9.

30The Act to Regulate Commerce of 1887 is now called the Inter-
state Commerce Act which defines the jurisdiction of the Interstate Com-
merce Commission over domestic transportation; Section 2 - Special rates
or rebates for like service forbidden; Section 3 - Undue or reasonable
preference or prejudice forbidden, must provide proper and equal facilities
for interchange of traffic; Section 4 - Forbidden to charge more for
shorter than a longer haul except under "substantially similar circum-
stances and conditions."
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explration date the Commission reported in writing to Congress that they
were unable to decide, together with a full explanation for the reason
for the delay. [f the report was made to the Congress, the final deci-
sfon had to be made within ten months after the date of filing. If the
decision was not made in the designated time period, the carrier was
entitled to the new proposed rate.3!

After the expiration of the 7 percent rule, the concept of mar-
ket dominance continues to be significant in railroad ratemaking. Sec-
tion 202(b) of the Act has no expiration date and it states;

Notwithstanding any other provision of this part, no rate

shall be found to be unjust or unreasonable, or not shown

to be just and reasonable, on the ground that such rate

exceeds a just and reasonable maximum for the service ren-

dered or to be rendered, unless the Commission has first

found that the_proponent carrier has market dominance over

such service.

Congress recognized that the structure of the transportation indus-
try had changed since enactment of the Interstate Commerce Act in 1887.
Rallroads now face competition within their own mode and competition from
other modes of transportation.

Railroads were the first large business to be regulated

by the Federal Government. The regulation was called

for by the Industry's dominance of the market and its

ability to price some services monopolistically while

engaging in predatory competitive practices in other

markets. These problems exist today but in a very dif-

ferent transportation environment....

In 1887, a single railroad often provided the only trans-
portation available to shippers. Growth of other modes

314-R Act of 1976, Title Il - Rallroad Rates, Section 202, Rail-
road Ratemaking, (e), Public Law 94-210 (S. 2718), February 5, 1976.

32|bid., Section 202, (b)-:
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In the past century has raised the question whether

protection against rail monopoly is any longer neces-

sary in many markets.

Over the past 20 years, 37,000 miles of Federal interstate high-
ways have been opened to truck competition. Barge traffic, whether over
all-water routes or Iin combination with truck and railroads, is providing
competition. Pipelines, which transport oil and gas, provide signifi-
cant competitioﬁ to railroads because coal transported by rail competes
with oil and natural gas. Because of this, railroads face two different
types of competition, (1) modal competition - for the carriage of the
product to the geographic market, and (2) product competition - for the
sale of the product in the geographic market3n, (i.e., coal competes with
oil and natural gas as products.)

Congress recognizes that the regulation by the |.C.C. had failed
to assure adequate industry profits and rates of return. [n 1974, the
industry's rate of return was 3.4 percent and the cost of capital was 10
percent. In the past 15 years, the rate of return of Class [ railroads

has averaged 2.6 percent and has never reached 4 percent.35

33Paul W. MacAvoy and John W. Snow, Railroad Revitalization and
Regulatory Reform Act, American Enterprise Institute for Public Policy
Research, Washington D.C., 1977, p. 226, exerpt taken from; U.S. Congress,
Senate, S. Rept. 499, 9kth Congress, Ist session, 1975, pp. 10-11: "In
1947 the railroads carried nearly two-thirds of the intercity freight;
by 1973 that share had dropped to 39%. During the same period, when the
gross national product grew approximately 179%...and while industrial pro-
duction grew 219%, total U.S. rail revenue ton-miles grew only 30%, while
ton-miles carried in the eastern district actually declined 17%."

3"Hilliam J. McDonald, Senior Vice President - Law, Union Pacific
Corporation, before the Section of Public Utility, American Bar Associa-
tion Annual Meeting, Chicago, lllinols, ""Some Comments on Changes in the
Natlonal Transportation Policy Respecting Regulation of the Rail Industry:
The Quad R Act Revisited," Wednesday, August 10, 1977, p. 5, 6.

3 bid., p. 7.
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The rate rigidity imposed on the railroad industry by the Inter-
state Commerce Act had undermined the financial potential of the industry
by preventing it from competing with other modes which have not been sub-
ject to the intense degree of regulation that the railroads have been.
Congress determined that,

if railroads are to increase their revenues and attract
the resources necessary to revitalize the industry, they
must be able to raise their rates in a timely fashion
free from regulation in markets suffigient]y competitive
to prevent abuses of monopoly power.3

The market dominance concept Is based on recognition that rail-
roads today generally face substantial competition and that maximum rate
regulation is no longer necessary or desirable where effective competition
exists.37 In passing the Act, Congress sought to move away from regulation
and to place greater reliance on market forces while still retaining some
control over rail rates. The House Commerce Committee expressed it this
way:

Underlying the regulatory reform provisions of the entire
bill is a conviction that competitive market forces, rather
than regulation, should be used to set price and service
levels where effective market competition exists. Where
effective market competition does not exist, regulation to
protect agalnst abuse of market power must be and is re-
tained. The market dominance provision, therefore, targets
regulation of those situations where effective market com-
petition does not exist and lets market forces operate where
it does exist. The Committee wants to make It clear that it
will retain oversight on the administration of these pro-
visions to ensure that the underlying purpose of this pro-
vision is not frustrated by a too narrow or protectionist
attitude or by desire to retain jurisdiction over competi-
tive markets. The Committee has inserted clear guidelines,

36HacAvoy and Snow, op. cit., p. 227, "More than half of all truck
shipments are by unregulated carriers. Water carriers are for the most
part unregulated. Pipeline regulation has been minimal."

371bid.
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both for thé courts and the Commission, to act upon 8

In determining whether adequate competition exists.

George M. Stafford, Chairman of the [.C.C., speaking before the
Traffic Club of Philadelphia at the time of enactment of the 4-R Act,
sald that the '"Commission recognizes that there is no justification for
exercising regulatory jurisdiction where forces of a free market can pro-
vide the protection needed against unfair pricing practices and can assure

n39 "The Agency could

the continuation of adequate transportation services.
not quarrel with the assumption that effective competition is the best
regulator, and that where competiton exists, prices should be allowed to
seek their own proper level and the Commsision should withhold its regu-
latory hand.“l'0 Railroads were given the freedom to compete with motor
carrlers and water carrfiers, but they were not given the freedom to destroy
their competition.

To implement the provisions of this section of the Act pertaining
to market dominance, the Congress directed the |.C.C. to establish by rule,
standards and procedures for determining whether and when a carrier pos-
sesses market dominance over a service rendered or to be rendered at a

k1

particular rate or rates.

38Richard J. Barber, "The Market Dominance Test: The 1976 Act's
New Approach to Railroad Rate Regulation,' Transportation Journal, Summer
1976, Volume 15, No. 4, p. 9.

