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ininutes ago—we have excess capacity; we have the l..or prob-
em——

Mr. SpycHALsEl Yes.

Mr. Russo. [continuing]. We have restrictive regulations. What
else would you put into the pie? '

Mr. SpycHarskl. We have talked about public policy insofar as
regulations are concerned. Let’s, of course, talk about the imbal-
ance in public policy insofar as the promotion and taxation of
nonrail forms of transport are concerned. That. point has been
made by several witnesses this morning but I think it is something
that certainly cannot be disregarded.

I have some grave reservations about the adequacy of highway
user charges with regard to vehicles in certain weight classes,
Particularly on certain segments of roadway other than the Inter-
state System. This is a point that is not always appreciated by
some who look at highway weight capacity in a broad-brush sense.
There can in fact be some significant disparities between the
weight of a vehicle and the road that is carrying that vehicle in the
different areas of the country; and this gets into how we fund that
road and how much the vehicle pays for the roadway and whether
or not some of the traffic moving in some areas might be moving
by truck in situations where the cost of the roadway in effect has
been vastly understated; and we see this in our own home State,
Mr. Chairman, with coal trucking. There is just one vivid case
example after another of deteriorated highway.

Mr. Roongy. I used to chair the Pennsylvania Senate Highways
Committee. I know very well some of the problems, like you know
the trucking problems.

Mr. Russo. Is there anything else you would put in that?

Mr. SpycHalsgl I am speaking of the general area of user
charges, of course. That is one element here.

Mr. Russo. In which the barge companies have it made.

Mr. SpycHALSEIL Or their shippers have it made. I don’t think
that the savings have been captured by the commercial barge lines;
they haven’t gotten rich. I think that the benefits have flowed
through to their principal shippers in oligopolistic industries.

Mr. Russo. I have nothing else. I certainly would appreciate it if
You would send some comments in. '

Mr. SpycuALskl I will try to do so as soon as possible.

[Testimony resumes on p. 125.]

[Mr. Spychalski’s supplemental statement follows:]
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JOHS C. SPYCHALSKI
PROFESSOR OF BUSIWESS ADMINISTRATICH
DEPARTMENT OF BUSINESS LOGISTICS
COLIEGE GF BUSINESS ADMINISTRATIORN
THE FENNSYLVANIA STATE UNIVERSITY
BEFORE THE SUBCOMMITTEE ON TRANSPCRTATION AND COMMERCE
OF THE COMMITTEE ON INTERSTATE AND FOREIGN CCMMERCE
U.S. HOUSE OF REPRESENTATIVES
JANUARY 5, 1978

Introduction

The immediate cause of both the Milwaukee Road's fimancial
distress and the modest-to-~mediocre eccnomic condition of various
other Midwestern railways is lack of operating revenue commensurate
with available plant capacity. This phenomenon might cause some
individuals to conclude toat (1) excessive trackage represents the
only cause of the problex and hence, (2) that rationalization of
the existing railway network constitutes the only necessary rewmedy.
Such a conclusion is incorrect. E£xcess plant capacity is but omne
of numerous conditions which have sapped the vitality of both
benkrupt and still-solvent railways in the Midwest-.and elsewhere,
Some of these conditions are largely or wholly internmal to the
railway industry and/or to individual railway firms insofar as
their causes and prospective remedies are concerned. Others,
however, involve various aspects of governwental policy and can
be dealt with only by means of public sector initiatives. The
purpose of this statement is to highlight conditions in the
latter category (and questions posed by those conditions) which
appear worthy of attention in any Congressional efforts that
might be taken to assist the railway industry in achieving a more

favorable level of economic performance.

The Agricultural and Bulk Exemptions: Competitive Handicaps for

Railways

411 rail traffic is subject to economic regulation under the
Interstate Commerce Act. Thus (among other things), no rail rate
can be initiated or adjusted without the observance of sdvance
notice and tariff publication requirements. In contrast, both
for-hire truck movements of agricultural products znd for-hire
inland water movewents of bulk materials are exerpted from regulation

by the Act. Hence, motor and water carriers operating under terms
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'
_of the agricultural and Bulk exemptions, resﬁectively,'ére free to-.
éccept or rejeét-traffic whenever, wherever, and with'whbmever
taey ﬁlease, and may price their services.on-whatever terms fney
find it possible to comwand in transactions.with shippers. No
rate publicatien or notice requirementf apply to exempt carriers'
charges.

