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CHAPTER 6

SENSI TIVITY ANALYSI S

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

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

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

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

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

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

| MPROVED COAL REVENUES

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

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

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

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

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

TABLE 22
| NCREASED COAL REVENUE

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

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

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

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

FAI LURE TO ACHI EVE OPERATI NG | MPROVEMENTS

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

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

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

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

TOTAL | NCREASE + 1845 M

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

TOTAL 7300 T 1363

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

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

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

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

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

TABLE 24
UNI FI ED CONRAI L

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

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



