CHAPTER 1
SUMVARY

PURPOSE AND APPROACH

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

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

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

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

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

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

THE BASI C FI NANCI AL PRQJECTI ON

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



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

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

REVENUES

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

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

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

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

OPERATI NG COST

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



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

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

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

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

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

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

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

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

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

of 58 percent is possible if national coal production doubles

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

t he sane anount.

Qperating Inprovenents WIIl Fall Short of USRA Expectations -

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

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

achieved (see Chapter 6 for conplete details).

The Federal Covernnent May be Burdened with a Higher Initia

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

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

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

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

SUMVARY | MPACT

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

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

| nprovenent s
4, Def i ci ency Judgnent

(Assunme assets val ued

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

am;
==
oo
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THE FEDERAL COVM TMENT

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

Di rect Q her Defi ci ency

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

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

| SSUES AND QUESTI ONS

In the short tine available to conplete this report, many
questions were |left unanswered or, to speed the analysis, sim
plifying assunptions were enployed. Nonet hel ess, conclusions were
reached that merit serious consideration. O her questions need nore
i nvestigation.
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On bal ance, the downside risks for ConRail fromthe basic
USRA forecast are greater than the upside profit potential.
This nmeans it is likely that the cost to the Federal go-
vernnment of the ConRail package will exceed that anticipated
in the USRA forecast, perhaps by billions of dollars

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

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

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

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

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

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

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