The bandicap which this set of circumstances imposes upon
rail firms competing for the movement of rate-sensitive coﬁmodities
such as grain -- which represents the leading transportable proddct
of much of the Hilwaukee Road's territory -- is obvious. Exempt
carriers, or brokers of the services thereof, can use published
rzil rates as pricing bench merks against which to "sharpshoot’ -~
i.e., to set whatever prices they deem accertable for particular
movenents in Tail-competitive situations. Railways cannot readily
respond with rate éhanges of their own, because regulation prevents
instantaneous or timely respoases to exeupt competitors' pricing
actions.

The greuter pricing flexibility enjoyed by exe.pt corr.sos
«lso enables them to achieve a higher degree of efriciency in
equipment utilization. For example, exempt barge rates on grain
fluctuate freely in response to changes in the demand for, and
supply of, barge lines' grain carrying capacity. DJduring peak
periods, they sometimes exceed regulated rail rates by more than
20C percent. At otaer times, they decline to levels well below
the lowest published rail grain charges. Water carriers fuced
with such a pricing environment bave a very pointed incentive to
maintain their capacity at levels which, in terms of cost reguire-
ments, will not greatly exceed the aggregate value which their
customers place upon water transport service during peak and off-
peak periocds taken together.

If such ratemsking flexibility were possessed by railways, it

is likely that the chronic problem of severe seasonal shortages in

prain-carrying rolling stock would not exist. Moreover, grain

shippers would not be induced, as maﬁy presently are, to rely upon
exerpt water and motor carriers for the fulfillwent of their basic
tonnage movenent requirerents, aﬁd to use rail transport only as a
residual medium during periods when exempt barge and truck rates

exceed rail rates and/or when disruptions occur in the availability
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of exempt water and motor carrier services. The fact that numerous

grain shippers have relegated rail service to a secondary or supple-

mental rolé in fhe fulfillment of their overall transport needs

stfongly suggests that the Congress should thoroughly probe the

guestion of whether statutorily-prescribed common carrier obliga~

tions are still appropriate for railways in transport markets where

they face competition from exempt motor and water carriers.

The anomaly which the agricultwral éﬁd bulk exemwptions pose
in the area "of social control of price discrimination also merits
attention during any future Congressional review of rail carriers’
common carrier obligations. Under the provisions of the Interstafe
Commerce Act, railways presently face restraints against rate and
service discrimination which greatly exceed those imposed upon firms
engaged in the sale of goods by the Robinson-Fatman Act. Further-

more, exempt water and motor carriers face no statutory anti-dis-

criminatory controls whatsoever, because the Robinson-Fatman Act

does not apply to the sale of services. An investigation of this
anomaly should center upon evidence pertaining to tke primary
determinants of a carrier's propensity to engage in price discrim-
ipation, i.e., (1) the extent of the carrier's monopoly power in
the individual mérkets or submarkets which it serves, and (2) the

nature of its cost structure and unit cost behavioral characteristics.,

Liberal -Regulation of Entry into Motor Carriage

The Interstate Commerce Commission's policy toward the issuance
of new motor carrier operating authorities —- i.e., certificates of
public convenience and necessity for common carrier services, and
permits for contract carriage -- is popularly portrayed as being
hiébly restrictive (and has become the object of a mounting tide of
vociferous criticism for its alleged anticompetitive consequences).
Hoviever, a review of the record of Commission acticn in this area
reveals that approvals of new operating authority applications --
oriented toward truckload lot-sized wmovements of raw and semi-
finished materials end finished goods -- have mushroomed since the

mid-1960"'s, and are continuing at an accelerating pace. It is
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common knowledge to all who transact business in freight transport

markets that operations conducted under such authorities, aided by

line haul economnies derivga\frmethe Interstate Highway Systew and
by the widespread use of so-~called owner-~operators (who lease their
driving services and vehicles to irregular route common curriers
which possess the operating euthorities), have penetrated deeply
into the movewment of traffics over distances traditionally con-
sidered captive ‘to rail transport. In territory served by the
Milwaukee Road, such truckers have captured a growing share of
westbound madnufactured goods together with eastbound agricultural
commodities solicited as backhaul traffic under the freedoms
accorded by the agricultural exemption. The rail losses exacted
by such inroads include both traffic actually shifted from rail

to highway, and a dampening of rate levels and earnings on
commodities still moving by rail.

