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EXECUTIVE SUMNIARY

. This report Assessing the Potentzal for Improved Functzonmg of the Grain
Merchandzsmg/Transporzanon System, was prepared by Apogee Research, In¢: for the
Federal Railroad Administration. It is' conceried’ with grain-market’ operatlons and ra11
transportation for grain, with pamcular focus on rail-car supply for grain fovement.* Th1s
study examines the nature ‘and root causes of the phenomenon of rall-car shortages in the
gram transportatlon system \ : e T

The true character of car-supply issues and the nature of car shortages can be
understood only in the context of the workings- of the phy51cal grain market and,in"
particular, the ways in which grain elevators and merchandisers conduct their busmess
operations, and the ways in Wthh these gram traders relate to one another and to the gram-
hduling railroads. ' S ' o o

i*  Elevators buy the grain crop from farmers at-harvest time or-inthe followmg months
(significant amounts of grain are often held in on-farm storage) and Hiold it 'until they
perceive .good opportunities for selling; typlcally, elevators sell to'merchandisers who,’in
turn, sell to domestic processors and feeders, foreign buyers, or to one another. In the late
fall and winter, when the car-shortage phenomenon occurs, the upper part of the Mlss1ss1pp1 '
River 1s closed and virtually- all long -distance grain movements are by rail.

For the most part grain is traded in free and open markets, and it is bought, sold, .
and distributed in a series of transactions made under intensely competitive conditions.
Perhaps not surprisingly, the system works with a high degree of efﬁ01ency End—users get
the grain at competitive prices, and feeders and processors do not have to carry large _
inventories; they trust the system to provide grain in the amounts and at the tunes des1red

- The one area, perhaps the only one, in which this system does not work efficiently is
that of allocation of grain cars among competing shippers in times of peak demand for grain
and for rail movement of grain. Presently, the market has only a limited role in grain car
allocation; there are 51gn1ﬁcant regulatory and 1nst1tut10na1 restraints on both railroads and
grain traders in thls regard..

This study seeks to provide a clear understanding of what the car'-shortage problem is,
and what it is not. The phrase "car shortage" implies, or is often taken to mean, that the rail
system’s capacity to move grain is somehow inadequate in a car-shortage period. In fact, car
shortages, and certainly those that have occurred since 1987, occur when the system is
working at maximum capacity, moving large amounts of grain. Discussions with elevator
managers and key people at grain merchandisers revealed no reports of major transportation
failures (since 1980) in the sense of processors or feeders not receiving grain in a timely '
fashion or exporters forced into default or payment of heavy ocean demurrage.

The problem is not that grain faiis to reach buyers. In peak-demand times, high cash
bids for grain, combined with inflexible rail rates, create attractive trading opportunities.



The system cannot accommodate all the traders that want to ship grain at existing transport
rates in a peak-demand period. If they could all ship, the high cash bids would come down
and the attractive trading margins would shrink drastically. Thus, the real problem is that
inefficient, non-market methods are used to allocate scarce grain-transport capacity among
competing users of rail grain transport. Further, the same factors that cause inefficient
allocation also act to restrain investment in rail grain capacity.

THE ALLOCATION PROBLEM

When demand for grain cars increases sharply, typically in late fall and winter in
response to export sales, railroad rates do not rise to market-clearing levels. For both legal
and other institutional reasons, rail rates are sticky and tend to resist upward pressure.
Railroads can, of course, make changes in the tariffs for grain shipment. However, the
current requirements impose a 20-day advance filing for a rate increase. In a fast-moving
grain market, this appears to be a significant restraint on pricing flexibility. As a
consequence, peak demand for grain transportation may exceed the available supply; at the
prevailing prices, railroads will not be able to provide cars and service to all customers in a
short time period. "

As long as a non-market allocation system is used, this situation will recur. There is
no economic justification for carriers to buy enough grain cars, and make other necessary
rail investments, to move all the grain that traders want to ship at a peak-demand time when
carriers are receiving non-peak rail transport rates. Thus, when demand for rail transport of
grain rises high enough and rail rates do not rise in response, railroads will face demand for
more service than they can provide.

Some or all railroad customers will be compelled to accept delays, uncertainty, and
the inability to ship at what they perceive as the optimum time. Under current institutional
arrangements, this situation is inescapable. The only alternative is to invest in too much
grain-carrying capacity, which would be idle for much of the year.

Some rail grain-transport rates are flexible. Leased-car rates and secondary-market
prices for Burlington Northern (BN) certificates of transportation (COTs) fluctuate freely;
further, both BN COTs and Soo Line’s certificates are initially sold in auctions (called, by
the Soo, Protected Equipment Rate Exchange (PERX)). Not enough cars are priced and
allocated in this way, however, to prevent shortages from occurring. Further, some railroads
pursue policies that restrict grain traders’ flexibility to use private cars.

In the absence of significant institutional change, grain-car shortages will recur fairly
regularly and the costs imposed on traders and farmers by inefficient allocation of grain-
transport capacity will be a permanent feature of U.S. grain marketing. Within the scope of
this study, we have no way to quantify the costs stemming from this inefficiency, but this is
where the true economic costs of car-supply problems reside. When demand for grain cars
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rises to the point where the system comes under strain, cars are allocated not to those who
can make the most economic use of them, but, in effect, to those who win a lottery.

THE CAPACITY ISSUE

No strong analytical basis was identified for judging whether the available supply of
covered-hopper cars is the economic optimum. There are, however, good reasons for
believing that the fleet may be somewhat sub-optimal. After a long period of decline the
total number of C-113s (the type of covered hopper used for grain carriage) in service has
begun to increase slightly, and there is no indication that the proportion of these cars used in
grain service has diminished. Thus, some investors (railroads, apparently) now believe that
an increase in grain-movement capacity is justified.

Importantly, the same institutional factors that cause shortages and inefficient
allocation of rail cars also act to suppress investment in rail grain-transport capacity. In
different ways, both railroads and other investors are discouraged from investing in grain
cars by the current set of institutional arrangements. Railroad incentive to invest in grain
cars is dampened by the restraints on upward flexibility of rail rates. Rail rates do not move
up with the market in a demand surge, so rail carriers do not receive the revenue increase
that would flow to them from increased rates. In the absence of market-clearing prices for
rail grain movement, part of the peak demand is converted into delays, uncertainty, and
missed opportunities (from the point of view of the grain trader) and part becomes revenue
for those grain traders who, through leased cars or otherwise, control grain cars.

Incentives to private lessees of grain cars to increase the number of cars they hold are
reduced by railroad restrictions on entry of private grain cars. The current rule, embodied in
a 1989 decision of the Interstate Commerce Commission (known as SCOT-3), is that a
railroad may refuse entry to a customer’s private cars as long as the rail carrier is willing to
provide grain cars to that customer. This necessarily restricts the opportunities for grain
traders to use their own cars.

REMEDIES

One attractive arrangement explored here involves the removal of the institutional
restraints on both rail rate flexibility and access for private grain cars. The analysis suggests
that these two changes are inextricably linked; neither can work without the other. If
railroads have full rate flexibility and the power to restrict private cars, the balance of market
power would tilt too much in their favor. On the other hand, if private cars have free access
while railroads do not have pricing freedom, grain traders holding cars are in a position to
take financial advantage of both railroads and other grain shippers. The answer is for
railroads to be free to set prices on grain cars and movement and for private-car holders to
have open access to railroads, with the railroads free to offer whatever payments for private
cars they find appropriate.



Under such an alternative arrangement, dealings among railroads, shippers, and
private-car holders become more market-based. Grain-shipment capacity under peak- demand
conditions would be allocated to those operators that are most efficient or have the best
trading opportunities. Dealings between railroads and grain traders with respect to prlvate
cars would be based on supply and demand in the market and neither group would gain a
consistent advantage over the other. Economic returns from holding grain cars should

increase, and, other things being equal, the size of the grain-car fleet should i increase -
(although not necessanly dramatlcally)
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. CHAPTERI y
lNTRODUCTION R :
BACKGROUND. e

The transportatron of gram products by rallroads has been a focal pomt of transport
policy for many-decades. Episodes in' which many shippers were unable ‘to obtain grain cars
in a trmely fashion ("car shortages ) were aTecurrent féature of the U S gram marketmg
and ra11 transportatron system in the 19705 IR :

Car shortages dlsappeared in the early to mrddle 19805 (1980 86) when for a vanety
of reasons especrally including heavy investment.in cars in the late 1970s and a collapse of ~
U.S. gram exports ‘in the first half of-the 1980s;. the: available supply of cars was quite large.
relative-to the.volume of grain to be moved. As the 1980s wore on, the grain-car ﬂeet shrank
steadily through attrition. Then, in the second half of the decade, exports recovered.
Slgmflcant car-shortage conditions occurred in the late fall and wmter of . 1987/88 and agam '
in. 1989/90; and in some gram—growmg regions, especrally the Dakotas, there were car- -
shortage episodés’in the winter ‘of 1992/93. More generally, people in the gram trade ‘report
at least some. perrods of drfﬁculty wrth car supply in every wmter smce 1987/88

BRNEEN For gram traders and for rallroads that haul grain, these ep1sodes pose a varrety of
operatmg problems Car- supply issues are also-the subject of continual debate and. discussion
in the publlc-pollcy arena. The Interstate Commerce Commlss1on (ICC). found the matter to
be of sufficient concern ‘that it convened a conference, of interested parties for discussion of
the issue’ in September 1990. . At that conference, and.in other discussions; questions were
raised concernmg the. adequacy of the gram—car fleet, the: merlts of ra11roads methods for
allocatmg cars m tlmes of peak demand the proper role for pr1vate cars, and related 1ssues

The Federal Ra1lroad Admmlstratlon (FRA). contracted w1th Apogee Research Inc
for thrs study in order’ to secure a better understanding, for itself and for the' pubhc of- the
true nature of (1) car-supply problems ‘in terms -of ‘the commercial- operat1ons of gram
- elevators and merchandisers and (2) the performance of the system in terms of the movement

of graln from country elevators to domestlc end-users and export tcrmmals -

. "..'Ex-_Parte 490, Gram Car Supply, _,Con-ference of InterestedPartles, “S;eptember 18, '1'99.0.



APPROACH 10 THE PROBLEM

‘The FRA chose to have the contractor approach the problem by ﬁrst analyzrng how
graln elevators. and merchandrsers conduct - their ordrnary business operations and:how-their.
operations and’ practlces change in pertods of peak demand for grain movement. ThlS report
contalns two marn chapters and comprlses the followrng mam elements e

CHAPTER : Gram Market Operatlons and Car Supply Issues

"o"

'-'Descrlptlon and analy51s of the modes of conductlng busmess of country
. elevators, grain merchandisers, exporters, “end-users, and railroads with- respect
" to buylng, selling, and shipping. grain, ‘with particular. reference to-supply and
" allocation of - grain cars, and how cat-supply problems- affect and are. affected
‘by the: busmess conduct of these market part1c1pants durrng trmes of peak
B demand for gram and graln movement 5 .

o J'?,'Assessment of the performance of the system under peak—dernand cond1t1ons in
* terms of tlmely movement, of grarn from ‘Country’ elevators in- producmg
‘reglons to domestxc feeders and processors and to export elevators at dock51de

"A synthesrs of the results of the foregomg analysrs in terms of the nature and

s1gmﬁcance of car-supply problems and. the nature of the. econormc costs S

e ' nnposed by car—supply problems

CHAPTER III Trends in Rall Capacrty for Gram Movement and Factors

Affectmg It

E Presentatron of recent trends i mvestment in ra11 capacrty for gram
‘ 'movement " :

: Drscuss1on of government actlons that affect demand for graln movement and
rarlroad actrons that affect rail capacrty for grain movement.