3%nstafford Predicts Congress Will Expand Regulatory Reform to
Other Modes,' Traffic World, February 2, 1976, p. 18,

40 p1a.

HB14-R Act of 1976, Title 11 - Rallroad Rates, Section 202, Rail-
road Ratemaking, (b), Public Law S4-210 (S. 2718), February 5, 1976.
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Chapter 3

INTERSTATE COMMERCE COMMISSION'S
[INITIALLY PROPOSED DEFINITION OF MARKET DOMINANCE

Under the 4-R Act, the 1.C.C.'s powers are limited and, for rate
Increases, suspénsion is dependent on market dominance by the carrier
proposing the rate increase. The Act refers to market dominance as the
absence of effective competition by other rall carriers and other trans-
portation modes. The [.C.C. had to further define market dominance by
identifying conditions that constitute absence of competition and hence
market dominance. The Commission's definition includes seven patterns
in four general areas, any one of which could indicate absence of rail
competition. The purpose of this section is to look at the Commission's
proposed definition of market dominance.

The definition is contained in a notice of proposed rulemaking

served March 10, 1976 in Ex Parte 320, Special Procedures for Making

Findings of Market Dominance as Required by the Railroad Revitalization

and Regulatory Reform Act of 1976. The definition is a test designed

to focus the Commission's regulatory efforts on areas in which competi-
tion is Insufficient to protect the public from unjust and unreasonable
rates. Conversely, the rail carriers are given freedom to increase rates

where there is effective competith::n.l'2

Y2ex parte 320,"Special Procedures for Making Findings of Market
Dominance as Required by the Railroad Revitalization and Regulatory Reform
Act of 1976!' Federal Register, Volume 41, Number 52, Tuesday, March 16,
1976, p. 11034,
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In Ex Parte 320, the 1.C.C. stated that the most promising ap-
proach Is to identify certain patterns that imply market dominance and
to require the submission of evidence designed to establish these pat-
terns.ll3 The rules proposed by the Commission provide for a rebuttable
presumption that the carrier has market dominance over a service under
specified circumstances. The market dominance presumption is effective
whenever there is evidence of one or more of the seven factual patterns
which Imply a lack of effective competition. The agency broke the seven
patterns down into four general areas. They include rates considered by
rate bureaus; the absence or presence of competition; the ability of a
carrier to exact a premium for its service; and service and commodity
characteristics of markets where railroads traditionally have been free
of market competition. The first area involving rate bureaus refers to
instruction from Congress to the Commission that there will be presumed
an absence of effective competition between railroads with respect to
any rate considered by rate bul’eaus.mI

The 1.C.C."'s proposed rules provided that a presumpticon of market
dominance would arise in the following seven situations:

(1) Where the rate in issue had been discussed or con-

sidered in proceedings before a rail carrier rate bureau

acting under antitrust exemptions contained in the Inter-

state Commerce Act;

(2) Where no other carrler or any other mode has handled

a significant amount of the involved traffic for at least

one year preceding the filing of the proposed rates;

(3) Where other carriers of any mode have handled a sig-

nificant amount of traffic but there is no evidence of

actual price competition in the past three years;

(4) Where the rate In issue exceeds the rate(s) charged

by other carriers offering the same or interchangeable
service between the involved points by 25 percent or more;

b3 b1,

lmlbid.
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(5) Where the rate in Issue exceeds the fully allocated
cost of providing the service by 50 percent or more;
(6) Where the distance between the orlgin and destina-
tlon exceeds 1,500 miles, except that when the involved
movement occurs as a single-line movement, market dom-
inance may be presumed where the distance exceeds 1,500
miles, providing, however, in either instance that when
a rate is subject to a minimum weight, such minimum
weight shall equal or exceed twenty net tons;

(7) Where the commodity moving underhghe rate in issue
customarily moves in bulk shipments.

The proposéd rules did not contain any definition identifying

those cases in which market dominance did not exist.

45ex Parte 320, Part 1108, '"Requirements and Procedures Relating
to Railroad Revitalization and Regulatory Reform Act of 1976!' Section
1108.1, “Requirements and Procedures Relating to a Determination of
Market Dominance with Regard to Just and Reasonable Maximum Rates,! (f),

1-7, p. 11035,
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Chapter 4

INTERIM AND FINAL DEFINITIONS OF
MARKET DOMINANCE

The proposed definition was criticized by the railroads. 1In a
statement filed by the Association of American Railroads with the Com-
mission, the railroads said the 1.C.C.'s proposed rule "represents an
unusual and ill-premised approach to determining the absence of effective
competition,' and 'proceeds from an assumption of railroad dominance of
the natlional transportation system that is wholly at odds with the
1‘ao::ts."ll6 The railroads estimated that rate flexibility for at least
90 percent of all rail traffic would be eliminated by the proposed
rule and that ''this is squarely at odds with the 4-R Act's purpose of
accomplishing substantial rate deregulation and according railroads a
far broader range of freedom. The rule would only expand and complicate
ratemaking pr'c:ceet:llngs.“‘l7 The railroads accused the Commission of be-
glnning on the false premise that the railroads dominate most transpor-
tation markets and they offer a substitute rule which starts on the pre-
mise that competition in transportation is generally prevalent, which they
belleve to be the conditions recognized by Congress in enacting the 4-R

A«:t."8

460.5., Association of American Rallroads, “"Market Dominance Plan
Criticized," Information Letter, (Washington: April 28, 1976), No. 2191,

p. 1.

b7 bid.

b8 1pid., p. 3.
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The United States Railway Association claimed that the proposed
rulemaking restricted the ability of ConRail to become a financially
self-sustaining r.:orpor:—.ltion.k9 ConRail started operations with 17,000
miles of railrcad in an 18 state area formerly served by 7 bankrupt rail-
rocads. The I.C.C. estimated that ConRail had a rail service monopoly
throughout two-thirds of the northeast region. Under the market domi-
nance concept and with market conditions such as these, ConRail is faced
with less rate freedom and more [.C.C. regulations than its bankrupt
predecessors.50

The Ratl Services Planning Office of the |.C.C. has argued that
the monopolistic nature of the unified ConRail would provide only 1imited
incentives for efficient service for captive markets. Resources, such
as rall cars, could be drained from the captive markets to competitive
areas where service is significant to shippers. ConRail's monopolistic
position will require increased regulation by the Commission in order to
protect the region's rail users and solvent.rallroads.51 ConRail's Pres-
tdent, Edward Jordan, felt that ConRall might have a problem with the
market dominance concept but he felt that the shippers were more concerned
over the availability of cars and condition of the roadbeds than the

monopelistic advantage ConRail p{::'.sse.ssed.S2

hS“Applications and Petitions, |.C.C. Extends Reply Statement Due
Date to May 10 In Market Dominance Case,'" Traffic World, May 3, 1976,
p. 42, ‘

50upyarket Dominance May Mean ConRail Cannot Make Use of Rail Rate
Flexibility,'" Traffic World, March 22, 1976, p. 12,

31 bid.