Another facet of the Commission's liberal dispensation of new
operating authority involves manufacturing and merchandising firms
with private trucking fleets. Through the use of adroit strategies
during the application process, a number ?f such-firms have
succeeded in converting their motor oper;;ions from private
carriage (in terms of legal form) to either contract or irregular
route common carrier status for the purpose of obtaining revenue-
producing loads in backhaul situations where traffic related to
their own primary business'activity is upavailable. This can and
often does direct a double blow at rail transport. The shipper's
economic commitment to the self-movement of traffic related to his
own primary business is reinforced, while the for-hire backhaul

traffics can be drawn from forays into additional rail markets.

Still another rail-competitive thrust by motor carriage, of
particular significance in the agribusiness-oriented Midwest and
Pacific Northwest, is the Interstate Commerce Act-based exemption
which permits agricultural cooperatives to engage in the inter-
state for-hire trucking of non-farm commodities for non-members.
Legal use of this exemption requires that non-member for-hire
traffic be limited to no more than fifteen ﬁercent of 3 coopera=
tive's total annual interstate transportation services, measured
in terms of tomnage, and involve vehicle movements or route patterns

incidental to and supportive of the cooperative's primary or member-
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ship-related trucking activities. However, there is reascon to
question (1) the effectiveness with which this limitation has been,
and can be, enforced, and hence (2) the actual extent of its

influence upon transport competition.

Motor Carrier Deregulation: Negative Impact for Railways?

In testimony given before the Senate Subcommittee on Antitrust
and Monopoly on Cctober 27, 1977, Assistant Attorney Gemeral Joﬁn H.
Shenefield declared that the Carter Administration "is committed
to substantial deregulation" of trucking. An extended critique of
arguwents favoring such action‘exceeds the ambit of this statement.
Of immediate relevance here is the possibility that termination of
motor carrier entry control and rate regulation would compound the
adversities which have already been imposed upon railrrate levels,
traffic volume, and earnings by the Interstate Commerce Commission's
prolific issuance of operating authorities and by the agricultural
and bulk exemptions. It thus seems essential that any legislative
move toward truckling deregulation be deferred until a full range
of evidence concerning its probable intra- and intermodal compe-
titive consequences can be gathered and evaluated. And, a related
ratter deserving of scrutiny in such an investigation is the
question of whether existing regulatory restrictions on railway-
owned and controlled motor carrier operations should be repealed
concurrently with either legislated or commission-administered

decreases in constraints on entry into for-hire motor carriage.

Do Truck and Barge Rates Adequately Reflect Costs?

Widely-acknowledged, long-criticized, and still-existent
governmental policies have resulted in the sale of motor and water
freight services at rates which do not properly reflect the public
costs of providing highway and river navigation facilities. The
need for corrective action in this area is most glaring in ianland
water transport, which has persistently remained virtually free
from user charges. The enactment of legislation requiring the
payment of user fees on specific segments of tne waterway system
at levels commensurate with the construction, maintenance, and
operating outlays relating to each segment is the only appropriate
course of action if the Congress wishes to minimize freight trans-
port subsidy needs from the vantage point of the freight transport

network taken as a multi-modal nationwide whoile.
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The highway system taken en toto is heavily supported (approxi-
mately 80 percent) by user charges. But, are the totals provided by
user charges appropriate vis-a-vis the amounts financed by other
types of taxes? And, do user tax revenues generated by vehicles in
particular size and weight classes properly reflect (1) toe benefits
which their operators derive from road hsage, and/or (2) the
specific construction and maintenance costs occasioned by their
operation? The quest for an answer to the latter question is
complicated by the fact that wany highway cost elements cannot be
traced on a causal basis, or in a relatively unambiguous manner,
to particular vehicle classes, let alone individual vehicles.
Nevertheless, there is strong evidence of the existence of ﬁnder—
payment.on specificrsegments. For example, the states of Ohio and
Pennsylvania contain much physically depreciated road mileage in
areas where large volumes of heavy machinery, steel, coal, lime-
stone, and even iron ore (between a Lake Erie port and Youngstown)
move by truck. Studies of portions of this mileage reveal that its
upgrading to, and maintenance at, capacity levels comwensurate with
traffic requirements cannot be financeq via existing uger charge
revenues.- -

There is a need for the performance of more extensive research
in this general subject area. Analyses based on the famous AASHO
road tests conducted at Ottawa, Illinois in the late 1950's comnsti-
tute the most recent effort to ascertain linkagés between road
costs and vehicles in all weight and size classes, and the student
of transport economics and policy who searches for a reasonably
definitive study of the benefits derived from road usage by distinct
classes of vehicle operators will labor in vain.