Assessment of the rnstrtutlonal forces (legal polrt1cal and other) that affect
investment in rail grain-movement capacity, together with consideration of how
changes in the institutional context:of rail grain movement, as it influences
both railroads. and. grain traders, might offer a remedy for current problems

' relating both to car ‘supply and allocation and to the level of investment in rail
.. cars. .- ~

METHOD OF ANALYer |

. Although a substantial amount of quantitative data was considered in the conduct of
the study, the principal»foundati_on of the work is qualjtative analysis based on judgments and
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insights galned in extensive discussions with people who work in. th1s market on a darly
basis. This is especrally true of the deSCI'lpthC analysrs of: busmess operatrons of market
partlclpants W e T el e s e R e T

Unless otherwrse 01ted the factual mformatlon on the conduct of gram—marketmg
business and related railroad business, especially that in Section A of Chapter II, is based on
discussions with key personnel at.grain:elevators,  merchandisers,. and railfoads. ‘Firms with
whose representatrves we had dlscussrons (erther in person or by telephone) are 11sted in the

The prmcrpal mvestlgator for thls study was Mr EI'lC W Beshers Dr Rlchard R.
Mudge president of ‘Apogee Research, provided. overall guidance;: and.reports were prepared
under the.supervision of Dr. Porter. K. Wheeler,. Apogee’s-Director -of Surface
Transportation.. Much of the information.on grain market operations: was contributed by
those members of the study team who are engaged in the grain business on a daily basis: Mr.
. Jerry. Van Der:Kamp, Chief. Executive: Officer, . Agri.Industries, Inc. . West:Des Moines,
Towa; and Mr. Thomas.Feldmann; Marketing Manager, West Central  Cooperative, Ralston,
Iowa. The other outside members of the study team were Professor C;-Phillip Baumel, lowa
State Umvers1ty, and Mr Darrus W Gasklns ngh Street Assoerates

: Many 1nd1v1duals were: generous and forthcomlng in sharmg the1r expertlse and
experience with us. In order to ensure open and free drscussrons we assured these people
‘that neither individuals nor institutions would be cited as.sources for any particular statement.
We offer here, -however, -an acknowledgement of our substantial-debt to a-large number of
people in the business of trading or hauling grain who freely-and unstintingly offered
information, opinion, and insight and who kindly tolerated repeated telephone calls as we
sought greater- understanding .or clarification of one.point or-another. :... . -
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CHAPTER It

GRAIN MARKET OPERATIONS
AND CAR SUPPLY ISSUES

FOREWORD

This chapter presents description and analysis of the rail grain-transport market under
peak and non-peak demand conditions.

Analysis and findings are presented in three sections:
SECTION A—BEHAVIOR OF GRAIN MARKET PARTICIPANTS
Descriptive analysis of the behavior of market participants under non-peak and peak
demand conditions—how, in different ways, grain traders, processors, and railroads
_cope with limited availability of grain cars.

* SECTION B—RAIL GRAIN-FLOWS AND SYSTEM PERFORMANCE

Analysis of rail grain-flows and system performance under peak-demand conditions.

SECTION C—SYNTHESIS



SECTION A—BEHAVIOR OF GRAIN MARKET PARTICIPANTS

This section is presented in three parts: BACKGROUND, providing basic information
on the character of market participants and the rail transport provisions of grain sale
contracts; RAILROADS, concerning rail carriers’ methods of allocating cars in peak-demand
conditions; and GRAIN MARKET OPERATIONS, describing the manner in which grain
market participants conduct their business in peak and non-peak demand conditions.

BACKGROUND

Market Participarits

The physical grain market, together with its vital adjunct, the Chicago futures market,
constituies a complex and highly efficient mechanism for the gathering, storage, and
distribution of grain over the year from one harvest to the next. Like most agricultural
commodities, the total annual supply is produced at harvest time, but is consumed (though
not shipped) more or less evenly over the course of the year. (Export shipments may.be
quite volatile, and some of the grain produced in a given year may be stored and not.
consumed at all in that year.) Grain is produced by farmers, and collection and distribution
is accomplished by the intermediate operators in the market—country elevators and
merchandisers—who buy grain from farmers and sell it on to end-users, both domestic and
overseas. The end-users are processors,and feeders. Briefly, the roles of these various
operators are as follows: '

—  The Farmer produces grain and sells it, primarily to country elevators, but also to
processors and feeders.

—  The Country Elevator buys grain from farmers, holds it in storage facilities (some for
a brief period, some for several months), and, when it judges the right time has
come, sells it to merchandisers or end-users.

—  The Merchandiser buys from elevators or other merchandisers and sells to other
- merchandisers, exporters, or domestic end-users. The merchandiser takes legal
possession of grain but does not always take physical possession. Merchandisers do
buy grain and hold it in storage for several months, just as elevators do. On the other
hand, a merchandiser will also engage in short-term transactions in which it owns the
grain only while it is in transit from the seller to whomever has bought it from the
merchandiser.

—  The Exporter buys from elevators or merchandisers and sells to foreign buyers,
usually governments. The export function is a special case of the merchandising
function. Typically, but not invariably, the exporter makes the sale first, then buys
the grain.



— The Processor buys gram from farmers, elevators, or merchandisers, processes. it, and
‘_sells it for further processmg, manufacturmg, féeding, or ﬁnal consumptlon (e g,
*.J}Quaker Oats processes gram mto brealcfast cereal) : ‘

— ,The Feeder buys gram from farmers elevators or merchandxsers and feeds it to
cattle, hogs, chickens, or other ammals

"Some ﬁrms w1ll perform more than one of these roles Exportmg, we have _]llSt
noted;’ 1s a specral case .of merchandtsmg, most exportmg firms are also domestic "
merchandlsers A number of large and m1ddle-srzed merchandisers are grain conglomerates
that may own processmg plants, elevators, or ‘both. In this report, when we consider, the
behavior of merchandisers, we are concerned only with the merchandising function, not with
other possxble elements of a conglomerate

Another functlon of some merchandrsers is that of termmal operator Termmals are
intermediate storage elevators, almost 1nvar1ably owned by merchandisers. Terminals are
used. to. store, (and' sometimes blend) grain for.a fee for-customers who.may, be. ...
merchandlsers other market partlcxpants or the Federal Govemment Merchandlsers will .
also use termmals to store. and blend, theu own graln consohdatmg shlpments and holding .
them in anticipation of later sales. .The. amount of grain stored in terminals has been . )
declmmg, and ‘many. observers of the graln busmess ‘believe that there is a limited. economrc '
future for thlS functlon Termmals are. now used largely for wheat they have v1rtually '
dlsappeared from the com trade .

Country elevators w1ll aIso store gram for a fee Termmals that serve as mtennedrate
storage facilitiés are not to be ‘confused with "river terminals,” which are rail-to-barge )
transloading facilities, or export elevators at dockside, sometimes called "export termmals
wh1ch are pnmanly facﬂltxes for loadmg sths

Although the farmer 1s not a drrect buyer of ra11 transport he 1s an nnportant market
partlclpant A sxgmﬁcant number of farmers w1ll sell thetr grain at harvest time. Many o
others, however / llkeep some or all"of, the1r crop in on-farm storage (espec1ally true for '
com) or store it in’an elevator. for a fee. In’effect, these farmers take a _speculative_position;
they’ w1ll hold the1r gram 'until they beheve they can maximize thexr gain. Farmers’ decxslons
on when to sell can have ; a s1gn1ficant effect on when elevators ship. Farmers usually haul

grain to elevators (or to processors or feeders) m therr own trucks (occasmnally, but rarely,
in for-hire trucks). = . ,

cren s, T i
? PR FPR .

qul-transnort Proyisions in Grairi Sale Contracts- ; N

Most rall gram shrpments ongmate at a country elevator Contract provxs1ons of
partlcular interest. are those havmg to ‘do with transportatlon cost and w1th the burden of
respon51b1hty for obtalmng cars m a tlmely fash1on



Almost mvarlably, ‘the buyer w1ll pay the rall carrier for the' move however an’
amount réepresenting transportation cost will be deducted from: the bid price’ before the buyer
pays the seller. Usually, this is done in one of two ways. Grain is sold "delivered" or FOB

. origin (also called "track"—a reference to the track at the seller s elevator) The general
meaning ‘of these terms is as’ follows ' : , : e Co

» Dellvered The sale contract specrﬁes a place (e.g., Houston) to wh1ch the grain- may,
or may ‘not, be gomg ‘At the time' of payment the buyer w1ll usually subtract from
the contract price a figure based on the rallroad tariff-rate, in effect on the day the
seller loads the grain, for the move from the orlgln elevator to the dehvery pomt

) spemﬁed m the contract ' B s : :

FOB origin: The sale contract does not spec1fy a reductlon for transportatlon but the
nominal bid has been reduced to allow for the cost of haulmg the gram from the .
~seller 5 track to the destmatlon " C s : :

Either way ‘the prlce is estabhshed undér competltxve condmons and the buyer £y b1d
reflects both his Judgement of the market and what he thinks the transportatlon will actually
cost (heé may not be cértain of the price of transportatlon when the contract is made) In the
case of grain sold on a delivered basis, the tariff rate to' the delivery point may or may not be
the actual’cost of the move. The actual’ ‘cost ‘may ‘be more or less, depending on the actual
destination 4and the buyer’s arrangements w1th the ra11road (and possibly with. other parties
for car supply); for example, the grain may be movmg under contract at a discount from the "~
tariff rate. It-should be noted that if the buyer is a ‘merchandiser, the elévator will not know, .
at the time the sale agreement 1s reached where the gram 1s gomg—and the merchandlser o
may not know elther e : : C

Respons1b1hty for car supply is ﬁxed accordmg to whether a contract spemfies seller s
-equipment or buyer’s equ1pment In the former case, the burden falls on the seller, and he i is
liable for penaltles if he cannot load graln in the time specrfied in the contract In the latter
case, the respons1b111ty is the buyer sy if he cannot arrange for placement of cars on the "
seller’s track w1th1n contract requuements he is exposed to a penalty Elevator managers T
told us-that: most grain sales ‘are on a delivered basis, seller s equrpment part1cular1y in Iowa. °
and the plams (Kansas Nebraska ‘and the: Dakotas) "In the eastern corn belt (Oth and ‘_
Indlana), sales on the basis of umt-tram loads appear to be less prevalent ‘thani in the mid- - .
West;: elevator répresentatives there told us that multi- -car sales are 11ker to ‘be seller s -
equrpment but tramload sales are often buyer s equxpment S

It should be noted that although hablhty for’ faﬂure to load cars on t1me is determmed
by whether a sale is on the basis of buyer’s equrpment or-seller’s, this prov1s1on does not -
necessanly determine which party actually arranges “for’ the cars.’ Tt is not at all uncommon
that the buyer supplies the ¢ars urider a contract that nommally calls for seller 'S equrpment o
Formal liability is not shifted,: but,. in-an arrangement reached outside the contract ‘the buyer .
agrees to prov1de the cars. - - , :



RAILROADS -~ .- - . I;', B A

_ Ra11road car—allocatlon practlces control the placement of, probably, 65 percent to 70 -
percent of the grain-car fleet. Observers variously- estimate that 40 to 50 percent of the grain
fleet is held under lease by non-railroad firms, mostly merchandxsers However, perhaps as .
many as 40. percent of these private cars are leased from merchandisers to railroads ‘and-are

under railroad control. In this section we set out’ bneﬂy the prevalhng practlces of rallroads
with, regard to gram car allocatxon Ny :

) Vutually by deﬁmtlon car-allocatlon systems have meanmg only in the context ofa
peak—demand period. In non—peak periods, railroads and other car- holders ‘have cars
available; customers havé only to order cars and they will get them from a railroad at tariff .
rates- (whxch some railroads. may have lowered for: off-peak conditions): Other parties .
holding 'cars may offer discounts,in order tofind a use for their cars, Tni peak- ~deriand
‘periods, -however, rallroads cannot supply cars to all customers at the times. .wanted (at -

prevailing’ rates)- and must. have some way; other than pnce ‘of dec1d1ng how to allocate the '
gram cars among competmg users

Most rallroads do not have formal pubhshed car—allocat1on rules or practlces (beyond'
tariffs spec1fy1ng procedures for ordermg and cancelmg cars.and- related matters) The .
rallroads that do-have formal car-allocation' systems are the two largest gram-hauhng
carriers, the: -Burlington Northem (BN) and the Union. Pa01ﬁc (UP),.and the con51derably
smaller Soo Line. In general (and thh some reservatrons to be. noted), car-allocatlon
systems can be grouped under three headmgs ‘ - :

— Market-based (BN and Soo Lme), o i
— :Umon Pac1ﬁc “7 : '},-. o L S - =
—_, 3; All others

In d1fferent ways the formal allocatxon systems are desrgned 1n part to even out the
volatility of demaid for'rail gram movement.or at least make it predictable; so that ‘it will be ‘
more amenable. to the operating practices of railroads. These systems.allow- customers 'to
make advance arrangements for- guaranteed car placement. ‘The advantage. for system
efficiency is that customers commit themselves to shipping at- certain. times in ‘certain’ ¥
amounts, so the ra1lroads can plan their operations well in advance. The railroads strive to"
honor their guarantees to-customers who participate in these programs; -an inescapable result
of this is that customers who do. not part101pate recerve lower pnor1ty in car allocatxon