521bid.
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During this reply statement phase, the Department of Transpor-
tation's attitude was that the Commission's proposal would result in
finding market dominance for every rate change proposed by any railroad
and would be contradictory to the attitude of the Congress In reforming
the regulatory process. ''Competitive pricing and less restrictive rate
regulation would be accorded no significantly greater role than they are
today.“53 Theré was general agreement among the Department of Justice,
Department of Transportation, and the Association of American Railroads
that ''market share' would be the most reliable indicator of market power
and they urged the |1.C.C. to adopt a counterpresumption that effective
competition exists when the market share of the proponent railroad(s)
is Insubstantial.5"

Early reply by shippers indicated a continued basic distrust of
the rallroads. Shippers continued to assert fears that railroads are
seeking unrestrained ratemaking power and that something needed to be
done to contro! them.

Congress, in the legislation, set a deadline date of 240 days
after the legislation was signed into law, for the [.C.C. to adopt a
final definition of market dominance.>” On August 23, 1976, the 1.C.C.
Issued an interim report which left out four presumptions originally
proposed by the agency, modified the remaining three, and added one new

presumption. The four originally proposed presumptions that have been

53u1.¢.C. Extends Reply Statement Due Date to May 10 in Market
bominance Case,'Traffic World, May 3, 1976, p. 42.

54

MacAvoy and Snow, op. cit., p. 228.

Ssh—k Act of 1976, Titlé [l - Railroad Rates, Section 202, Rail-
road Ratemaking, (b), d, Public Law 94-210 (S. 2718), February 5, 1976.
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dropped were: (3) where there was no evidence of price competition;

(4) where the proposed rate exceeds existing rates by 25 percent or more;

(6) where long-haul shipments of at least 20 net-ton minimum rate were

Involved and (7) when the commodity in question customarily moves in bulk

shipments.

which a

56

The Commission's new definition outlines four presumptions under
rebuttal finding of market dominance by a carrier can be found:

(1) Where a rate has been discussed, determined or approved
by rate bureaus under anti-trust exemptions contained in

the Interstate Commerce Act, a rebuttable presumption will
arise in instances when "'a carrier participating in the
rate, or, In such discussion, or consideration, does not
provide effective competition to the proponent rail carrier
for the Involved traffic or movement."

(2) When the carrier has handled 70 percent or more of the
traffic affected by the tariff change during the year before
the new rate was filed. (In its original proposal, the Com-
missfon sald that such a presumption would arise where no
other carrier of any mode has handled a significant amount
of the involved traffic for at least one year preceding the
filing of the proposed rates).

(3) When the rate in question exceeds the variable costs of
providing the service by 80 percent or more. (in its origi-
nal definition, the agency said such a presumption could

be made when the rate in issue exceeded fully allocated
costs by 50 percent or more).

(4) When a shipper or consignee protesting a rate can estab-
lish that it has made a substantial investment in railroad
equipment that pgﬁvents or makes it impractical to use another
carrier or mode.

In the interim definition, the Commission said that there would

be market dominance when the proponent carrier handled 70 percent or

more of the traffic during the preceding year, compared to the original

definition where market dominance was found when no carrier handled a

56U.S., Association of American Railroads, '"Interim Dominance

Rules Issued," Information Letter, (Washington: September 1, 1976), No.
2200, p. 2.

57"Cornmission Fixes Four Presumptions for Ruling in Market Dom-

inance Cases,' Traffic World, August 30, 1976, p. 13.
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significant amount of the traffic. The 70 percent figure comes from past
experience where the courts generally found monopoly where market share
exceeds 70 percent and have found that competition declines when market
share of traffic exceeds 25 percent. |f competing carriers handle less
than 30 percent of the traffic, they are usually not equipped or prepared
to rapidly take on a substantial amount of traffic which would come their
way due to increased rates elsewhere. Because of the inability for the
smaller carrfer(s) to absorb this traffic, the Commission believed that
shippers will continue to rely on the dominant carrier despite the rate
Increase.58
In the Commission's original definition, they presumed market
dominance when the rate in issue exceeded fully allocated costs by 50
percent or more. In modifying the definition, the Commission believed
that variable costs control ratemaking in competitive conditions. The
Commission had, in the past, taken the position that variable costs rep-
resent a floor below which rates are usually not permitted to fall be-
cause they would be noncompensatory rates. The Commission estimated that
variable costs cover 77 percent of the carrler's total operating ex-
penses, rents and taxes. Fully allocated costs are about 129 percent of
the variable costs. Therefore, in the first definition, the presumption
dealt with a rate 180 percent of variable costs which Is well above that
revenue required to cover all expenses, rents, and taxes. For a carrler
to maximize investment returns, the carrier will set a rate close to var-
iable costs In order to retain the most traffic when competition exists.

The Commission reasoned that the margin in the rate above variable cost

581bid., pp. 13-14.
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reflects the value of service or demand considerations. When a railroad
is In a non-competitive condition, it will shift its constant-cost bur-
dens to this traffic, the result being higher rates to captive traffic and
lower rates to competitive traffic.59
The new présumption, calling for market dominance when a shipper
or receiver has made substantial investment in railroad equipment that
makes it impractfcal to use another carrieror mode, resulted from ship-
pers who are in this position and seek maximum use of this equipment to
Justify the investments. The shippers argued that these investments
removed their option of diverting their traffic to other modes and in
effect made them captive to rail service. The rallroads claimed that
any equipment bought could be sold and that shippers can change modes to
meet changing competitive conditions. A shipper's investment in rail
oriented equipment should not be grounds for presuming the absence of
competition, and therefore market dominance. The Commission's attitude
was that the shipper must be able to use alternative service without
realizing substantial economic loss. The greater the costs are for the
shipper to change carriers or modes, the better position the proponent
carrier is In to charge substantial premiums without fear of diverting
that traffic. Investing in rail oriented equipment indicates that the
shipper believes that rail transportation will be most economical for his
pﬁrposes. The Commission does not agree that a shipper can sell his

equipment without realizing a significant loss .60 The Association of

American Railroads told the Commission that their proposals do not set

591bid., p. 14.

601pid., p. 15.
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forth an explicit definition of either market dominance or effective
competition. The A.A.R. suggests that the Commission's proposals should
include private carriage because private transportation is a "substantial
element in the transportation system and constitutes one of the modes
which must be considered in determining whether there is intermodal trans-
portation competltion.“si The railroads suggest competition potential
through the product market and also geographic advantages that the Com-
mission does not recognize.