Additional problems of equity and economic efficiency in
competitive relationships between road and rail transport arise

from differences in ownership risk, fixed cost burden, and property
taxation. Private ownership of right-of-way causes rail firms to
bear both larged fixed capital and maintenance costs and the risk

of capital value losses in the event that traffic sources decline

Pennsylvania Coal Transportation Task Force, Coal Trans-
portation in Pennsylvania, Working Paper No.l, November 22, 1977,
Pp.13-14.
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or dissppear. Rail right-of-way is, of course, also subject to
real estate levies in most taxing jurisdictions. In contrast,
tﬁe payment of motor fuel taxes, the principal source of road
user-generated revenue, varies with vehicle operation. Thus, a
notor carrier need not contribute toward line baul right-of-way
costs when decreases in bis traffic volume and gross revenues are
matched by decreases in the vehicle mileage which he operates —--
except to the extent of his payment of license fees and certain
other user charges of lesser significance, which remain fixed
within the spsn of a calendar year. Capital loss risk in the event
of either geographic snifts or complete losses of traffic is con-
fined largely to the motor carrier's own terminal facilities (and
the latter are frequently highly saleable, unlike the heavily
specialized investment that comprises rail track and roadbed).
Finally, no property tax element enters into the comstruction of
highway user taxes.

In addition to the problem of understatement of public costs
in wotor carrier rates, there is also some symptomatic evidence
that rates cherged for rail-competitive motor carrier services,
particularly in the exempt agricultural sector and in long-distance
truckload lot-sized movements of regulated commodities, do not
fully cover the long-run marginal costs (including a suitable
driver's wage allotment and a rate of return on vehicle investment)
actually incurred by carriers and/or owner-operators. The likeli-
hood of such a misallocative result in the form of persistent,
widespread bona fide ruinous rate competition is denied by most
econcmists, wao look upon motor transport as an industry in which
unrestrained price competition is -- or would be, in tne absence
of regulation -- highly if not perfectly workable. 4 minority of
transport acadesicians dissent to varying degrees from tnis view-
point, as do some seasoned participants in transport markets, who
claim baving witnessed situations in which motor carrier bebavior
and performance differed markedly from conditions and outcomes
portrayed by economists. The fact that long-distance truckload
rates on numerous commodities now closely approximate rail costs
for coamparable lengths of haul suggests a need for furtoer
exploration of, and possible action on, tnis matter -- conventional

arguments of economists and advocates of motor carrier deregulatioen

notwithstanding.
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Some Potential Changes in Railway Rate Regulation

Earlier portions of tnis statement dealt with various conditions
(e.g., control of rrice discriminution, anowmalies occasioned by the
agricultural and bulk exemptions) that, when fully evalusted, might
indicate a need for significant changes in railway rate regulation.
nmong such potential changes are the following:

1. Exewptions from rate regulation paralleling tnose presently
applicable to motor and water transport.

2. Contract rates, wihich could provide railways with a means
for developing stronger bonds with shippers, and thus decrease the
uncertainty attaching to investments in (a) rolling stock, and (b)
line and terminal capacity, particularly in situations where such
capacity is devoted largely or wholly to one or relatively few
shippers.

Conclusion

To look upon contemporary lMidwestern and Western railway

problems as stemming solely from duplicative line and terminal
capacity is to disregard nuwerous other contributing causes which
must also be corrected if the railway industry as a whole is to
attain a satisfactory level of performagbe and lead a self-
sustaining existence insofar as the supply of freight services

is concerned. Moreover, these corrections must cowme soon. The
price of undue study, debate, and unwillingness to confront highly
controversial issues in a decisive manner will most likely be

continuous goveranmental subsidy.
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Mr. Roon. .. Thank you very much, Professor. )

I want to say this: Usually with the last witness the people in
the chamber leave. You have held everybody _spellbound this after-
noon, which indicates to me that Pennsylvania State University is
still No. 1.