BN S, Certlﬁcates of Transportatlon (COTs) program is essentlally a form of auctxon
for forward sales of. grain transport. Soo’s Protected Equipment Rate Exchange (PERX) is-
also an.auction for future transport, but with some significant differences from COTs: UP’



Advanced Car Ordering System (ACOS) allows customers to order cars in advance, but:’ . %'
rations cars accordmg to hlstorrcal use at any g1ven facrhty

In the BN auctrons a b1dder has a chorce of buylng COTs for BN’s northem ,or :
southem territory. (i.e.; for origin anywhere in one of those territories)-and for-wheat: or.corn -
(whrch 1nc1udes soybeans and mile). . Once- purchased COTs can. be switched between™. ..« -
territories _‘_fior a fee :(currently $75 per,car) ‘COTs cannot be transferred between grains... - 2
COT auctions usually begin five months ahead of the period (first,or: second half: of,-*v'ail.month)f“a
when the cars will be placed and continue (weekly) until the month preceding placement or
until all cars allotted to the program (no-more-than 40 percent of .the fleet according to BN)
are sold. COTSs can be, and are, . freely traded in the secondary market. COTs may be- - =
bought for 27- or .54-carunit trains for corn (26~ or 52-car trains. for wheat or soybeans), OF 55
for singles in multrcar sets up.to 15 cars. ; (The. purpose of this, latter provision-is;te establish-
a segregate_d‘ m_arket‘for shippers that cannot load, or do not want;:unit trains.) .COT- bu,yers.,: .
must make a 25-percent. prepayment (less, interest accrued, to:the,time the cars are placed)=n A =
customer who fails to exercise a COT forfeits his. prepayment plus ‘sometimes, an-extra.
payment. : R A RN SR 1

" BN customers-who do not buy COTs at-auction have three-choices: they.can buy .
COTs later in the. secondary market; they.can order.trains. or cars. under the-ordinary-tariff
(called "system cars”. or "tariff cars"); or they can buy-so-called. "guaranteed cars' in the BN
carpool.. Cars.are gu_arante_ed to customers. who have placed their own.cars (owned or . .-
leased) in the-BN pool under leases that usually run for one or.two years; As part of.the.
lease agreement, such customers are guaranteed a fixed number. of cars. each: month; they-are .
free to sell their claims on these guaranteed cars to any other BN shipper. UP and Santa Fe
also operate carpools although not all arrangements are the same as the BN’s. :

BN recently (August 5, 1993) announced a significant change in its rules for:ordering -
unit trains under the tariff. Previously, BN took telephone orders for trains and allocated
them among customers according to time of placement of order, operating -considerations,
and other factors. Orders, once placed, were carried forward continually until the cars were
placed or the order canceled. Under the new arrangement, shippers-order by fax at.the -
beginning of one month (the first Monday-Tuesday-Wednesday) for trains inthe next.mon‘th;
" No later than the following Wednesday, those shippers to receive. trains -are notified; all. -
unfilled orders, are dropped. ‘Available-cars (cars not committed to COTs or to less- than-.»
train orders) are allocated:among BN’s six distribution-districts- -according to. historical usage
in that: month for the three previous years.. .Each order is.assigned a.random:number.
(computer generated) and trains, for a.district are allocated to shippers-according to:these™ . !
numbers, with the. proviso that no- shipper gets more than one. train per location. in a-momth: «: { «
until all locations requesting - trains have been ass1gned at least one tram The process 1s
repeated in, the followmg month s TSR e Ty -

L1ke COTs Soo S PERX program is-an, auctron once a: month (the second e
Wednesday), a fixed number of cars (not to exceed 25 percent of the Soo fleet) is offered for



the first and last half of each of the following six months. Bids must be submitted by noon
that day, by fax or electronic bulletin board. Bids must be for a minimum of five cars, but
the market is not segregated between unit trains and smaller orders. One significant
difference from COTSs is the reservation price?; BN sets a reservation price for each auction,
sometimes a slight premium over the tariff, sometimes a slight discount. The Soo has one
reservation price, $250 per car below tariff, for all auctions. Another difference from
COTs, perhaps more important, is that the PERX certificates are origin-specific. They are
good for loading only at a specified location and, thus, cannot be traded. If the holder of a
PERX certificate does not load the cars in the specified shipping period, he forfeits the $250-
per-car advance deposit.

Under UP’s ACOS system, customers may place advance orders for guaranteed cars,
but allocation is governed by historical usage. For a given month, a shipper is allotted a
"carloading base" for each facility (country elevator or storage terminal); the base is the
average car loadings at that facility for that month for the four previous years. For a given
location, the base for October 1993 will be the average of loadings at that location for
October in the years 1989-1992; and the cars will be guaranteed for placement in October.
UP undertakes to provide customers with data on their bases at least 90 days before the
placement month; i.e., the base for October will be made known around July 1. Customers
may order cars against their bases up to one month before the placement month; cars for
October have to be requested by the end of August.

The UP tariff specifies that the base is for a location, not for a firm; thus, if a facility
changes hands, the base goes with it. If a firm does not order all the cars in a base, UP will
add the cars not taken to the pool of cars available to all customers on a "standby" basis, and
the base for that facility will be lower in the following year. If a firm wants more cars at a
facility than are available in the base, it must order on a standby basis and take its chances.
Standby orders do not carry over from month to month; orders not filled at the end of a
month are automatically canceled. The base for a given month can be increased only if a
shipper succeeds in obtaining standby cars for that month.?

All the other railroads, those that do not have formal allocation rules, generally use
some combination of "first-come, first-served" and various considerations of operating
efficiency, customer relations, and other factors that may affect profit, whether short-term or

%A reservation price is a minimum price below which bids will not be accepted.

About a year ago, UP did offer an alternative way (called "Tier 2") to increase the base,
but it found little acceptance and is no longer available. Tier 2 worked as follows: if a
customer took all its base at a given facility for a whole year and agreed to a cancellation
charge of $300 per car (instead of $70 per car), UP would guarantee additional cars above
the base and increase the base accordingly in future years.
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long-term.* Most railroads are receptive to orders placed well in advance and will often
give them priority, but make no guarantees. There are some interesting variations on these
general terms. The Soo Line, for example, has no formal allocation system for its tariff
cars, but takes orders up to six months in advance and, generally, allocates cars for any
given want date in strict priority according to the dates on which orders for that day were
placed. The Chicago, Central, and Pacific (CCP), a regional carrier operating in Iowa and
Nebraska, encourages advance orders but lets all customers know that there is a limit of one
train (25, 50, or 60 cars depending on the customer’s track) per location per week.

Through agreements of one kind or another (some are contracts, some are not), a
number of railroads will guarantee car availability to a large receiver by dedicating some
number of trains to that receiver for some facility or some set of facilities (e.g., processing
plants). This practice, in effect, assigns control of the trains to the receiver as long as it can
keep those trains fully occupied. Among other things it may undertake to do, the receiver
gives the railroad as much advance information as possible on where the trains will be
wanted, in order to minimize the railroad’s operating problems. In essence, this is the nature
of the "Cycle Train" program of the Chicago and Northwestern (CNW). Some eastern
carriers that serve large numbers of processors and feeders make similar arrangements with
some of their customers but do not assign any particular public label to the practice.
Railroad representatives and grain traders told us that typical contracts for grain transport
contain provisions regarding rates and minimum volume requirements but do not address car

supply.

An option open to some shippers is the use of private cars, i.e., cars owned or held
under lease by some shipper or party other than a railroad. Most railroads allow shippers to
use private cars at the shipper’s option; shippers either receive a rebate from the railroad or
pay a lower rate for the move. The BN imposes a restriction on the use of private cars that,
as far as we know, is unique to the BN. The BN (aside from its carpool arrangements) :will
not allow customers to use private cars unless the BN is unable to provide its own cars; in
other words, if BN grain cars are available, customers have to use BN cars.

The rebate offered by railroads for private-car use is frequently in the form of a
"mileage allowance," i.e., so many cents per loaded car-mile. Some railroads have dual
tariff rates for a given grain move, one that applies when the railroad’s cars are used, and
one that applies when the customer’s cars are used; e.g., $1,450 per car if the carrier
provides equipment and $1,000 per car if the customer provides equipment. Such rates
suggest the existence of two markets, one for cars and one for moving the cars.

“The Chicago and Northwestern does offer an arrangement called a "car supply
agreement.” For a premium of $100 per car, they will provide guaranteed cars on fairly
short notice. This arrangement is, however, used only rarely.
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Some railroads- vary the payment they offer for private cars wrth shifts in- gram-car
demand. . These carriers will raise the allowances they offer. when car supply is tight-and-
drop the allowances as cars become. plentrful Some railroads do the same with their tanff
rates for moving grain. Other railroads do not follow this practlce choosmg not to cons1der
these demand fluctuations in their rate. settmg o

GRAIN MARKET OPERATI ONS

Countr_'g Elevators o

Normal Mode of Ooeratron

The country elevator buys grarn from the farmer holds it for a t1me and sells it up#:
the supply chain to, merchandrsers processors, and feeders The elevator works-in an annual
cycle that starts w1th the harvest It buys more grain at harvest time (a perrod of: roughly
two to three months) than at-any.( other time of year, but typically buys less than-half the
year’s. total at.the harvest The. farmer decides when.to sell; the-elevator has little or no
influence on the decrsron When fanners want to store grain at an elevator and- postpone
their selhng decrsrons elevators will hold the .grain in storage for-a- monthly fee..

s The elevator w1ll pay the farmer cash (almost always borrowed cash) Wlthm hours~ R
the typ1ca1 elevator will cover its. position with the sale of-a futures contract: (but not the-
actual grain) for an- equ1valent amount.of grain on the Chicago Board -of Trade: (generally
referred to simply as "the Board" or the "Chicago market"). This cover or-"hedge" protects
the elevator from a downward movement in grain prices (but also limits the elevator’s profit
from a pnce mcrease) Wlth the hedge in place, the elevator holds the grain and watches the
market, waiting for a favorable time for a sale. (Not all elevator transactions follow:this. -
pattern, but the. great preponderance do.) Because of the hedge,: the elevator is not
concerned ‘with the absolute level. of the local, cash price -or the Chicago futures. prrce It-is-
concemed thh the relatronshrp between these prices. As the delivery month’ approaches ‘
the cash prlce and the futures price will tend to converge. The higher the cash pnce in:
relation to the futures pr1ce the greater the profit to the elevator.

The relatlonshlp between the cash price and the price of a futures contract is. called
the "basrs " If the ‘cash price is low .compared with a futures price, .the basis is.low-
(sometlmes called a w1de basis"); the basis increases.as the cash price rises relative to.a -
futures price (sometimes called "narrowing"). During the months following harvest the
elevators follow the market closely, judge how much further the basis will improve and’s

e
RIS
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SIf the élevator sold a March contract then dellvery at Chrcago is promrsed by the end of
March, and March is the delivery’ month The elevator will not deliver, but. will buy a .
March: contract (using the proceeds of the cash sale of the gram) to eliminate its dehvery
obhgatlon——thls is called "lifting the hedge."
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when, and-compare the gains from waiting with the cost of continuing to hold grain _(the
"carrying" cost). . In making this judgment, market participants give particular attention to
the dlfferences between pnces of futures contracts for dehvery for the next severa] months

- " Ordinarily, the pnces of farther-out futures contracts' will be higher than néarér ones.
For example, the March contract will trade at a higher price than the January contract, the
May at a higher price than the March, and so forth out to the time for the next harvest. .
There are two basic reasons for this: one is that stocks of grain diminish as time passes so
cash prices can be expected to rise; the second is that, as carrying charges cumulate, the'- e
prospect of higher prices in the future is necessary to cause people to continue to hold grain. |

- Since people expect that cash prices and futures prices will ultimately converge, wide
spreads between futures contracts are taken as a sign that cash prices will continue to rise
relative to futures prices. - For example, if an elevator has sold a March contract and there is’
a wide spread between the March contract and the May contract, the manager will buy ouit of
the March and sell the May, rolling his posmon forward in time. “When spreads are wide
and the basis is wide, people speak of a "carrying-charge" market or simply say' that there is’
"carry" in the market, meaning that the prospects for basis improvement are good enough to
justify the cost of carrying grain. As the spreads narrow and the basis narrows, the carry
goes out of the market. If there is a sudden and strong surge in demand for cash grain, the
spreads will not just narrow, they will invert; i.e., the price of grain for nearer dehvery will
rise above the price of grain for farther-out dehvery This is called an "inverse" market and
_ is, of course,.a strong signal to sell, and move, grain 1mmed1ately

‘ Each workmg day, the manager may call a dozen or more potential buyers and check
various-electronic bulletin boards to assess-cash bids; while following the futures prlces in
Chicago. He also monitors car—supply conditions. - When the manager concludes the carry is
nearly gone—i.e., that further gains in the basis will not justify the cost of contmumg to hold
grain—and he beheves he can obtain cars, he decides to sell.- All the patticipants in the =
market, including the railroads, watch the ba51s and the spreads as leading indicators of
demand for grain transportation.. :

Like the elevator, many farmers know they are likely to increase their earnings by
holding grain for several months after the harvest. These farmers will hold grain in on-farm
storage (or pay the elevator to store it) as they wait for the market to rise. ‘A big crop w111
tend to force more gram onto the market at harvest trme as on-farm storage ﬁlls up .