On October 1, 1976, the [.C.C. issued a final report which for-
mally adopted market dominance ru!es.62 The proceedings were held open
for possible modifications based on actual experience in working with
the market dominance concept. The final definition was very similar to
the interim definitlon. Market dominance could be found to exist:

(1) Where a rate has been discussed, determined or
approved under anti-trust immunity contained in the
Interstate Commerce Act.

(2) Where a carrier has handled 70 percent or more

of the traffic involved during the year before the
new rate was filed.

(3) When the rate in question exceeds the variable
cost of service by 60 percent or more. (This was

the only change from the proposal contained in the
Interim report. Originally, the agency proposed

that a market dominance supposition would exist if

the rates were 80 percent above variable costs).

"This change has the effect of making it more dif-
flcult for railroads to use the rate flexibility
authorized by Congress in the 4-R Act because a greater
percentage of the railroad trafflg would be subject to
1.C.C. market dominance findings. 3

. 61"Appllcat!on and Petitions, Ralls Score 1.C.C.'s Four Presump-
tions of Market Dominance as Deficlient," Traffic World, September 27, 1976,

P' 511

62"Flna] Markét Dominance Definition Differs Little From [nterim
Rate Plan," Traffic World, October 11, 1976, p. 47.

63U.S., Association of American Railroads, 'Final 1.C.C. Rules
Issued on Market Dominance," Information Letter, (Washington: October 13,

1976), No. 2203.
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(4) In Instances where the shipper or consignee pro-

testing a rate can establish that it has made a sub-

stantial inv?stment in railroad equipment tbat preventséh

or makes it Iimpractical to use another carrier or mode.

In its final definition, the Commission made an attempt to clarify
some misunderstandings of market dominance. Shippers who protest a rate
change need to establish only oné presumption of market dominance and then
the burden of proof is with the proponent carrier. If market dominance
Is proven under one test, and effective competition is proven in another
test, then the two do not cancel each other out. Rate bureau activity
does not automatically mean market dominance because there may be effec-
tive competition from non-participating raflroads or other modes. A
market dominance presumption will apply to other modes which participate
in any discussion of a rate on intermodal movements. The Commission did
not accept suggestions by the Department of Justice and the Department
of Transportation that private carriage be considered in figuring a rail-
road's market share, but they do recognize that impact and encourage
evidence to support the significance of the Impact in ratemaking proceed-
ings. A specific dollar amount on what would constitute shipper Invest-
ment In rail oriented equipment is not possible because the Commission
needs to compare the investment to the shipper's total production and
transportation costs, and the costs involved in changing modes. A finding
in market dominance is not limited to the four presumptions, but rather,
these four presumptions can be supplemented by other evidence which indl-

cates that effective competition for the movement involved does not exist.65

6""Final Market Dominance Definition Differs Little From Interim
Rate Plan,' Traffic World, October 11, 1976, p. 48.

651bid., p. 48.
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Chapter 5
THE DEVELOPMENT OF MARKET DOMINANCE

The purpose of this section of the report is to review the dis-
cussion of the 'market dominance' concept following enactment of the
Commission's final definition.

The |.C.C. made the first market dominance finding in a rate
suspension case on increased rates on coal from Arkansas and Oklahoma
to Texas. The order was served on November 5, 1976. Commissioner Dale
W. Hardin claimed that the majority ignored the intent of Congress in
the 4-R Act to allow for greater flexibility in rate adjustments. The
division who voted on the suspension argued that the 4-R Act provided
that a rate may not be suspended unless the evidence showed that without
suspension it will cause substantial injury to a protesting party. The
evidence indicated that the proponent railroads had market dominance over
the traffic because virtually all of the traffic moved by rail carriers
which had participated in rate bureau discussions and publication of the
rates, and there were no viable alternative carriers or modes available
to the protestants. The protestants demonstrated that without suspension
the rate change would cause substantial injury. A1l division members
voted to find market dominance, but Hardin voted not to suspend because
the proponent railroads claimed that the canceled rates were below var-
iable costs and the 4-R Act refers to the formulation of standards and
guidelines for determining adequate revenue for railroads. Hardin also
argued that the Act required that it must be shown, by specific facts in

the complaint, not just general allegations, that without suspension there
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would be substantial Injury. By these standards, a substantial injury
showing had not been made.66

Within a month of the Commission's final definition on market
dominance, the Council of Wage and Price Stability asked that the defi-
nition be liberalized. The Council felt that the Commission's approach
might interfere with the market system which was expected to bring about
better efficiency in rail transportation. The Council disagreed with the
provision under which market dominance was presumed when a rate exceeded
variable costs by 60 percent. The Council claimed the |.C.C. based Its
findings on data outlining revenue to variable cost ratios for commodity
classes, but did not consider individual rates to variable cost ratios.
By aggregating, the ratios resulted in middle range while the extreme
ratios where individual rates exceed 60 percent of variable costs were
missed. Too strict criteria for market dominance would limit the number
of filings. The Council asked the Commission to reinstate the original
80 percent standard.57

Shipper groups (Drug and Toilet Preparation Traffic Conference,
Farm and Industrial Equipment Institute, and the National Small Shipments
Traffic Conference Inc.) argued that the Wage and Price Council was only
interested in limiting the number of hearings before the 1.C.C. and that
the Council had no facts to support its position. The shippers accused
the Council of taking the position that market dominance should be defined

so that very few proposals require |.C.C. hearings, and that the Council

66uy.c.C. Makes First Railroad Market Dominance Finding; Hardin
Dissents," Traffic World, November 15, 1976, p. 48,

67“Nage and Price Council Asks [.C.C. to Liberalize Market Domi-
nance Plan," Traffic World, November 8, 1976, p. 58.
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wasn't concerned whether market dominance exists but were concerned as to
the number of hearings before the Comm!ssion.68
Three months later the [.C.C. ruled against contentions by the
Council that the Commission's market dominance definition was contrary teo
the legislative intént of the 4-R Act. The Council was challenged that
it was acting contrary to Its mandate by encouraging higher prices. The
Commission argued that the market dominance test reflected Congressional
intent to balance shipper and carrier interests and that the 60 percent
over variable costs test assured the balance. The Commission also said
that no constraints on rail pricing freedom would result "in view of the
fact that the presumptions are rebuttable and will be re-evaluated on the
basis of actual experience, and that existence of market dominance does
not necessarily entail a finding that a rate is unjust or unreasonable."69
The Council's request was turned down because it did not present sufficient
grounds to warrant definition liberalization.
On November 22, thirty-eight of the major railroads asked the U.S,
Court of Appeals to set aside the market dominance definition adopted by

the I.C.C.7o on the grounds that the Commission's report and regulations

were contrary to the L4-R Act, ''frustrates the purpose of Congress in

68“Shipper Groups Hit Administration Stand on Market Dominance,"
Traffic World, November 22, 1976, p. 5&.