Tha.%k o Thank much

.'SPYCHALSKI. ou ve .

ﬁ; RoonEey. For the rzcord, liywould like to enclose a letter |
received from the Department of Transportation of the State of
Wisconsin, from Mr. Dale Cattanach, secretary; and also a state-
ment from Mr. W. N. Deramus III, chairman of the board, Kansas
City Southern Railway Co. )

Mr. Rooney. That concludes our hearing. _

[The following letters and statement were received for the

record:]



126

OFFICE OF THE SECRETARY
Room 1208 Hill Farms Siate Office Bidg,

January &, ' 1978 Teteohons 266-1113

The Honorable Fred B. Rooney, Chairman
Transportation and Commerce Subcomnmittee

House Interstate and Foreign Commerce Commlttee
U.S. House of Representatives:

Suite 2313, Rayburn House OFfice Bldg.
Washington, D.C. 20515

Dear Representative Rooney:

As Secretary of Transportation for the State of Wisconsin | wish to
commend you for your prompt decision to hold a hearing on the bankruptcy
action of the Chicago, Milwaukee, St. Paul and Paciflc Raflroad. ([t 1s
certainly timely for Congress to focus Its attentions on the problems
facing not only that railroad but several others in the midwestern
section of the nation.

The purpose of this letter Is to Inform you of the importance of the
Milwaukee Road to Wisconsin, to urge federal attention to the midwest's
railroad problems, and 1o advise you that Wisconsin stands ready to help
In any way that it can. L

The Milwaukee Road Is very important to the State of Wisconsin. It is
mere than a coincldence that the rallroad carries the name of our largest
city. It provides 24 percent of our rail mileage and carries 25 percent
of our rail traffic. 1t acrually constitutes almost 50 percent of the
rail mileage in the southern and eastern portlions of Wisconsin - our
most popuious area.

The Milwaukee Road serves each of cur elght largest cities and all but

four of our twenty largest citles. It carries 942 of the AMTRAK milsage
In the state. For 184 Wisconsin communities It provides their only rail
freight service. 1t directly employs close to 3,000 Wisconsin citizens.

Such a railroad Is far too important - both to the Wisconsin economy and
to the national transportation system as a whole - to parmit its further
physical and financial deterioration. Because of that Importance, we
need assurances that currently viable and essential lines and services
w11l be continued in operation In a way which will adequately meet the
needs of Wisconsin's and the nation's commerce.

Wisconsin has recognized this importance long before the current bankruptcy
crisis, and, though we do nat yet possess all the tools we might desire
to financially or otherwise aid the railroads in our state, we are not
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standing by idly. Our Legisiature has provided funding to meet the
matching requirements of rail service continuation assistance programs
under koth the 3R and 4R Acts. We have upon several occasions supported
the railroads, including the Milwaukee Road, in abandomment actions,
recognizing their need to eliminate costly sections of lightly used
line, Over a year ago our Governor supported the Milwaukee Road's

application for federal assistance under Title S of the 4R Act and,

with federal approval of a part of that application, our Legislature

took specific action to ease the tax burden associated with sale of the
preference shares then authorized to upgrade its mainline through Wisconsin.
And when the Milwaukee's bankruptcy.action was recently anncunced,
Wisconsin's Governor Martin J. Schreiber immediately urged regular
customers of the railroad to "take a 'business as usual’ attitude until

the air can be cleared." He pointed out that "the worst thing that

could happen would be for customers to abandon the railroad because

such action would severely impair the company's abllity to successfully
restructure financlally and continue to serve."

Right now, we in the Wisconsin Department of Transportation are explioring
a variety of possible ways in which the state can be more helpful to the
Milwaukee Road, as well as to our other financially struggling railroads,
in achieving increased business and gaining a strengthened condition.

As we do this though It becomes increasingly clear to us that the federal
government must take the lead in addressing the rapidly emerging problems
of the rallroads of the midwest, as those rallroads and problems far
transcend the borders of an individual state. However, in urging a
federal Tead we would also urge that Congress and the federal government
not lose sight of the Important role that the indlvidual states can and
shoyld play in such matters.