There is ‘considerable variation in the scale of elevators’ operations. Small ones have * -
elevators at only one location and handle perhaps two or three million bushels a year. Large

ones may have facilities at a dozen or more locations and handle 30 million or more bushels - -

a year. Many elevators are cooperatives, owned by farmers in their districts, but this is riot
true of all of them. Some are ordinary for-profit firms; some are owned by. merchandrsers
(and some merchandisers are cooperatives owned by elevators).

13



From'iour interviéws, it appears that a typical middle-sized grain elevator operation - -
may consist of facilities at six or seven locations; among them, there may be service from - -
one railroad or more than one. Becausé of rail abandonments, one or more of the locations
may have truck service only. For this and other reasons, ‘it is-useful to take note of the role =
of truckmg in the conduct of a country elevator s busmess

When an elevator c¢omprises several locatlons some with rail service, some’ w1thout
the problem of the truck locations'is ‘generally ‘dealt withi in two ways.  One is to use the
truck locations-as a source of grain for markets- that are-better served by truck than by rail.
These would beifeeders, processors; and river terminals- within- the economical range of a
truck haul. The length of that range appears to vary by reglon “Generally, ‘elevator ,
marketmg people speak of trick-hauls to-end-users of 50 to' 100 miles, and somewhat longer N
in some. regions (e.g.,"North Dakota). The: second way of dealing'with the problem isto - .
haul grain from the truck’ locations to' the>rail locations. Both these practices are-in common -
use. At'times, the move from-a truck only locat1on to a rall facmty w1ll be between -
elevators under dlfferent ownersh1p e -

Truck shrpments are not hm1ted however td truck-only locatrons Loading ‘trucks is
less efficient and, generally, more difficult than loadmg railcars. Nonetheless, truck moves
from rail-served locations to not-too-distant feeders or processors do occur when the market
makes them proﬁtable

Trhcking is also, of course, the dominant mode for farmers’ delivery to the €levator, .
and there aré¢ significant changes taking place in the farm-to-elevator move that affect inter-
elevator competition and can affect the impact of car shortages on the farmer. In Iowa, a
noticeable volume of corn is still hauled to the elevator by tractor and farm' wagon. -- This is -
not the case in wheat—growmg areas, and the trend in Iowa, and elsewhere in corn country, is
towards trucks; for grain farmers generally, there is a clear trend towards trucks larger than
the standard farm truck. Farmers are using ten-wheel trucks, and, increasingly, . 18- wheel
tractor-trailer rigs (suitable. sécond-hand ones can be had for $15,000-$20,000). Grain can .
be moved in such a rig at a marginal cost of 0.13 cents per bushel-mile.® In other words,
each additional ten miles onthe" move from the farm costs the farmer l 3 cents per bushel

The ability to move grain at such a low cost widens the ch01ces open to farmers.- .
They can reach out to more distant elevators for better bids, and they can sell directly to
processors or feeders, bypassing elevators and merchandisers altogether. There is
considerable regional variation-in the diStancés from which €levators'draw grain: *Towa
elevator managers and -grain trade’ observers stated: that Towa facilities w111 ‘rarely receive -
grain from more than 15 miiles away : In wheaf country; grain traders ‘stated that elevators
drawmg areas w1ll often have Iadtuses of 20 to 30 mlles or somewhat more and some gram ;

“Based on analysis of cost data’.provided by a farmer supplying graln to a western Iowa
elevator.
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may move as much as 100 miles from farm to elevator. This was reported as a fairly
common occurrence for soybeans in some parts of North Dakota. The comparatively dense
elevator coverage in Iowa is due, at least in part, to the fact that corn yields 120-140 bushels
per acre, while wheat yields about 40 bushels per acre. : -

Farmers with semi-trailers may readily haul grain as much as 50 miles—and often
farther—to an elevator, river terminal, feeder, or processor. Presumably, in a situation
where it is economical for an elevator to truck grain 100 miles to a processor, the same may
be true for a farmer who has a semi-trailer. What is important for this discussion is not.the
exact distances that grain may move from the farm gate to the first buyer, but the fact that
the trend towards larger trucks for producer delivery widens the options.open to the farmer .
and increases competitive pressures on elevators. An elevator cannot function without the
farmers that supply it. At harvest time, many farmers will tend to use their local elevator
even when its bids are slightly lower than other elevators; because they are busy with the
harvest, these farmers want to minimize the time spent in delivery to the elevator. -In the
months following harvest, however, many farmers will compare bids from several buyers.
and sell to the one that generates the most profit. An elevator that consistently bids lower
than its competition will see its supply of grain and its turnover shrink over time and may
risk going out of business. :

Operations in Peak-demand Conditions

When elevators experience difficulty in obtaining cars due to peak-demand conditions,
they may be exposed to losses from:

—  Inability to buy grain from farmers because of full elevators.
—  Losses from deteriorating grain.
— Penalties for failure to load cars in the time period specified in the contract. -

—  Inability to take advantage of market opportunities because cars are not available at
the opportune time or availability is highly uncertain.

Full Elevators: -

An imperative for elevators is to have storage space available for farmers who want to
sell. Less than half of all grain is sold at harvest; the rest comes in to the elevators in the: - = -
course of the year. The elevator that refuses a farmer’s grain for lack of space loses sales .. ;-
volume and risks losing that farmer as a source of supply (and as-a customer for fertilizer,
seed, and machinery that the elevator may sell). The elevator also misses the chance to buy
when the farmer wants to sell, likely losing an opportunity to buy on advantageous terms.
Inability to ship and keep space free in the elevator, due to lack of cars, is most likely to
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occur in peak-demand conditions, just when the elevator wants to move a high volume of
grain through its facility. a

How often an elevator must ship in order to keep space available -depends on the ratio
of turnover to storage capacity. In Iowa, where elevator capacity is plentiful relative to
production, grain traders told us that many operations will turn over their capacity less than
1.5 times in a year. In wheat country, elevator capacity is not so abundant and we found in
discussion with elevator managers that annual turnover rates of five or more are not
- infrequent. Those operations with low turnover rates will tend to pursue a strategy of
waiting for the optimal selling times in terms of the basis; those with high turnover rates try
to make up with volume for what they lose on dealing margins. Since those in the latter
group ship more frequently, they are likely to have more predictable flows. As the year
moves into the summer, all elevators, no matter what their strategies, must ship enough to
make sure they have ample room. for the next harvest. An elevator that could not buy at
harvest would be virtually out of business.

Deteriorating Grain:

Deterioration can be a problem in the case of grain stored on the ground or in
makeshift facilities that lack temperature and humidity control devices. It can occur, for
example, in the case of corn stored, uncovered, on a concrete pad; it will be safe through the
winter but quality may fall off rapidly when warm weather comes. If this happens before it
reaches the processor or the feeder, the value of the corn will be sharply reduced. To avoid
this loss, the elevator has to be able to ship grain from such storage by late winter or early
spring when demand for grain cars may still be at a seasonal high.

Penalties:

As already noted, most grain sales from elevators are on the basis of seller’s
equipment: the seller must load the grain in a specified time period or pay a penalty.
Typically, the period is defined as the first or last half of some month, but the time
specifications may be tighter. Some contracts are by thirds of the month—first to the tenth,
11th to the 20th, 21st to the end; some contracts, particularly for sale to processors, may
specify a week—e.g., the second week in May. At the other end of the scale, there may be
"whole-month" contracts under which the grain may be loaded’ any time in a calendar
month. -

"The seller does not actually comply with the contract until he has executed a bill of
lading specifying the type of grain, the amount, the origin, and the destination. The seller
does not learn the destination until after the shipment has been inspected; ordinarily, this
process is not completed until the day after the cars are loaded. In the trade, people speak of
"billing the cars" or "billing a train."
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Penalties for default are fixed according to the grain trade rules of the National Grain
and Feed Association (NGFA). The basic principle is that the defaulting party must
compensate the other party for any costs stemming from the default. If a seller fails to load
a train on time, the buyer may go into the market and buy the same type, quality, and
quantity of grain from another source for the same time period. If, for example, the buyer
has to pay three cents a bushel more than what he would have paid the defaulting seller,. the
seller must pay the buyer three cents a bushel to make it up. Or the seller may go into the
market himself to buy the grain for delivery to the buyer. Not infrequently, a buyer will
release the seller from the penalty, if the grain is not too late for his purpose or if there are
widespread problems with shippers. The buyer may also want to maintain good relations
with a valued supplier.

From time to time, sellers are caught out by a car shortage and have to pay penalties.
Severe penalties are, however, infrequent. Penalties, in and of themselves, are not a source
of major damage, in large part because people take care not to be liable for stringent
penalties. Elevators try to avoid entering into contracts they cannot fulfil, and, in large
measure, they succeed. A greater cost is that of being unable to take advantage of market
opportunities as they arise.

Missed Opportunities:

We have seen that some elevators move grain out in a relatively steady flow, while
others wait for the time when they judge they can realize the maximum gain from the basis.
If the basis narrows gradually, different managers may make. that decision at different times.
When an export sale causes a sudden, sharp improvement in the basis, those managers are
more likely to make that judgment at the same time. When that happens, the demand for
grain cars will surge, and elevators will have difficulty getting cars when they want them.
An elevator that cannot ship may miss its maximum margin for the year.

There is, of course, a close linkage between car shortage and the strength of cash bids
at such times. The high bids for grain reflect both an increased demand for grain and an
increased demand for grain movement; in other words, the demand is for delivered grain: at
export terminals, at feedlots, and at processing plants. Both grain and movement capacity
are required to meet this demand. The high cash bids that occur at a peak-demand time
reflect, in part, the fact that the volume of grain moving is getting close to the system’s
capacity limits. If, in some way, more cars suddenly became available at such a time, more
grain could be delivered and those high cash bids would come down. Part of the margin,
possibly a large part, that some elevators may miss for lack of cars would, therefore,
disappear, if all the elevators that wanted to sell were able to get cars at that time.

In any event, elevators faced with this problem either find a way to get cars or forgo

the opportunity of the moment and accept the possibility of a lower margin on a later sale.
Even if they do get cars, they may have to give up some of the margin in any event—any
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market participant, other than a railroad, that has cars available will demand, and get, a
premium price under such conditions.

On the basis of our interviews, it is clear that missed trading opportunities-are the
most frequent source of damage from car-supply problems, in an elevator’s perception, and
the dominant concern of elevator managers as they deal with car supply. The other potential

threats influence the conduct of elevators’ busmess but appear not actually to materialize as
often. :

Elevatofs’ Resoonse to Peak-demand Conditions

Well-managed elevators take car supply into account as they plan their operatlons in
recent years, car supply has been a problem of late fall, winter and early spring. The
options open to them for getting cars when supply is tight will vary according to the railroads
the elevator is located on. It is useful to think of market options' and non-market options.
Elevators on BN or Soo temtory may make forward provision for cars by buying COTs or
PERX. If they have not provided themselves with COTs ahead of time, they may enter the
secondary market and buy COTs when they want to ship (at this time, there is no secondary

market in PERX). They may also buy guaranteed cars in railroad carpools, such as those
operated by BN, UP, or Santa Fe.

An elevator may try to get leased cars on a short-term basis. (In the 1970s, a number
of elevators held cars on long-term leases; in the car-surplus period of the 1980s, these leases
proved to be crushing burdens.) Whether the short-term lease option is open on BN territory
will depend on the conditions prevailing there. Or an elevator may seek to sell to a .
merchandiser who, one way or another, has cars available. Explicitly or not, the
merchandiser’s bid to the elevator is likely to reflect a premium to the merchandiser for his
control of cars in a time of scarcity. (Because of the size and scope of its operations, a
merchandiser will have more options for obtaining cars than an elevator will.)