69”!.0.0. Turns Down Plea of Wage and Price Council on Market Domi-
nance," Traffic World, February 28, 1977, p. 46. Also: U.S$., Association of
American Rallroads, 'l.C.C. Turns Down Request in Market Dominance Case,"
Information Letter, (Washington: March 2, 1977), No. 2213, p. 3.

70y Parte No., 320, “A Petition for Review of the Reports and Orders
of the [,C.C., Market Dominance,'" filed in.the U.S. Court of Appeals for the
District of Columbia Circuit (styled Atchison, Topeka and Santa Fe Railway

Company, et al. v. 1.C.C. and the United States of America, Docket No.
76-2048)
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enacting the statute,'" and the |.C.C. had been "arbitrary and capricious
In Its reasoning and has failed to discuss lIssues presented to it neces-
sary for rational resolution of the proceedings, and has rested its determ-
inations upon premises that are neither rational nor supported by evi-
dence."?!  The following week, five electric utility companies asked the
Federal Appeals Court to review the Commission's orders defining the term
'market dominance' as used in the 4-R Act.72 The companies urged that
discussion of a rate in a rate bureau should give rise to a presumption
of market dominance, not just a lack of effective competition by rail
participants in the rate or discussion.’3

In a June 1977 House Appropriations Committee report on an appro-
priation bill for the Department of Transportation, the Committee reported
that ‘the Department of Justice and the Federal Trade Commission both felt
that the 1.C.C.'s rules were not consistent with the intent of Congress.
The Committee also reported that 0.0.7. and U.S. Railway Association offi-

clals had testified that, by placing the burden of proof on the railroads,

Thigails Ask Court Review of Market Dominance Definition by 1.GC.C.;"
Traffic World, November 2%, 1976, p. 75. Also: U.S., Association of American
Railroads, ''Railroads Ask Court to Set Aside Definition of Market Dominance,'
Information Letter, (Washington: December 20, 1976), No. 2207, p. 1, b.

72“Electric Utilities Join Ralls in Asking Market Dominance Review,"
Traffic World, December 20, 1976, p. 77. The suit by the Electric Power
Companies was filed November 29, 1976 in the U.S. Court of Appeals for the
District of Columbia Circuit and was docketed as Case No. 76-2070, Common-
wealth Edison Co., Pennsylvania Power and Light Co., Detroit Edison Co.,
Wisconsin Electric Power Co., and Wisconsin Power and Light Co. v. I.C.C.
and the United States of America.

73Synopsis of Decision in Consolidated Market Dominance Cases, Atchi-
son, Topeka, and Santa Fe Rallway Co., et al. v. I.C.C, et al. (Docket No,
76-2048) Commonwealth Edison Co., et al. v. 1.C.C. et al, {Docket No. 76-
2070) U.S. Court of Appeals for the District Court Circuit, Decided
May 2, 1978, p. 3.
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the 1.C.C.'s market dominance rules '"have unnecessarily complicated the
determination of market dominance and are not consistent with the intent
of Congress as expressed in the 4-R Act."7h The Committee was concerned
enough that they expressed their intentions to closely monitor the situ-
ation.

William H. Dempsey, president of the Association of American
Railroads, reporting to the Budget Committee Task Force on Tax Expendi-
tures, Government Organization and Regulation, salid, '"Little more than a
year after Congress's first substantial effort at regulatory reform, the
rallroads today are subject to regulation which is more extensive, com-

7’ He blamed the Commission for a sig-

plex and costly than ever before."
nificant share of inadequate earnings by the railroads, estimating that
the industry lost about $1.5 billion between 1967 and 1675 from delay in
obtalning general rate increases that were eventually approved by the
Commission.76

The Interstate and Foreign Commerce Committee's Subcommittee on
Transportation and Commerce sponsored a symposium on December 14 and 15,
1977. The major complaint was that the market dominance provision of the
LR Act had not led to the intended results and its failures have greatly
hindered the rail industry in earning an adequate rate of return. 1.C.C.

Commissioner Christian summarized the Commission's experience with the

market dominance provision and reported that during the 14 months after

74U S., Association of American Rallroads, "Market Dominance Case
'Concerns House Committee," Information Letter, (Washington: June 8, 1977),
No. 2220, p. 1, &,

750p,A.R. Tells House Panel 4-R Act Rate Provisions are Repudiated
by 1.C.C.," Traffic World, July 25, 1977, p. 30.

761pid.
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the final definition had become effective, the Commission had suspended
only 6 proposed rate Increases on the ground that they appeared higher
than a reasonable maximum. There had been 63 protestant cases during the
same period. Rail rate suspension in 1975 was 176 cases, in 1276 there
were 74 suspensions, and only 15 cases for 1977. This summary suggests
that the Commission interference with rail ratemaking had declined signif-
icantly.77 These statistics may be misleading because protestants had
not yet become familiar and comfortable with the Act and their responsi-
bility to show substantial injury. In the 10 month period following im-
plementation of the Ex Parte 320 procedures, the Commission received pro-
tests to 39 tariff filings involving claims of unreasonableness because
the rates were alleged to be too high. In over half of these cases, the
Commission could not even begin to make a market dominance determination
because the protestant had failed to follow the Ex Parte 320 procedures.
The most common deflcliencies were either failure to raise the Issue of
market dominance at all or failure to support an allegation of market
dominance with any type of evidence. By law, the Commission must. be able
to find market dominance before it can find a2 rate to be too high.78
Despite this report, the majority of the participants at the Decem-
ber conference felt the regulatory reform provisions of the Act had not led
to the intended results. The 1.C.C. Chairman, A. Daniel 0'Neal, said this

72

provision should be reexamined by Congress.

77uh-R Act Wins Industry Approval, 1.C.C. Blamed for Thwarting Its
Aims," Traffic World, December 26, 1977, p. 9.

78“Commissioner Christian Tells Shippers About Impact of 4=R Act
on Rail Rates,'" Traffic World, November 14, 1977, p. 19.