We believe the states can have much to offer constructively in bankru',:atcy
proceedings and in the eventual restructuring of any railroads oper§t|ng
within their jurisdiction. We have been involved In rail planning in
conjunction with the 3R and 4R Acts, for cver three years and as a .
result of our efforts have some ideas on how the system may be streamlined
without significant Impact on Wisconsin communities and shippers. \.vle
particularly hope that Congress will seek the advice of the sta_tes in
developing any new legislation and that the Executive Branch will continue
to work with the states in implementing the programs you authorize.

Again my appreciation to you for your responsiveness to this Issue, Ye
in Wisconsin stand ready to assist where appropriate.

Singerely,
oy

Dale Cattanach
Secretary

pCinlt
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CONRAIL

JOHN L. SWEENEY
VICE PRESIDENT
GOVERNMENT AFFAIRS " January 6, 1978

Honorable Fred B. Rooney

Chairman, Subcommittee on Transportation
and Commerce

Committee on Interstate and Foreign -Commerce

U.S. House of Representatives

Washington, D.Cc. 20515

Dear Mr. Chairman:

t:_:onraJ:.l wis_he; to offer the following observations about
the s:_.tuatlon arising out of the Milwaukee Road bankruptcy
position:

Insofar as lines of railroad operated by the Milwaukee
Road are concerned, it would appear that Conrail would be
1nvglvgd only with Milwaukee's Line from Chicago, Illinois to
Louisville, Kentucky, which intersects, Conrail at Chicago Heights,
Delmar, and Danville, Ill., and at Terre Haute, Beehunter, Elnora,
and Seymour{ Indiana. In the event that any or all of this north-
south llye is liquidated, Conrail will be agreeable to exploring
the possibility of serving rail customers at common points.

Insofar as subsidiary lines of Milwaukee Road are concerned,
Conrail is deeply involved with the Indiana Harbor Belt Railroad.
This Class I switching and terminal carrier is owned 51% by
Conrail, 49% by Milwaukee Road. IHB serves as Conrail's primary
route for @he interchange of westbound traffic, and Blue Island
Yard functlons as Conrail’s classification yard for eastward
traffic received from connecting lines at Chicago. For this
reason, it is essential that Conrail be represented in any
discussions that involve a transfer of the Milwaukee ownership to
another entity.

Sincerely,

} // ) ’
Lot 2 goreecne.
Johh L. Sweeney

JLS/cdt
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An IS Industries Company William J. Taylor s Central
Presiden! and e i Railroad
Chicf Operating Offices Tvaiiinos Cenler
. 233 North Michgan Avenue
Crucago. IL 60601
{312} 565 1600

January 10, 1978

The Honorable Fred B. Rooney
U. S+--House of Representatives
Washington, D. C. 20515

Dear Chairman Rooney:

We understand that, at your Subcommittee hearing on January 5
relative to the receivership of the Milwaukee Railroad, there
was discussion and some confusion as to the 1977 earnings of
the ICG Railroad.

Apparently the source of any uncertainty lies primarily in ac-
counting methods, as shown by the enclosed single page statement.
The Interstate Commerce Commission chart of accounts charges
virtually all roadbed investments in a given year, however, long-
term they may be, against the current earnings for that year;

this is known as '"betterment accounting. " Our railroad is re-
quired to report to the ICC on this basis. :

Our public reports to shareholders, creditors and the investment
cormumunity, as audited by public accountants and filed with the

SEC, are prepared under Generally Accepted Accounting Principles
(GAAP). We use ""depreciation accounting' for long-term invest-
ments in railroad roadbed, which are capitalized and depreciated,
just as in the case of freight cars, buildings and other capital
assets, and consistent with normal accounting practice in virtually
all non-rajlroad businesses.

During recent years, and particularly in 1977, we have invested

heavily in the roadbed on a long-term basis. Therefore, you can
understand that the more we improved our property, the worse we
looked financially, under the ICC ''betterment accounting'' method.
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The 1lor - 'ble Fred B. Rooney
January iv, 1978
Page 2

The immediate effect on carnings under GAAP ''depreciation
accounting' was much Iess, because long-term roadbed in-
vestnients are written off against carnings over the life of
the investment rather than all in the first ycar. Obviously,
we expect the investments to be useful and profitable over
their economic lives. :

The diffcrence in a year of big roadbed improvement can be
very large. The ICG Railroad carned $22. 320 million in net
income after taxes in 1976 under the GAAP method and only
$15. 227 million under the ICC method, a difference of
$7.093 million.