We have already noted that, in varying degrees, many railroads give weight to
advance ordering of cars, This is a major non-market option and many elevators will try to
take advantage of it. Once in a peak- demand period, many shippers will try to manipulate a
railroad’s allocation systern. Elevators will watch a railroad’s car allocation decisions to see
if they can discern a pattern and then try to use that information to "game" the railroad’s
allocations. For example, if an elevator thinks a railroad is setting priorities according to the
time cars are wanted (the ' "want date") and the.railroad is running four weeks behind, the
elevator will order cars for four weeks ahead of its true want date. Or, very commonly, if
an elevator thinks the railroad is giving customers some percentage of the cars they order, it
will order more cars than it wants. Sometimes, an elevator will order cars without a specific
sale in mind, but in the belief that it will be able to arrange a sale on good terms if the cars
should tuin up (1n a perlod of tight car supply, this belief is likely to be Justlfied)
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For some elevators, truck shipment may be a viable optlon when they are havmg car—
supply problems. The length of haul that may be feasible varies with regions (and, of
course, with market conditions). A Kansas elevator manager suggested that a truck move
from Wichita to Kansas City," roughly 180 miles, ‘would be a viable haul under car-supply
pressure, but that it 'was probably an outer limit. North Dakota and anesota grain
marketing people stated that a truck move from the country around Fargo to Duluth or o
Minneapolis, sothe 240-miles, ‘was a feasible option when they could not get cars. It must be
made clear, however, that in neither the North Dakota case nor the Kansas case were people
saying that these long truck hauls were desirable options when compared with rail shipment. .
They were saying that, given strong bids and car-supply problems; these were acceptable” =~
options. Hauls of greater length would be unlikely to be feasible. Sometimes a car shortage
will cause’ truck. shlpment bétween' elevators on d1fferent rallroads when the elevator on one
carrier can get cars and the other cannot ‘ C L

The ablhty of a country elevator to manage car—supply problems effectlvely depends L
on information ‘and expert1se these factors are, in large measure, a funct1on of the size .of an. ..,
elevator’s business. ‘Above some Size, n elevator can afford to hire a person usually called
the marketing manager whose full-time work is watching and analyzing grain and . o
transportation markets. Elévators with this kind of staff expertise will be alert to. current
trends and prepared to devise responses to logistical and market problems as they arise. One
cannot be rigid about the minimum scale that justifies hiring a marketing manager. It would
obviously vary with a variety of conditions, but there is some reason to beheve it is in the
vicinity of five or six million bushels a year.’ Whatever the exact number may be, it is an
important factor affecting an elevator’s behavior. Some elevators too small to hirea . . .
marketing manager-will use the services of a consultant to obtam th1s kmd of support Some o
merchandisers will assist smaller elevators with car-supply problems possrbly for a moderate -

fee but largely as a means of’ holding the loyalty of these elevators. Small elevators on BN |~

territory, for example, may rely on a merchandlser w1th whom they have close relat1ons to. | .
supply them with COTs or guaranteed cars or to act as'a broker in the secondary markets for
- COTs or guaranteed cars.

Marketlng managers will contmually try to antlclpate car problems and plan therr S
business to minimize or avoid damage The dlfﬂculty of their task and the exact’ tactlcs they -
employ vary'with the operating ‘practices of the rail carrier or carriers they work with.. . '
Every elevator manager interviewed who worked with rallroads without formal allocatlon
schemes (i.e.; all except those on' BN, Soo; or UP temtory) beheved it was useful to keep
the railroads mformed of their plans and their busiress situation and to place car, orders as .
far ahéad as poss1ble “This is éasier for those elevators wrth hlgh tumover ratlos whose _ o
_shlppmg pattems are relatlvely predlctable ..

It is no exaggeratlon at all to say that an elevator that made no advance prov1sron of . -
any kind for car supply, waited until it was certain of the day it wanted cars, and thén
ordered them through conventional tariff procedures might not survive a single winter. For
example, during the winter of 1992-93, the BN, in some of its territory, was two months or
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more late in theé placement of trains or cars ordered under its conventronal tariff procedure
An elevator that did nothing-but wait for such cars to appear would suffer serlous damage
and could easily go out of business. - On. the other hand, it is doubtful that very many
elevators choose thrs path other optlons are avarlable albelt at some pnce

Merchandtsers and Exporters

Normal Mode of Ooeratlon :

The merchandlser 'S pr1nc1pa1 fole in the market is as the mtermedlary between the 4
elevators. and the end-users, domestic or foreign.” The merchandiser is a trader who, like the "~
elevator; gets his income by selling grain for more than he pays for it. Both are market )
intermediaries but, beyond that, there are major differences in their modes of operation. A -
merchandiser buys grain from anyone who is willing to sell at a price he finds attractive. He
may buy from elevators, from other merchandisers, or from farmers He sells to feeders,
processors other merchandlsers or overseas buyers ‘ T

In part,-a- merchandiser conducts his busmess in a manner similar to an elevator. If
he perceives sufficient carry:-in the market, he will buy cash grain, hedge it, and watch the
basis and the 'spreads until he thinks the time to sell has come. The merchandiser also o
carries on a short-term trading operation that is unlike anything the elevator does. In these B
operations, the merchandiser often does not hold grain for much longer ‘than it takes to o
deliver it and frequently hds sold it before he buys it. He hedges some of these positions, '~
but not all of them. Unlike most elevators, the merchandiser will carry open posmons long
or short, as he believes market conditions warranit. When working ‘as a trader, the o
merchandiser seeks to exploit short-term opportunities in the market as they arise. If he
finds a buyer willing to pay a slight premium over the market, the merchandiser will sell to
him in the belief that he can buy the gram at-a price that will g1ve him a profit. Sumlarly, if
he finds a seller willing to-take a price a little below' the market, or a little’ below what the
merchandrser thmks the market w111 be in a few days, he w111 buy o

- Unexpected movements: in supply and demand, even small movements, are a major
source of the merchandiser’s income. "He follows the market in a much more detailed, . ,
intimate way than does the marketing manager at an elevator. The manager at the élevator
will call bidders once a day, perhaps twice, to gauge the cash market and will keep an eye' '
on various cormputer bulletin boards to get additional information on the cash market.- .
merchandising firm-will typically employ at least several traders, perhaps dozens, who spend .
the whole of the' working day: with telephone-and computer probmg the market for ' “ B
opportumtles and explortmg them when found N R

*We are not in a position to offer a complete explanation of this phenomenon. We do ...
note that there were record exports of spring wheat out of the Dakotas in that winter and that:.
the weather was severe; undoubtedly there are other factors that contributed to this situation.
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.A number of merchandisers are cooperatives, owned by groups of elevators. :
Merchandrsers are much larger operations than elevators. A big elevator cooperative will .-
handle a little more than 30 million bushels a years. A middle-sized merchandiser may . -
handle hundreds of millions of bushels. The scope of a merchandiser’s business is much -
wider than an elevator’s, both in a geographic sense and in the sense of handling more kinds
of grain than any one elevator operation will. Another way of putting this is-that the ‘
merchandiser works in a wider set of markets; this is a significant difference with respect to
car-supply problems. The wider scope of operation provides a range of opportunities. for the
use of grain cars at any given time. This fact reduces the risk to the merchandiser,
especrally the larger one, when he makes commitments to secure future car supply. Such
commltments carry the risk of havmg more cars available than can profitably-be employed
losses could. be substantlal The more opportunities available to a merchandiser. for, using. -
cars—-the more regions and ‘markets he operates in—the lower the likelihood-of loss.

Exporters are merchandlsers whose business includes selhng to.overseas buyers In
prmcrple selling to foreigners is no different from selling to any of the other entities that.
purchase grain. Merchandisers look for buyers and hope to accommodate them at a profit.
In important ways, however, exporting is a highly specialized activity; it requires facilities
and functions not needed for selling to domestic customers. The exporter has to arrange - .
documentatlon for the sale not a small task, secure and pay for the ocean transportation,- and :
make sure that he gets pa.rd for.the grain. He may have to assist the buyer in securing:
credit. " Most export transactions are short sales;, the merchandiser first concludes a sales -
contract w1th a forexgn buyer then buys the. grain, arranges -the domestlc move, to: the port
and arranges ocean shlpment Overseas shipment of grain requires an export elevator,
essentlally a transloadmg facﬂlty at docks1de for transfemng the grain-to ocean bottoms ‘
(shrps) : Lo

. : The number of firms that own such export facilities is- small. | Archer Damels T
Mldland Cargﬂl Conagra Continental, Bunge,- and Louis Dreyfus, together-with.a few . . =,
Japanese firms and an Italian one, own the great preponderance of export terminal capacity,
particularly the modem, efficient facilities. Grain industry observers agree that, at this time,
“there is substantial excess capacity in export elevators. All of these compames operate on a
worldwide basis, ﬁndmg customers wherever they can and buymg gram wherever they find
the most. economrcal source.

Almost mvarrably, the unporter isa Oovemmental body ThlS .can.mean the nnporter -

is dnven by non-market considerations. in timing its buying decisions. At one time, this was -. ..

certamly true; 1mporters ‘tended to ‘buy in very large amounts, perhaps supplies for a year.or -.-
more in one transaction. There is now a trend toward buying grain on an as-needed basis;
some importers, quite rationally, want to avoid the costs of holding large quantities of grain
including the cost of making postponable hard-currency expenditures. These buyers are, m
short, seeking to realize the gains of just-in-time inventory management. Along with =~
reducing quantities purchased in any one transaction, they are also requiring ‘quicker -
delivery.: ‘For .example, contracts: may call for delivery 30 days from the date of sale.

AP
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Peak Demand: Risks and Opportunities for Merchandisers

- Merchandisers, just like elevators, pay constant attention to car-supply conditions.
They can be hurt by failing to carry out a contract or having to forgo trading opportunities.
Exporters, in addition, will have to pay ocean demurrage if they cannot load a ship on time.
Choosing between a high risk of default and giving up a promising opportunity is a decision
that a merchandiser would rather not face. The merchandiser must either make forward
arrangements for cars or try to find a way to obtain cars on short notice. In practice,
merchandisers do some of each. ' ‘

Forward arrangements for cars may take the form of agreements with railroads that
give a merchandiser control of a given number of trains (as with the CNW cycle trains) or
leases, COTs, and PERX. Leases (including cars placed in carpools) and COTs are
tradeable claims on railcars. Buying these claims amounts to taking a speculative long
position in railcars. When demand is high for grain cars (and, as in the short run, car supply
is fixed), premiums will accrue to those who hold these claims.” Cash bids for grain will
reflect the demand for cars as well as the demand for grain. If a trader who holds claims on
cars buys grain from a seller who is uncertain of car supply, that trader’s bid will pass on
little, if any, of the premium accruing to cars (in other words, if that trader did not have
cars, he would have to offer a higher price). If the seller faces a zero probability of getting
cars on his own, all the premium will stay with the buyer who holds cars. If the seller
controls cars and the buyer does not, then the premium will go to the seller.

In slack-demand periods these premiums on cars will vanish, and a holder of cars
may have to offer premiums for grain in order to have a use for his cars. Whether the
holder of a lease that runs for a year or more makes or loses money depends, of course, on
the net of his gains in high-demand times against his losses in car-surplus periods.

It would be a mistake to think of merchandisers as being divided, in car-shortage times,
into two groups: those who hold claims on cars and those who are forced to buy them. Those
who hold claims are likely also to be buyers in the short-term market. Indeed, the same trader
may be selling cars in one region and buying them in another. Arbitrage occurs in car trading
just as it does in grain trading. Many merchandisers will not try to provide themselves in
advance. with enough cars for all likely opportunities; they stated that they prefer to err on the
side of too few cars rather than too many. In the early and middle 1980s, many merchandisers
suffered major financial damage from holding too many leased cars. Some merchandisers
follow a strategy of using their own cars in their most profitable markets and relying on short-
term measures for marginal opportunities. A number of merchandisers will want to have cars

"Because of relatively inflexible rail rates, these premiums will tend not to accrue to
railroads. The BN may capture some through COTs, but there are close observers of the
COTs market who believe that the BN, in fact, receives only a small share of these
premiums. :
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available, not just for their immediate trading. profits, but in order to assist, and hold the
loyaity of, elevators they rely on for grain supply.