19~ Act Wins Industry Approval," op. cit., p. 9.
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Carl Lyon, Senior Vice President of the Association of American
Railroads, in his remarks at the symposium, charged the 1.C.C. "has proved
unwilling to follow the mandate of Congress where this involves a surren-
der of bureaucratic power the agency has long exercised.”80

Using the market share presumption (where the carrier(s) proposing
the rate have a market share equal to or greater than 70 percent of the
relevant market), the Commission found the practical effect of applying
this test to be 44.7 percent of current rail traffic would probably have
market dominance. The figure is an aggregation of individual commodity
and geographic markets. The patterns observed were that market dominance
exIsts to a significantly greater degree on bulk commodities than on man-
ufactured goods; market dominance is less likely in reglions where barge
competition exists; the likelihood of market dominance increases as the
length of the haul increases. Applying the second presumption (where the
rate equals or exceeds 160 percent of variable costs) 11.1 percent of cur-
rent rail tonnage is presumptively market dominant. When analyzing the
results of this test, the Commission found that the particular percentage
was not nearly as Important as had originally been believed. The results
from the test were not very sensitive to minor variations in the cost/
revenue ratio chosen. Using a test ratio of 150 percent of variable costs
resulted in 14.9 percent of market dominant rail traffic. When using 180
percent, 6.5 percent of the traffic would be market dominant. The Com=-

mission felt these variations to be smaller than expected and questioned

80Remarks by Carl V. Lyon, Senior Vice President, Association of
American Railroads, at the Congressional Symposium on "American Railroads-
1977 and Beyond, Problems and Promises,' '"Regulatory Reform-Prices, Profits
?;d Performance," Cannon House Office Building, Washington D.C., December
) ]977-
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the practical significance of this particular test. When analyzing the
third test (where shippers and consigners have made a substantial invest-
ment in rail-related facilities or equipment) about 25 percent of all
rail tonnage may be market dominant. The commodities involved here are
chemicals, petroleum products, and dry bulk commodities moving in mul-
tiple car shipments. Forty-eight and one-half percent of total rail
traffic would be affected by at least one of the presumptive tests. This
is not conclusive because the carrier(s) have the right to rebut the
presumption.81
In May of 1978, the U.S. Court of Appeals for the District of
Columbia approved the |.C.C.'s basic market dominance rules that had been
challenged by the railroads and utility companies (page 31 of this report).
The Court rejected the railroad's argument that the Commission was taking
an overly broad view of market dominance in an effort to continue its
jurisdiction over rail rates. The Court claimed the '"market dominance
presumptions constitute an initial attempt at interpreting and imple-
menting a new regulatory scheme,”82 and added that the Commission's mar-
ket dominance effort is an ongoing process that might well produce new
and different rules.83 The Court also rejected the electric company's
argument that rate bureau activity establishes market dominance. The

Court said Congress intended for the |.C.C. to consider all sources of

8|“Commissioner Christian Tells Shippers About Impact of 4-R Act
on Rall Rates,'" Traffic World, November 14, 1977, p. 18, 19.

82"Federal Appeals Court Backs Commission Rules on Market Domi-
nance,'" Traffic World, May 8, 1978, p. 108. Also: U.S., Association of
American Railroads, '"I.C.C. Market Dominance Rules Approved by Appeals
Court,' Information Letter, (Washington: May 10, 1978), No. 2244, p. &,

831bid.
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84

competition when defermlnfng market dominance. The Court recognized
that the [.C.C.'s rationale in adopting the cost presumption is that lack
of effective competition permits relatively high rates. The Court stated
that such reasoning was not arbitrary, but aftér reviewing the record for
the basis of the 160 percent of variable cost figure, the Court concluded
that "we do not sufficlently compréhend the |.C.C.'s reasoning' in setting

that f_lgure.s5

slllbid.

855ynopsls o fDeciston In Consolidated Market Dominance Cases, op.cit,
Decided May 2, 1978, p. 2.
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Chapter 6
THE DCMINANT FIRM THEORY

In a purely competitive market economy, the resource allocation
problem is solved through the I[nteraction of supply and demand forces on
the market and not through a conscious effort on the part of individual
producers or governmental bodies. Economists definé pure competition as
many firms selling identical products with no one firm large enough rela-
tive to the entire market to be able to inflﬁence market priCe.86 Should
one firm leave the market, the supply would not be affected enough to in-
crease the price. On the other hand, one firm cannot increase production
enough to lower the product price. This model Is seldom found in the real
world.

On the other end of the market spectrum is monopoly, which is a
market situation in which a single firm sells a product for which there
are no good substitutes.87 The firm has the market for its product all
to itself. The monopolist is able to exert influence on price and output
of his product. Again, few markets in the economy conform to this defi-
nition of monopoly.

A ''matural monopoly' is a situation where the economies of scale
enable a firm to become so large in relation to the market that there is

-8
room for only one flirm. - Regulation has been imposed to prevent the firm

86Richard H. Leftwich, The Price System and Resource Allocation, New
. York: Halt, Rinehart and Winston, Third Edition, 1966, p. 88.

871bid., p. 90.

88kenneth C. Boulding, Economic Analysis, New York: Harper and
Brothers, Third Edition, 1955, p. 652.
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from raising prices In exploitation of its position. Prior to develop-
ments in other modes of transportation, the railroads had been in this
position. The unit of enterprise had to be large or it could not exist.
Large inputs of capital were necessary, since facilities to handle peak
loads were a prerequisite to the first ton of traffic handled. As a
commodity, transportation service cannot be stored and therefore the ser-
vice demand varying with cycles could not be smoothed through Inventory
adjustment. The plant and equipment had to be in tact, independent of
the level of traffic.89

The theoretical model of natural monopoly follows. When there
are Increasing returns to scale there Is a natural barrier to entry into
the Industry. A firm operating under Increasing returns can lower prices
to undercut any competition because averagé costs fall as output increases.
This allows the monopolist to realize excess profits when there are no
new entrants and also allows him to force out any new entrants.90

With increasing returns to scale, Average Cost (AC) falls as out-
put increases, with Marginal Cost (MC) less than AC at all output levels.
Assuming the natural monopolist (i.e. railroad) is attempting to maximize
its profits, it will operate at an output where the costs incurred for one
more unit of output will be equal to the revenue received for that addi-
tional unit of output. In Graph A, next page, that Is point E, where
MR=MC. The price the unregulated monopolist charges at output Qm is Pm.

The firm's profits are equal to its Total Revenue (TR) less its Total Costs

89Frank N. Wilner, 'The Market Dominance Constraint and Rail Revenue
Needs," Traffic World, March 28, 1977, p. 95,

90)ames P. Quirk, Intermediate Microeconomics, California: California
Institute of Technology, 1976, p. 260.
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(TC), TR being equal to Average Revenue (AR) times Quantity (Q), and TC
being equal to Average Cost (AC) times Quantity. At output Qm, TR=OPm °*
0Qm and TC=0Px ° O0Qm, the difference In these areas being monopoly profits,
0Qm (OPm=0Px) .