For the first ten months of 1977, the ICC method produced
net income after taxes of $6.226 million for the ICG Railroad,
compared to $31.430 million under the GAAP method.

Under the GAAP method, approved by our auditors and the
SEC, the ten months net income in 1977 was $31.430 million,
almost double the $15. 954 million eatned during the same
period of 1976.

We hope these remarks help to eliminate any confusion that
arose. )

Very truly yours,
ORIGINAL SIGNED
W. J. TAYLOR
Enclosure
cc: Honorable A. Daniel O'Neal, Jr.
Chairman

Interstate Commerce Commission
Washington, D. C. 20423
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ICG EARNINGS - 1977 Compared to 1976

(Millions) (Including Real Estate)
ICC Basis GAAP Basis
1977 1976 1977 1976

Third Quarter

Pretax $(7.3461) 3$1.941 $2.915 $2.324

Net Income {7.3561) 1. 898 2.545 1,701
9 Months

Pretax (. 453) 11.458 21.877 14.530

Net Income { .463) 11.340 20.913 12.505
Ten Months

Pretax 0,226 15. 670 32.522 20.012

Netl Income 6.220 14.432 31.430 15,954

() loss
s gk o ok ok sk ok ok ok ok ok ok ok ok ok ok ok ok ok ok ok ok ko ok

NOTE: Pre-tax figures are computed and do not appear
as such in ICC reports; net income figures do
appear in guarterly ICC reports, but monthly
reports are not filed. Thus, there is no ICC
report for 10 .nonths.

1/10/78
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Kansas City Southern Industries, Inc.

114 West 11th Street, Kansas City, Missouri 64105

danuary 13, 1978

IRVINE O_HOCKADAY. R
President

Hon. Fred B. Rooney
Suite 2313

Rayburn Building
Washington, D. C. 20515

Dear Representative Rooney:

During recent weeks, largely in the wake of the Milwaukee
Rgad bankruptcy, much publicity has focused on rail problems in the
Midwest. Kansas City Southern Industries, Inc.'s rail subsidiary
has been in the spotlight, lumped with so-called "marginal" carriers.

. I am taking this opportunity to state emphatically that
Kansas City Southern Railway Company is not a marginal carrier. The
enclosed Tetter, which I hope you will read, provides factual support
for this conclusion.

. It is frustrating to continually fight for our market share
in the face of Government policies which have favored our barge and
truck competitors and then have Government officials state that our
prospects for survival are not good. We will have more to say about
these Government policies in the coming dialogue with DOT.

) ) For now, I merely wish to bring this problem to your atten-
tion, in the hope that you can assist in encouraging officials in
agencies which report to Congress to become aware of the facts per-
taining to companies about which they chose to comment and to recognize

the ramifications of casual statements made to the press. I particularly

§tress_how needliessly damaging these inaccurate remarks can be to the
investing public, stockholders and employees.

incerely,
“~S§Af~\

Enc.
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Kansas City Southemn Industries, inc.

114 West 11th Street, Kansas City. Missoun 64105

January 12, 1978

IRVINE O. HOCKADAY. JR.
Preswent

The Hon. Brock Adams
Secretary of Transportation
400 Seventh Street, S. W.
Washington, D. C. 20590

Dear Mr. Adams:

The Wall Street Journal today quoted "Federal officials" as
stating that several railroads, including the Kansas City Southern, "
not doing well" or "have dubious long-term prospects”.

are

The Wall Street Journal reporter declined to name these per-
ennially faceless Federal officials but stated that he talked with people
at the Department of Transportation and Interstate Commerce Commission.

Insofar as Kansas City Southern Railway is concerned, the state-
ments made by these two Governmental agencies are wrong. The statements
indicate either an almost unbelievable ignorance of the facts or a shock-
ing willingness to ignore facts which are publicly known and readily avail-
able. While I recognize that you cannot control everyone in your organi-
zation, public officials have a minimum obligation to act responsibly when
making public statements. Such officials should go to the trouble of get-
ting their facts straight.