In a high-demand period, the merchandiser who is best able to protect himself from
damage and find profitable opportunities is the one who has the widest range of options in
terms of transportation and of sources of grain. Grain-trading people will often speak of a
firm’s "deck"—the number of rail cars and barges controlled and the amount of grain owned,
in storage, or in transit. The larger a firm’s deck, the wider its options, and the better it will
fare in a time of car shortage. An exporter, for example, may willingly pay demurrage on a
substantial number of cars at an export elevator in order to avoid the risk of not being able to
load a ship. It is, of course, possible to have too large a deck. As already noted, the trader
who provides himself with too much transportation faces the risk of being unable to recover
the costs of the cars he holds. Dealing with this question requires merchandisers to make risk
calculations with regard to grain cars akin to those they make about buying and selling grain.

Processors_and Feeders

In the context of car-supply problems, the salient characteristic of both processors and
feeders is that they require a steady, assured flow of inbound grain. To shut down a
processing facility, other than for scheduled maintenance (typically, a yearly event) is very
costly. Animals must be fed every day. Neither processors nor feeders have significant
storage facilities; if grain is not delivered on schedule they face the prospect of serious losses.

Processors and feeders will buy first from local suppliers, then reach out to more
distant sources as nearby supplies are exhausted, thereby holding transportation costs to a
minimum. Like other grain market participants, processors and feeders watch market
conditions carefully so they can anticipate car-supply problems. One of their principal
responses to car shortage will be to buy grain beyond their immediate requirements in order to
keep a full inbound "pipeline” of grain and, if necessary, have more grain than needed in cars.
on their tracks or on constructive placement!? if their track-is full. ‘Given the magnitude of
the costs they face if they run short of grain, rail demurrage charges are a comparatively
inexpensive insurance payment.

Many processors and feeders are large receivers. As discussed previously, some
railroads will find it advantageous to dedicate an agreed-upon number of unit trains to the use
of a single receiver. This practice appears to be fairly common both in the Midwest and the
Southeast (where many feeders and processors are located).

19" Constructive placement” occurs when a railroad delivers cars to either a shipper or
receiver and the customer has no track space available for the cars. For the purposes of
assessing demurrage charges, the railroad deems the cars to be constructively placed on the
day they arrive at the facility in question, although they remain on the railroad’s tracks.
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SECTION B—RAIL GRAIN—FLOWS’ AND SYSTEM PERFORMANCE

The material in this section is presented in two parts: GRAIN FLOWS—DOMESTIC -
AND EXPORT and SYSTEM PERFORMANCE.

GRAIN FLOWS—DOMESTIC AND EXPORT

Generally speaking, major fluctuations-in rail grain shipments are driven by fluctuations
in exports. Figure II-1 shows, in the upper curve, total grain car loadings and, in the lower
curve, total grain car loadings for export.!! From 1989 on, peaks in total loadings fairly
closely match the export peaks. In 1987 and 1988, this relationship was not as close,
particularly in 1987. A major wheat sale to the Soviet Union in the summer of 19872 was
followed.by the. release, late i in the year, of 700-million bushels-of wheat from Commodity
Credit Corporation (CCC) storage (with export as the goal).’* This‘is‘a large amount; the

-1987/88 U.S. wheat crop was 2.1 billion bushels (and 1.6 billion bushels were exported).'*

It is 11ke1y that some_of the domestic carloads représent wheat moving to intermediate terminals
for consolidation before’ gomg to export elevators. Followmg the CCC release, there would
have been repositioning-among-domestic storage facilities and, thus, more export-related moves
showing as domestic loadings. Once we allow for this factor the ‘general point holds that the
major fluctuatlons in Trail grain shipments are export-drlven

Flgure II- 2 111ustrates the same pomt by comparmg domestlc car loadings with export
loadings; exports clearly fluctuate over a wider range than: domestlc ‘shipments. The steep
drop in domestic:loads at the end of each year simply reflects the fact that railroads minimize
holiday work for their crews; grain cars are not picked up-or.delivered during the Christmas
and New Year’s holidays."’ Further, it is possible that the pattern of-increased domestic
loadmgs in the thll‘d quarter partly reflects exports. This would be true to the extent that some

1 'w
e A

1‘The curve for export carloads actually represents gram cars released at ports, lagged
one week behind the total carloads; i.e., we assume that the cars unloaded at ports'in any
given week were loaded at interior points in the previous.week.. While actual transit times
from interior points to ports will vary, and will rarely be precisely one week, this assumptlon
gives us a valid companson between export loads and total loads.

12USDA Forelgn Gram Inspectlon Service (FGIS) and conversatlons W1th USDA staff.
IKeith BJerke Admmlstrator Agrlcultural Stablhzatlon and Conservatlon Service,
USDA, verified statement. before the ICC Ex Parte No. 490 Gram Car Supply—Conference

of Interested Partxes

14USDA Ag ncultural Outlook, . December 1992,

3Other drops in the domestic curve are also accounted for by hohdays e. g., the Fourth
of July and Labor Day. .~ X :

24



6T -

woeess vFigure Il1 T S

“ " Total Grain Carloads and Exports: 1987-1992

35000

1
1

30000

25000 -

20000 -} ——
. "."—»j"-gars Loaded -

Cars

| adusiesaic Cars Loaded_ for Export

e
B

kb

Tre

10000 - ,

5000 -4

87 . gg . 89 . -90- o 91 .92
: S - Year - : ~

Source: Association of American Railroads



9T

Carloads

30000

25000

20000

16000

10000

5000

Figure 1I-2

" Rail Grain Movements, 1987-1992 - - -

Domestic

== Exports

87

88

89 a0 91 92
Year '

Source: Association of American Railroads and Grain Transportation, USDA, Office of Transportation



of these loadings are wheat moving to terminals for export later and corn and soybeans moving
to river terminals for barge movement to ports. :

The export curve shows a clear seasonal pattern: rail shipments are at a high peak in
winter and drop off rapidly in late winter or early spring. Further, as Figure II-3 shows, total
grain exports reflect a similar pattern of a winter peak followed by a sharp drop in the spring.
Export sales are highest in the months after the harvest because that is when U.S. grain prices

“are likely to be most attractive to world buyers. Cash grain prices in this country will be at
‘their lowest levels in the annual cycle, and they will be at the high levels of the cycle for
southern hemisphere producers who are in the period just before harvest. (U.S. winter wheat
prices will be at their seasonal lows in the summer when winter wheat is harvested, but
movements of winter wheat will rarely tax the system the way the fall harvest does; winter
wheat accounts for about 20 percent of all grain exports.'%)

This seasonal aspect of export sales leads to a comparable seasonal pattern in car
shortages; they are largely a winter phenomenon. Peak demands fall on the rail system at a
time when there are significant aggravating factors. Much of the Mississippi River above the
Illinois River (which enters above St. Louis) is closed in the winter!’; more grain must move
by rail and over longer distances. Winter conditions reduce railroad operating efficiency.

" More power is needed to pull the same tonnage; storms can slow traffic or stop it altogether.
Feeders’ demand for grain increases in winter since animals reqmre more calories in cold
.weather.

Both the data reviewed here and discussions with grain traders and railroad people point
“to the same conclusion: as they look ahead to the next winter, grain-market participants must
consider the likelihood of car-supply problems and make their plans accordingly. Periods of
peak car-demand are export driven and seasonal; they are predlctable with respect to t1m1ng,
-less so with respect to magnitude.

SYSTEM PERFORMANCE

Market participants, industry observers, and the available data are all in agreement that
there were significant car shortages in 1987/88 and 1989/90. The only available quantitative
index on car shortage, as such, is the data series that was maintained by the Association of

18A1]l wheat averages just over 30 percent of grain exports (USDA, Agricultural Qutlook,
November 1993, Table 17, p. 52); winter wheat, according to industry observers, usually
accounts for somewhat more than 60 percent of wheat production.

""The stretch of the Mississippi that is actually closed varies with the severity of the
winter; it is never closed below Lock 25 at Winfield, Missouri, and 1t is sometimes open as
far up as Lock 19 at Keokuk, Iowa.)
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. American Railroads (AAR) until the end of 1991 : These: numbers, for 1987-91, are reflected
" in the graph in Figure I-4. U

: This index is based on the dlfference for any given day, between cars ordered for

~ placement on that day and cars actually delivered that day.'® Unfilled orders from previous

. ~days are not included in the calculation; the cars delivered.on any one day may be cars that

- were ordered for placement several days or weeks before.’’ ThlS .data series, thus, does not

- measure the backlog of orders either in terms of lagsi 1n placement or the number of unfilled

- orders. It does, however, offer some measure of the’ relative intensity of demand at different
- times. In fact, since the rate of car placement-is: hkely to be more stable than the rate of

. orders in a peak-demand period, this 1ndex must be largely a measure of orders.

It has to be noted that there are serious problems w1th any index that might be used to
" measure car shortage. Measures commonly discussed are numbers of unfilled car orders or
 numbers of weeks late- railroads are in dehvermg cars to their customers. As we saw in

- SECTION A, elevators will resort to €xcess ‘ordering in a car shortage in an effort to
manipulate railroads’ allocation decisions. This will inflate the number of car orders; the'
introduction of cancellation charges has greatly reduced: this practice but certainly not

. eliminated it. An elevator can order cars ahead and cancel just in time (typically two or three
weeks before the want date) to avoid the charges. Or some elevators w111 let the orders stand,
confident that, if they get cars, they can sell grain on favorable-teris. There are similar °
problems with number of weeks behind in placing cars.. If an-elévator manager believes-a
railroad is three weeks behind, but is trying to allocate by order of want date, he may order
cars for three weeks before he really wants them. ™ - -

) Backlog measures, in either time or number of orders are.also clouded by the fact that
-a number of carriers will stop taking orders when their backlogs W

wever defined, reach a

" certain point... The Santa Fe drops all orders at the end of each ‘month, so there can never be a
. large number of outstanding orders on that system.- UP will not let orders for "system" cars

-+ (cars not guaranteed through ACOS) carry over frofn one month to the next; similarly BN,

- under its new arrangements, drops. unfilled orders for tariff trains at the end of each month.

" Indeed, for UP and BN, which in different ways ptovide large numbers of their customers with
. guarantees of car dehvery, measures of backlog begin to lose all meanmg

In any event, the curve in Flgufe"II -4 supports the propo'51tlon that 1987/88 and

- 1989/90 were the significant periods of car. shortage since 1980. In an interesting way, this

. point is corroborated by the pattern of total grain. carloadmgs It is the view of many grain-

” market partlclpants and observers that cars w1ll be in “shiort supply when Weekly loadmgs

BAAR converted railroad data into weelacv'lzy averages for this purpose: i.e., carriers’
Monday-through-Friday totals for the difference between cars ordered for those days and cars
placed were divided by five. In Flgure II-4 we show three week movmg averages to smooth
-, the curve. B -

Ty
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exceed 30,000. The graph in Figure II-5 depicts weekly loadings (three-week moving
averages) in excess of 30,000 for the period 1987-91. The correspondence between this curve
and the AAR car-shortage curve in Figure II-4 is far from exact; but it is close enough to
suggest that either measure could serve as a rough index of relative intensity of car demand.
Further, weekly grain carloads rarely, if ever, exceed 35,000. This suggests that the effective
limit on what the system can now move varies between 30,000 to 35,000 carloads a week.
When demand is in excess of this limit, the railroads cannot accommodate all demand and
some shippers have to accept delays. -

Nonetheless, despite the fact that some (or many) shippers experience delays (or have to
work hard, spend money, and take risks to avoid them), very large amounts of grain are
moving at these times. (That, of course, is why the system is strained.) There is, in fact, an
element of contradiction in the phrase, "car shortage.” The words suggest an impairment in
system performance, but this is not the case. Car shortage does mean the system is operating
at or near its limit, but, in the absence of breakdowns in the flow (from external or internal
causes), it also means the system is operating at maximum throughput.

External factors such as weather or river conditions can affect capacity at any time, but
particularly in the winter. Internal factors, e.g., large numbers of cars waiting to be unloaded
at export elevators, can pull capacity down, but this has not occurred in the post-1980 era.
(This is probably due to the fact that exports have not been large enough to tax port
capacity.’ There may also be some improvement in efficiency of unloading at export
elevators.?®) Railroad officials and grain traders agree that, in the 1970s, there were frequent
occasions when cars on constructive placement formed queues hundreds of miles long, backing
up from export elevators. Under such conditions, the main track is clogged because it is being
used for storage, and a large fraction of the grain-car fleet is idle as it waits to be unloaded.
There is general agreement in the industry that congestion on this scale has not occurred since
then. '

Some corroboration of this point is in numbers of cars on constructive placement on the
BN at Pacific Northwest docks.? In September 1987, roughly 4,000 cars were on
constructive placement on BN track at Pacific Northwest terminals. In October, the number
dropped to 1,600 and subsequently has rarely gone much over 1,000, a level the BN considers
normal for a high-demand period. Other rail carriers interviewed stated that episodes
involving large numbers of cars on constructive placement had not occurred on their territories
in the post-1980 period. Thus, exporters’ desire to have substantial quantities of grain on hand
at ports has not, in this period, engendered any significant reduction in system capacity.