The largest output at which profits are normal (where net revenue
is equal to zero) is output Qn, where the Average Revenue is equal to
Average Cost, (When AR=AC, TR=TC and profits are zero). If the regulatory
commission, (1.C.C.) sets the price (tariff rates) below Pn, a subsidy
equal to the loss would have to be paid to the firm in order to keep it

operating. [f the firm cannot cover its AC in the long run, the firm
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cannot remain In business. The political problems assoclated with sub-
sidizing natural monopolies and the difficultlies of determining true
marginal costs, have led to average cost prlctng.91 In the model pre-
sented here, that would be at price Pn and output Qn where the regulated
firm earns only normal profits. Should the commission set the price above
Pn (e.g. Px) the AR and MR curves become PxG. The firm would face a loss
of 0Qx' + PxF if it tried to operate at Qx' where MC=MR. It could increase
output to Qx and show a profit of GH - 0Qx.

Most markets fall somewhere on thé market spectrum between pure
competition and natural monopoly. These markets dlffér where there is
sufficlent competition to rely on market forces to control firm behavior
and where there is not. The length of time requiréd for competitors to
provide alternative services and for shippérs to shift to the other ser-
vices could indicate the competitive level a railroad is at after raising
its rates. If the rallroad is in a market whére there is "effective com-
petition,'" the response of competitors and shippers could be relatively
faster than where the railroad is in a market where it has '"market domi-
nance.'" Here the response of competlitors and shippers might be slower, or
it might not occur at a11.92  Market sltuations where there are few sellers
of a particular product for the activities of one to be of importance to

33 A rallroad occupies a position

the others are called oligopoly markets.
of sufficient importance in the market for changes in its activitles to
affect others. Other modes react to the market activities of the rallroad

and their reactions in turn have effects on the railroad.

9 bid., p. 261..
92HacAvoy and Snow, op. cit., p. 210.

93Leftwich, op. cit., p. 212,
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In the economic literature pertaining to oligopolistic indus-
tries, where one large firm is found with a number of smaller firms, it
Is suggested to avoid price competition, collusion may occur in the form
of price leadership by the dominant firm (in this case the railroad pre-
sumed by the 1.C.C. to be in a position of market dominance; i.e. carrier
handled 71 percent of the previous years traffic) and a number of small
firms (intermodal competition).

If the dominant firm sets the raté for thé traffic, the smaller
firms can sell all they desire to sell at that rate and the dominant firm
will sell the rest. "Dominant firm price leadership occurs when an indus-
try consists of cne firm dominant in the customary sense of the word - i.e.
controlling at least 50 percent of the total Industry output - plus a com=-
petitive fringe of firms, each too small to exert a perceptible influence
on price through its Individual output decisions."?% The dominant firm's
problem is to choose the best price from its own viewpoint, taking into
account the supply of the competitive fringe at whatever price it sets.J?

Each small firm can sell whatever it wants to at the set price,
therefore each faces a horizontal demand curve at the set price. The mar-
ginal revenue curve will coincide with the demand curve, and to maximize
profits each small firm will produce that output where its marginal cost
is equal to Its marginal revenue at the price set by the dominant firm.

The summation of all the small firms' marginal cost curves is their

combined supply curve which shows how much output all the small firms

9"F. M. Scherer, Industrial Market Structure and Economic Perform=-
ance, Chicago, lllinois; Rand McNally and Co,, 1971, p, 165,

951bid.
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together will be willing and able to sell at the given price. That curve
is represented by MCs (refer to Graph B). The market demand curve D'D
shows the amount of product (service) consumers are willing and able to

buy at each possible price. The horizontal différences between these two
curves at all possible prices show how much output thé dominant firm can
sell at those prices and is represented as dd, dominant firm's demand curve.
If the dominant firm sets a price at p' or highér, the small firms would
fill the market. There would be no incentivé for the dominant firm to do
that because it would have no sales at all; Thé horizontal difference
between MCs and D'D at price p' is zéro and théreforé p'! is the intercept
for the dd curve with the vertlical axis. The difference between the two
curves at price p* Is yz which is equal to jv; This can be done for every
possible price to derive the dominant firm demand curve, dd. The marginal
revenue curve for the dominant firm is MRd and its marginal cost curve s
MCd. The dominant firm will maximize its profits where MRd is equal to MCd
and set the price at p''. At that price, the small firms face a horizontal
demand curve which Is also their marginal revenue curve. They too will at-
tempt to maximize their profits, operating where thelr respective marginal
cost curves Intersect the marginal revenue curve, the summation of their
marginal cost curves intersecting with the marginal revenue curve at the
output 0Xs. The dominant firm will produce output 0Xd. The total industry
output will be the summation of the dominant firm's output and the small
firm's output, OXd + OXs, which is 0X. Profit for the dominant firm will
be Xd times the difference between price p'! and the dominant firm's aver-
age cost at output Xd. Profit for each small firm will equal its output

times the difference between price p'' and its average cost at that output.96

96Leftwich, op. cit., pp. 223-225,
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This solution seems determinate and stable in the short run, be-
cause indefinite expansion by the small firms is prevented by the rising
short run marginal costs as capacity limits are approached. But if the
price set by the dominant firm Is attractively high and the small firms
are realizing substantial economic profits, they will have an Incentive
to expand thelr existing plants. Assuming freedom of entry into the
industry, these profits will attract new producers to the market and the
combination of the new entrants and larger plants of the small firm seg-
ment will shift the supply curve to the right. At any given price set

by the dominant firm, more output will bé supplied by the smaller firms.




b5

Since the dominant firm's demand curve is derived from the difference of
the industry demand and the small firm's supply curve, the effect will
be to shift the dominant firm's demand curve to the left., The dominant
firm has given up a portion of 1ts market to the expanded competitive
segment by decreasing its own output. Evén with a growing industry mar-
ket demand, (ts share of the total market, and therefore its share of
total profits declines over time.97 The remedy to prevent this is by
not attempting to maximize profits in the short run, but instead reduce
the price level and profits to discourage néw entrants and expansion of
the small firm segment.