The facts are that:

1. In 1977, Kansas City Southern Railway (KCSR) earned approxi-
mately $8.2M after tax, its highest earnings level in ten years.

2. Further, in 1977, KCSR had one of the highest maintenance of
way ratios in the rail industry (approximately 18%). Considering the sub-
stantial dollars spent on maintenance and the earnings level achieved, 1977
is perhaps the most successful year in KCSR's entire history.

3. In 1977, KCSR's return on equity will be one of the highest
in the rail industry.

4. A frequently used Interstate Commerce Commission measure of
successful rail operations is the ratio of net railway operating income to
revenues (computed in accordance with 1.C.C. methods of accounting). KCSR's
1677 ratio in this regard will be among the highest, and possibly the high-
est, in the railroad industry.
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rhe Hon. Brock Adams -2- January 12, 1978
wash1ngton, b. C.

As_to future prospects, the Railroad's performance in 1978 should
ontinue to improve. It is interesting to note that on January 9, 1978,
tandard & Poor's Invespment Advisory Survey chose to rank Kansas City
Sou;hern as one among nine companies with superior earnings prospects for
1978-

. _IF is unfortunate that Government officials in positions of
espons1b111ty do not_have a more comprehensive understanding of the avail-
ab]e facts before making public pronouncements.

Kansas City Southern Railway has over 3,000 employees in six states
who worked hard qnd succeeded in making 1977 a banner year. Kansas City
SOuther‘n InQustr1gs, Inc., the parent company, has thousands of stockholders
et had their dividend rate increased twice during 1977. It is unfortunate

at ind1v1du§1s in your organization manage to disregard relevant facts and
the same time ignore the interests and efforts of thousands of employees

atd stockholders.

an

I woulq be 1ndebt§d to you for any specific suggestions you have
a5 tO how this kind of unfairness can be avoided in the future.

Sincerely,
L §

P.S. 1 gnclose a copy of a Jetter I sent you last January 5,
1978, which you have not acknowledged put which I had hoped
would have prevented what now has happened.

I.0.H4,,dr.

Enc-

A Bven\oe
e B s 4 ol

WINE O. HOCKADAY, A
Presicient
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Kansas City Southem Industries, Inc.

114 West 11th Street, Kanges City, Miasouri 64105

January 5, 1977

The Honorable Brock Adams
Secretary of Transportation
400 Seventh Street, S.W.
Washington, D. C. 20590

Dear Mr. Adams:

You have been quoted in the New York Times and in the local
Kansas City paper concerning your judgments about the middle western rail-
roads. 1 recognize that reporters frequently are highly selective in what
they quote. However, your emphasis seems to be that some railroads in the
Middle West are bankrupt, and those that aren't, soon will be. Never has
there been mention of the fact that there are some profitable railroads in
this part of the country.

In fact, Kansas City Southern Railway is just completing perhaps
its most profitable year ever. The publicity which is being generated
concerning rail transportation in the Middle West is a disservice to our
stockholders and is inaccurate insofar as our company is concerned. I
thought you should be aware of our views and I will be glad to send you
detailed financial information to support my comments, if you think that

appropriate.
incengly, ]

STATEMENT OF W. N. DERAMUS III,
CHATRMAN OF THE BOARD, KANSAS CITY SOUTHERN RAILWAY COMPANY

The proposal being made by John W. Ingram to form a consort%um
of Midwestern railroads was not discussed with anyone at the Kansas City
Southern Railroad. We learned about this proposal through the Stephen Aug

article of Wednesday, Januaxy 4.

We have not seen the proposal and certainly hav» not had any
opportunity to study it. Such a proposal would require a great deal of
study as to feasibility and assessment of potential benefits and
detriments to a carrier such as KCS.

Mr. Ingram's proposal, as reported in The Washington Star, would
form FarmRail among five railroads. It is interesting to note that, of
those, only the KC5 and ICG are profitable. There would appear to be no
advantage to KCS stockholders to take on problems of bankrupt or nearly
bankrupt carriers. The problems of railroads in the Midwest cam be solved
in other ways, including holding down subsidies to competing modes.

[Whereupon, at 1:23 p.m., the subcommittee adjourned.]

O