PWilliam J. Adams, Tradigrain, Inc., material prepared for National Grain Trade
Council meeting, February 1993.

2Conversation with BN staff.
UConversation with BN staff.
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Figure [I-5.
Total Weekly Grain Carloads Over 30,000, 7987-1 991
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A similar issue may be raised with regard to excess car orders, i.e., whether such
orders lead to railroad operational problems that could limit capacity in a peak-demand time.
In the view of several of the major grain carriers (BN, UP, and CNW), excess orders did lead
to problems with system operations in recent years. The difficulty arose when a carrier
positioned cars for delivery to a facility, or actually placed the cars, only to have the shipper
cancel the order. Depending on how quickly the railroad could re—posmon the cars in
questlon a significant amount of time could be lost.

-'These railroads responded to this problem by establishing cancellation charges, the UP
and BN in 1988 and the CNW in 1990. The UP and CNW imposed charges of, respectively,
$70 and $35 per car and have kept them at that level. The BN initially imposed a fee of $50
per car and has since raised it to $200. Officials of all these carriers state that these -charges
have substantially eliminated excess orders as an operating problem for the railroad. . This s
- not to say that excess orders have disappeared; but shippers must now either cancel orders in a
timely -fashion or bear a financial risk if they choose to let orders stand while being unsure of
whether they will use the cars.

"There is sOme .varlatlon among railroads in the details concerning the way in which
these charges are imposed, but the CNW’s requirements will serve as a useful example. A
; shlpper who has ordered a unit train under CNW’s tariff must cancel two weeks before the
- date for which the cars are requested to be sure of escaping the penalty. (The shipper will also-
- be free, of penalty if the CNW is over a week late with the train in question.) Thus, as the
two-week advance date approaches, an elevator must balance two different risks. leen that it
is'a period of tight car supply, the elevator is not certain that the train will arrive on the '
requested date. Thus, if the elevator makes a commitment to load grain, relying on that train,
it takes the risk of a. penalty if the train does not come. If the elevator lets the order stand "
without having sold grain to load in those cars, it runs a risk of not being able to load and
having to.pay a cancellation charge. -

o ‘In a peak-demand period, the latter course will often be the more attractive one; the
elevator will be confident it can make a sale on short notice, but not confident that the train
will come when requested. Nonetheless, elevators are making these decisions in a considered
and disciplined manner and paying the penalty if their judgement is proved wrong. As a

. consequence, extreme mﬂatlon of orders has substantlally been eliminated as a rail operatmg
! problem. In this respect, ds with improved efficiency of operations.at export elevators,

- changes in the operating practlces of Iallroads elevators and exporters have improved the

N efﬁcrency of the system , .

. Flgures -6 and II-7 depict export movements by rail from June 1987 through

' September 1988. Figure II-6 shows shipments to Texas Gulf and Pacific ports; ‘Figure II-7 -

- shows shipments to Mississippi/East Gulf and Atlantic ports. -“The two peaks in moves to
‘Texas (summer of 1987 and late fall-winter of 1987-88) reflect major wheat sales spurred by
USDA'’s Export Enhancement Program. In Figure-II-7, the peak-in movements to the
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Figure 11-6. Rall Grain Exports by Port Groups
{Three Week Moving Average)
June 1987- September 1988
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Figure 1I-7. -Rall Grain Exports by Port Groups
" (Three Week Moving Average)
June» 1987 - September 1988
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Mississippi/East Gulf in the fall of 1987 also reflects wheat sales.”? The other peaks in this
curve reflect river conditions; e.g., ice in the winter of 1988, and low water in the Mississippi
in July 1988.2 The same spike stands out clearly in the car-shortage curve in Figure I-4 (it
is noteworthy that a phenomenon of this sort is generally referred to as a car shortage—it
would never be referred to as a barge shortage).

Figures II-8 and I1-9 show rail export moves during the period of the 1989-90 car
shortage. The peaks in Mississippi, North Atlantic, and Pacific movements (and especially the
first two) all reflect the same major corn sale to the Soviet Union.>* These movements are
also depicted in the very tall spike in the car-shortage curve in Figure II-4, in the total export
rail moves in Figure II-1, and in total carloadings. There are some interesting price data that
further illustrate and reinforce the relationship between the 1989-90 car-demand peak and
market conditions. Figure II-10 shows the effect on the leased-car market. The sharp spike in
short-term lease rates and the somewhat less pronounced peak in one-year rates give clear
indication of the impact on the railcar market of the export surge.

Figures II-11 and H-12 show the movement of selected barge rates over the 1987-90
period; Figure II-11 displays rates from the Illinois River to the Gulf and Figure II-12 shows
rates from the Twin Cities. The breaks in the curve for the Twin Cities reflect the winter
closing of the upper Mississippi. This reinforces the point, made earlier, that the river
becomes unavailable for export corn shipment just as demand is peaking; one can see in Figure
II-11 that Twin Cities rates tend to reach a seasonal peak just before the river closes. When

barge traffic on the upper Mississippi halts, a high demand for grain transport is necessarily
shifted onto the rail system. .

The Illinois River, which does not close in the winter, was once a major source of
export corn but less so now. The development of major corn processing facilities in Illinois (at
Decatur, Pekin, and Peoria) has diverted much of Illinois corn from the export market.”

With regard to rate movements, rates from Illinois River points show the same general pattern
as Twin Cities rates. . Both .curves show the same high spike in the summer of 1988 reflecting
a brief period of low water and high peaks late in 1989 for the major Soviet corn sale that took
place at that time and engendered the 1989-90 car shortage period.

2USDA, Foreign Grain Inspection Service and conversations with staff.

ZConversations with industry participants and observers.

*USDA, Foreign Grain Inspection Service, conversations with USDA staff, and with
other industry observers.

3C. Phillip Baumel and Jerry Van Der Kamp, Growth in Processing to Impact Corn

Production and Handling, Iowa Farm Bureau Spokesman, Volume 58, Number 21, February
8, 1992.
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Figure 1I-8. Rail Grain Exports by Port Groups
{Three Week Moving Average)
June 1989-September 1990
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Figure 1I-9. -Rail Grain Exports by Port Groups. o

(Three Week Moving Average)
June 1989 - September 1990
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Figure 1I-10.
| Grain Hopper Car Monthly Lease Rates
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_ Figure I1-11
Weekly Barge Rates - lllinois River to the Gulf
(Jan 87 to Dec 90 - 3 week moving average) .
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Figure 1I-12

Wegkly Barge Rates - Twin Cities to the Gulf
- (Jan'87 to Dec' 90 --3 week moving average)

350"
[
300 + n
s
3
250 1+
= B A
b . 9
© |
- 200 ¥ :
Y- I -
5 A
e i )
o 150 + J
(8] . -
- b 3
u) s
o, i 5
100 ¥
- -
50 ¥
5
5
0 [ 2 : 2 2 r l Y
L | L §
~ ~ ~ ~ ~ fo0] 0 (Vo) 0 o (o)) N N o o o
o0 ) 0 [+e] 0 0 ©0 0 0 el © 0 0 b} N o0
~ ~ ~ ~ ~ ~ S~ ~ ~ ~ ~ ~ ~ =~ ~ ~
- N o - ™ - o 0 0 o o ~ ~ (%) ~ ©
= < ~ S < Q q N o o 9. d o q o N
— o ™ O . o) I3 ™ © n o~ ™ © N
L -— : M —

Date -

Note: Discontinuities in curve reflect periods when river is closed.
Source: St. Louis Merchants Exchange




On the other side of the market, Figure II-13 shows the movement of the corn basis in
this period from the viewpoint of western Iowa. The curve depicts the basis with respect to
the July contract on the Chicago market.” The rapid narrowing of the basis in October,
November, and December of 1989 sent a very strong signal to traders to sell grain and the
precipitous drop in late December and January sent an equally strong signal that the export-
demand surge was gone. In December, very large numbers of elevator managers and
merchandisers reached for their telephones to sell corn for January loading and those who were
not sure of cars scrambled to find them. The curve for 1987-88 shows similar characteristics,
and significant car-shortage episodes occurred in both these periods.

Those that had, or could find, cars were able to sell at an excellent trading margin, less
whatever they might have had to pay to get cars. Those that could not get cars missed the
opportunity. This distribution of opportunity is, indeed, the heart of the problem and will be
discussed more fully in the next section. What is important for the immediate discussion is
that the corn was, in fact, shipped to the Soviet Union; the car shortage did not keep it from
moving.

More generally, the car-shortage episodes of the post-1980 period do not appear to have
caused a failure of the system to move the volumes of grain demanded by feeders, processors,
and exporters. This statement is not readily supportable with numerical data. One can use
available numbers to make the case that large quantities of grain moved, it is a different matter
to prove that all buyers got what they wanted. Nonetheless, the available information lends
strong support to this proposition. If there had been significant instances in which processors
or feeders failed to receive the supplies they require, it is reasonable-to suppose that
sophisticated observers of, and participants in, the grain market would have heard of them.

But we did not hear of any such occurrences.”’ That such failures to obtain required grain
supplies occur rarely, if at all, and that processors and feeders do not expect such failures is
further evidenced by the fact that processors and feeders choose not to invest in the storage
facilities that would serve as insurance against such damaging events. '

Similarly, with regard to exports, we did not hear of any occasions of a default on an
export sale due to lack of grain cars. Some merchandisers do say that they forgo opportunities
for additional export sales because of uncertainty of car supply. It is certainly possible that,
when the U.S. grain transportation system is operating at capacity, an exporter may find
buyers with delivery requirements he cannot meet. And should this be the case, that buyer
might obtain his grain from another country, rather than wait until delivery can be made from

**To be exact, the curve is the difference between cash bids (less transportation cost from
Ralston) available in Ralston and the July corn contract.

Z0One close observer of grain transportation, a USDA staff member, reported hearing of
scattered instances of small poultry feeders in the Southeast being forced to bring grain in by
truck over distances where they would otherwise have used rail.
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the United States. (Whether the buyer makes such a decision will depend on the urgency of '
his requrrements and U S prices relative to pnces elsewhere. )

Such instances must occur. To what degree they occur, and whether that degree is
substantial,.is difficult to estimate. It is possible, however, to make some useful observations
on this point. One is that U.S. exporters anticipate such problems when they plan their
strategies for peak export times. * An exporter (like any merchandiser) will try to provide
himself with enough cars to meet what he believes are likely requirements. * Further, an
exporter will tend to maintain a full "pipeline" (a large deck); i.e., keep his port elevators well
stocked and keep grain moving toward his port elevators. Of course, exporters may .-
underestimate demand (or they may overestimate it and lose money from buying too much
grain car capacity or too much grain). Nonetheless, it seems reasonable to believe that the
exporters, collectively, make fairly good judgments in this respect (those that consrstently make
bad Judgments may ﬁnd it dlfﬁcult to-stay in busmess)

Exporters will sometimes hold grain in cars on demurrage as part of thelr effort to
maintain a large deck. If they are concerned with a risk of ship demurrage, they find rail
demurrage to be an acceptable insurance premium—a merchandiser stated that rail demurrage
rates ‘are- often one-third to one-half of ocean rates on a per-bushel basis. The fall-off in
numbers_ of-cars on constructive placement at Pacific Northwest terminals may suggest-some
diminution in perception of ocean demurrage risks or default risks on the patt of exporters.

- A further, and more general, point is that, unless the U.S. grain transportation system
had nearly infinite capacity, there would always be the possibility of some export opportunity
being lost. . This is true; indeed, of many businesses; oné can always increase market share by
spending more on capacity or by cutting prices—but the question is whether the extra revenue
is worth the cost. In sum, while it is certainly true that some export sales may be lost because
of limits on the capacity of the U.S. grain transportation system, this does not, in and of itself,
lead to: the conclusion that transport capacity is not great enough or that system performance is
inadequate.. Finally, it would be surprising to learn that our competitors in the world grain
markets had grain transport systems superior to that in the United States.
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SECTION C—SYNTHESIS

. In order to understand the fundamental nature of the car~shortage problem and for
whom it is a problem, it is useful to recall some of the key points established in the foregomg
discussions: .