In the case of the railroad (natural monopoly) where there is sub-
stantial scale economies, the rate which maximizes the railroad's short
run profits may be lower than the minimum unit cost of small, high-cost
producers. New entry on the small scale is unlikely, and exIsting com-
petitors can be driven out by predatory or déstructlve ratemaking. |If
rallroad's short run profit-maximizing rate is high enough for small com-
petitors to cover their costs, they can still eliminate that competition
by cutting rates below thelr costs and reducing their own profits. Should
the dominant firm leave rates high enough for small competitors to cover
their costs, they will in time expand their market shares at the expense
of the railroads. By building larger plants, the competitors achieve
scale economies and increase their profits, encouraging more growth and
new entrants. Theoretically, the dominant firm's market dominance will
gradually decline, until a more evenly balanced oligopoly market structure

results?8

I7scherer, op. cit., p. 216.
B\bid., p. 217.
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However, prédatory pricing at rates below variable costs may not
be very successful if re-entry can occur without much difficulty. Where
railroads compete with trucks re-éntry may be rélatively easy. Truckers
have comparatively few fixed facilities specialized in particular routes
or services, hence there is littlé economic barrier to re-entry. When
considering barge competition with rail this may not be the case, however--
the ability of railroads to regain losses throhgh practicing predatory

pricing may be rather limited.
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Chapter 7
CONCLUSION

The 1.C.C. Identifies a carrier to possess market dominance when
the proposing carrlier has handled 70 percent or more of the traffic in-
volved during the year before the new rate was filed. |In Graph B (page
L4) involving dominant firm theory, the farther to the left the MCs curve
is (the summation of all the small firm's marginal cost curves is thelr
combined supply curve), the smaller market share the summation of the
smaller firms have and the larger market share the dominant firm has. In
considering the extreme case, when the dominant firm approaches total mar-
ket share activity, (monopoly) the dominant firm's demand curve (dd)
approaches its limit of coinciding with the market demand curve D'D. The-
oretically the 70 percent presumption would be indicated on the graph when
the distance 0Xd is 70 percent of the distance 0X. Should the distance
0Xd be greater than 70 percent of OX, the carrier Is presumed to have mar-
ket dominance. There appears to be no significance theoretically in the
70 percent standard, a number arbitrarily chosen. |If the system were in
equilibrium under the leadership of a dominant firm, regardless of the
magnitude of dominance, there would be no Incentive for the dominant firm
to change its price. Again, the higher rates would encourage more en-
trants and expanded facilities of the smaller firms allowing them economles
of scale advantages, and there would be no Incentive to lower rates be-
cause that position would not enable the domlinant firm to maximize its
profits, or to minimize its losses. The Commission must assume that the

system is not In equilibrium if a firm holds more than 70 percent of the
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traffic Involved and that they can better utilize these resources through
regulation of rates.

The Commission's cost presumption, where the rate in question ex-
ceeds the variable costs of a service by 60 percent or more could be a
valid clue to market dominance and the llkély éxlstence of an Inelastic
demand curve such that railroads maximize revénue at rates significantly
above costs. Market dominance from a pricing standpoint doesn't have
much meaning unless this (s the case. 1.6.c. cost data applied over
broad areas place fully distributed costs on carload traffic at about
30 percent over variable costs. A permlssablé pricing range from 0 to 60
percent over varlable costs would permit an approximately equal variation
above and below fully distributed costs and hence normal profits if traffic
is normally distributed over the 0-60 percént range.

The equipment investment presumption, where a shipper or conslignee
can establish that it has made a substantial Investment in railroad equip-
ment that prevents or makes it Impractical to use another carrier or mode,
may be a reliable indicator of market dominance. Railroads, in some cir-
cumstances, could exercise short-term market dominance where shippers trans-
porting freight in a particular market have made substantial investment in
rall-oriented facilities that may not be quickly liquidated. Therefore the
carrier Is In a position to erode the shipper's capital investment and ab-
sorb Its value through higher rates if there Is not a market for sunken
investment. The market for rall cars probably is not so bad that the ship-
per needs federal price protectlion simply because he has invested in cars.
There may be other, less mobile, rail-oriented equipment and facilities
more in need of federal price protection,

In the presumption where the rate has been discussed by rate bureau
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members, the Commission assumes that when two or more railroads conspire
to fix a rate, the rate is not set by the forces of competition and there-
fore effective competition does not exist and consequently there (s market
dominance. Virtually all rate change proposals go through carrier rate
bureaus. Railroads have high market shares i{n many markets (i.e. coal)
where rates are probably 10 percent above variable costs. If the shipper
must show that only one of the four criteria for market dominance exist

to shift the burden of proof to the carriérs, thén the shippér need not

consider much beyond rate bureau activity.
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Railroads were the first industry in the United States to be brought
under federal price control. This came about with the passage of the Act
to Regulate Commerce in 1887 and the establishment of the Interstate Com-
merce Commission. One purpose of economic regulation was to control the
ability of the industry to exploit the public through its position of
monopoly power and market dominance. Since the regulation was initially
imposed, developments of new transportation modes have weakened the monopoly
position which the railroads once possessed. The legislation established
in 1887 has been amended several times but rate regulations imposed on the
rall industry have continued.

The Rallroad Revitalization and Regulatory Reform Act, signed into
law by President Gerald Ford on February 6, 1976, was designed to provide
for the revitalization of failing railroads through federal aid and the
revitalization of all railroads through regulatory reforms calculated to
enhance the industry's competitive strength.

Under this Act, the Interstate Commerce Commission's powers are
limited and, for rate Increases, suspension is dependent on market dom-
inance by the carrier proposing the rate increase. The Act refers to
market dominance as the absence of effective competition by other rail
carriers and other transportation modes. The Interstate Commerce Commis-
sfon had to further define market dominance as to what constitutes the
absence of effective competition. Congress, in the legislation, set a
deadline date of 240 days after the legislation was signed into law for
the Interstate Commerce Commission to adopt a final definition of market
dominance. |In its initially proposed definition, the Commission outlined
seven market patterns, the presence of one or more of which would indi-

cate a market dominance situation. The patterns fall In four general



areas; rates considered by rate bureaus; the absence or presence of compe-
tition; the ability of a carrier to exact a premium for its service; and
service and commodity characteristics of markets where railroads tradition-
ally have been free of market competition.

The initially proposed definition came under heavy industry attack
and was followed on August 23, 1976 by an interim report outlining four
rebuttable presumptions, and a final report which formally adopted market
dominance rules on October 1, 1976. Market dominance could be found to
exist where; a rate has been discussed, determined or approved under anti-
trust immunity contained in the Interstate Commerce Act; a carrier has
handled 70 percent or more of the traffic involved during the year before
the new rate was filed; the rate in question exceed the variable cost of
service by 60 percent or more; the shipper or consignee protesting a rate
can establish that It has made a substantial investment in rallroad equip-
ment that prevents or makes it Impractical to use another carrier or mode.
A finding in market dominance is not limited to the four presumptions, but
rather, these four presumptions can be supplemented by other evidence
which indicates that effective competition for the movement involved does
not exist.

The final section of the report discusses the literature involving
economic theory and the effect of monopoly regulation as related to con-
cepts incorporated in the final Interstate Commerce Commission's definition.
The very nature of this legislation suggests that Congress recognizes that
the railroad industry does not possess the market powers that it once did
and that the market forces should be relied on to determine freight rates,
rather than regulation. The criteria for market dominance appear self-

defeating in that virtually all rate proposals go through carrier rate



bureaus, therefore grounds for market dominance. |f the shipper must show
that only one of the four criteria for market dominance exists to shift
the burden of proof to the carriers, then the shipper need not consider

much beyond rate bureau activity.