—  Peak-demand periods are export-dnven seasonal, and therefore somewhat predrctable
in timing but less so in magnitude. ' . :

— Wlth the exceptxon of BN COTs, Soo Line PERX and prrvate cars (mcludmg cars in
. carpools),. grain cars are allocated among users on the basis of various non-price
~methods employed by different railroads.

- The gram-transport system has moved. very large quantltles of gram in the car—shortage
- periods of the post-1980 era (from 1987-88 on). Feeders and processors have received
their grain on time; exporters have not been forced into default or had to pay heavy
ocean demurrage charges "

— Peak-demand periods present grain shippers wlith‘ difficult car-supply problems, -but
merchandisers and sophisticated elevator managers are, generally, capable of coping
with those problems .and, at times, finding profit opportunities in them.

: The fundamental problem lies in the fact that, when grain-market prices are offering the
prospect of good trading margins, not all market participants who want to sell at that t1me will
be able to do so0.” Some will be unable to obtain cars and will miss the opportunity, _
necessarily transient, presented by the demand surge that passes through the market. . This
problem of allocatron -of opportunity among traders competing to use the system at a peak-load
time is a permanent and inescapable feature of the physical grain markets and the grain
transport system. . This is so because grain shippers’ demand for cars fluctuates widely over |
the year, and the peak-demand penod rarely lasts for more than four months .or so.

If the railroads were to invest in all the cars requrred to accommodate the peak’demand
they -would acquire substantial assets that would generate no revenue for several months in the
yéar. Graln traders would not be able to pay the level of rates necessary to give the railroads
(or anyone else) the return required to justify such an investment. This is not to say that the
current grain-car fleet represents an optimal level of investment. Because of the way car use is

2“Essentlally the same point is made in the statement of Gary L. Mills, Assistant Vice
President, Cargill, Incorporated, before the ICC, Ex Parte No. 490, Grain Car Supply —
Conference of Interested Parties. Mr. Mills states that, in 1989-90, Cargill had no difficulty
loading ships or receiving grain for processing, but also had elevators that could not ship for
lack of cars. In a telephone interview, Mr. Mills extended this statement to cover all car--
shortage episodes from 1987 on.
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priced, railroads tend not to receive the extra revenue that would otherwise flow from peak -
demand for grain shipment. For this reason, and for others, the size of the current. fleet is
probably sub- optxmal this pomt w111 be dlscussed further in the next chapter

' What lS 1mportant here is that whatever the economlcally optrmal capa01ty for ra11
grain—shlpment it will never be large enough to accommodate the peak-demand surges.. There
will always be grain traders who are unable to ship in these surge periods and who are forced

~ to forgo opportunities they perceive for selling on wide trading margins. What we have is, in
one sense, a business problem for the sellers of. grain—the merchandisers and the elevators. In,
order to shrp in. peak periods, they must either.make sure of cars in some way or accept
uncertainty in car supply (i.e., become lottery pamclpants) It is important to understand that -
most. of these‘ people do not treat this as an occasional problem; they treat it.as a permanent
part of their. working environment. : Most market participants constantly consider.the likelihood
and timing of car availability, price, advance notice requirements, and other factors that may
be relevant. These questions about car supply are as much a part of the day-to-day
calculations of merchandisers, sophisticated elevator managers, and other-market partlclpants
as are, cash grmn pnces and Chrcago futures.. : ‘ SRR

There is, of course, a close hnkage between car shortage and the strength of cash b1ds
- The high bids for grain reflect both an increased demand for grain-and.an increased demand
for grain movement; the demand is for delivered grain: at export terminals, at feedlots, and at -
processing plants. ‘Both grain and-movement capacity are required to meet this. demand. The -
high cash bids that occur at a peak-demand time reflect, in part, the fact that the volume of
grain moving_is getting close to the system’s- capacity limits. - If, in some way, more cars -
suddenly. became available at such a time, more grain could be delivered and those high cash -
bids would come down. Part of the. margin—possibly a large part—that some elevators may . -
miss for lack of cars would therefore disappear, if all the elevators that wanted to sell were:. -
able to get cars at that time. ’

; Another way to look at th1s is to con51der the effect of export sales on the gram markets
and the demand for grain meovement. Almost invariably, it is volatile export demand that
causes the peaks that lead to car shortages. . Export firms, seeking to buy grain to cover- -
contracts, or otherwise exploit export opportunities, will bid up cash prices for delivery at their
terminals. Cash prices will rise faster than the futures market so the basis will rise. Further,
rising cash prices will. pull up the price of the nearby contract relative to farther-out: contracts -
and there will be an inverted market. This will be a signal to.every elevator holding grain to

sell—the "carry" has gone out of the market and there is. no reward for continuing to hold -
grain. :

The sudden demand for grain movement results in a car shortage; only those elevators
that are lucky enough to get tariff trains and those that have provided for cars ahead of time
will be able-to ship and realize. the-wide margins offered by the market. The others will be
frustrated. However, if all the frustrated elevators were suddenly able, by some magical
intervention, to get cars (and sufficient locomotive power), the strong upsurge in the supply of
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grain for delivery at export-terminals would bring down the high cash bids offered by the
exporters. - The nearby’ futures contract would fall, the-basis would fall, and the market would
cease to be inverted. The "carry” would be back in the market and there would be rio strong -
incentive for elevators to sell. The frustrated elevators that magically got cars would find they
had no reason to use them. Take away the- car: shortage and you take away the. temptmg
trad1ng opportumtles that go w1th it :

Attemptmg to gauge- the sever1ty of- car-supply problems is'also a soutce of- friistration.
In SECTION B; we discussed the point that it is difficult to mterpret numbers on order :
backlog or delay There adre truly fundamental questions about what such numbers mean. For
example, it is noteworthy that, as'the 1987-88 shortage came“to an ‘end;" unit-train-orders -on
" the BN' eé1uiValent to- 58,750 cars were canceled-in the third wee'k"i'n"Ap'ril ®. In early March -
of 1990, 15,000 ordérs for<BN cars were canceled.*% (Poss1bly, the lower number reflects -
‘the influence of COTs or of cancellatron charges ) : ‘

Certamly, many shrppers ordered more cars than they could have used orderrng ten:
trains, for example, in the hope of getting five. But some of the'canéeled orders - represented
cars that shippers definitely intended to load. However, even if we knew how many of the
canceled orders were in the latter category, we would still not khow very much. At first
glance, it'might appear that' we would know how -much additional grain would have been
shipped at that timie if moré cars could have:been placed. But this is an illusion.-"What it tells
us, really; is how much more grain would have been offered for delivery at the prevailing bids
but, as we have just seen, those bids reflected, in'part, the limits on grain movement capacrty
If more grain could have: been shlpped -those bids would havé been lower, and we do not -
know -how much additional grain might have been shlpped in that period; poss1bly not much:
All we really know - is that some traders missed an opportumty that others were able to take Qe
advantage of; one shlpper s loss was another’s gain: - .

Vrewed in this way, we see that it is not very useful to try to quantlfy an overall car-
supply probleém ‘in térms -of orders unfilled or-late’ delivery of cars: In‘terms-of the costs to
society; we are primarily looking at the costs stemmmg from an inéfficient- mechanismi-for:
allocating scarce -capacity to-ship grain aniong competifig users. - From' the point of view of
individual elevators-or merchandisers, these costs take-thé form“of missed opportumtres either~
for profit or for avoiding loss. It is quite clear from our investigation of grain-marketing -
operations that these costs are -not-distributed evenly across -market - partrcrpants They fall.
disproportionately.on the - elevators with’ less sophisticated management those that do not plan ‘
carefully for car supply as’ late fall approaches, and those ‘that are reluctant to make forward

é;Alan Frtzwater VrcekPresrde?nt Government Affairs, BN Railroad Company, Statement
Before Committee on Energy and Commerce, U S House of - Representatlves May 2, 1988

' 3°Conversat10n w1th BN staff
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commitments (either through advance ordering or financial commitments such as leasing
private cars, purchasing COTs or PERX, or other mechanisms).

As noted in SECTION A, these will be the smaller elevators, those that cannot afford
expert staff and that cannot or will not avail themselves of assistance through consultants or
alliances with some merchandisers. They are also likely to be facilities on branch lines that
are more costly to serve than are facilities on mainlines. On many railroads, mainline stations
will inevitably get some preference over branches as car-allocation decisions are made and
facilities with unit-train loading facilities may get preference over those without them.

Through lack of sophisticated management, through lack of train-loading facilities, and through
location, these will tend to be .the least efficient elevators.

To some degree, the inefficiencies of these elevators will be passed on to their farmer
suppliers in the form of reduced bids. The elevators that consistently miss the best trading
opportunities will not be able to match their competitors’ bids; and, in the case of
cooperatives, they will have lower earnings to turn back to their members. Some of these
costs, then, are passed on to the farmer although to what degree is not clear. Farmers,
generally, have a choice among elevators and can avoid a relatively inefficient elevator and sell
to those that consistently bid higher. As previously noted, farmers with large trucks,
particularly those with semi-trailers, may have a wide range of options in this regard. Thus,
inability to compete effectively when car supply is tight may simply add to pressures on
elevators that are already struggling. Many industry observers believe that there is a steady
trend towards fewer entities in the elevator business, though not so much towards fewer
facilities. While undoubtedly harsh on the managers of less competitive elevators, this trend
may be beneficial in terms of greater efficiency in grain marketing and higher returns for
farmers.

Some of the costs associated with grain-car allocation will, however, be more widely
distributed across merchandisers and elevators. This is true to the extent that cars are allocated
by non-price mechanisms; and this is true of all cars except private cars and those provided
under COTs or PERX. For the most part, non-price allocation will not reward efficiency. To
the degree that railroads give priority to advance ordering, the non-price systems will give
some reward to forward planning and, to the extent that shippers maintain orders into the time-
frame where cancellation charges apply, some reward to risk-taking. Beyond that, however,
shippers receive cars (i.e., profit opportunities) for reasons that have nothing to do with the

_efficiency with which they conduct their business or the magnitude of the opportunities before
“them. In economic terms, the cars are not allocated to the shippers who can make the best use
of them.

There are also costs to the railroads from using non-price allocation methods. One cost
is that railroad revenues do not reflect the peak demands for grain movement. Another is that
- inefficient allocation systems may reduce efficiency of car utilization and cause railroads to
lose revenue to other carriers (when grain is trucked between facilities on different rail lines)
or to other modes (when grain is trucked to the end-user).
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In sum, the economic damage from car-supply problems does not stem from reduced
grain shipments and is not to be measured in terms of unfilled car orders or delays in car
placement. Unfilled orders simply measure the degree to which demand exceeds capacity in
the absence of a price-based allocation system. The car-order backlog is only a symptom of
‘the true economic problem, which is the inefficiency of non-price mechanisms for allocating
scarce resources in the face of strong demand.

Within the scope of this study, we have no way to quantify the costs stemming from
this inefficiency, but this is where the true economic costs of car-supply problems reside.
When demand for grain cars rises to the point where the system comes under strain, cars are
allocated not to those who can make the most economic use of them, but, in effect, to those
who win a lottery. , . ' :
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CHAPTER III

TRENDS IN RAIL CAPACITY FOR GRAIN MOVENIENT
' AND FACTORS AFFECTING IT =

FOREWORD '

" This chapter is concemed w1th the factors that mﬂuence decrsrons of ra1lr0ads and other
firms regarding investment in capac1ty for moving grain, or more generally, decisions -
regarding the allocation of resources to grain movement. Whereas the previous chapter was
concerned with allocation of this capacity among competing users, this chapter is concerned
with the forces that affect the magmtude of that capac1ty

Thls examination of mﬂuences on rail gram capacxty is an essential aspect of our
overall analysrs As observed at the end of Chapter II, however, no economlcally rational
increase in capacity can, in and of itself, eliminate the problems that stem from non- market ,
allocation of grain-transport capacity in peak- -demand periods. Our presentation includes a -
conceptual discussion of these issues and a brief survey of information available on recent.
trends in investments in capacity for grain movement.

- This material is presented in four sections and a summary:

SECTION A— RECENT TRENDS IN INVESTMENT IN RAIL GRAIN CAPACITY.

SECTION B— FEDERAL ACTIONS AFFECTING DEMAND FOR GRAIN
’ MOVEMEN T BY RAIL

SECTION o RAILROAD’ACT—IONS AFFECTING GRAIN CAPACITY

L

' SECTION D— INSTIT UTIONAL FORCES AFFECTING INVESTMENT IN .
: ’ GRAIN MOVEMENT CAPACITY

SECTION E— SUMMARY




SECTION A—RECENT TRENDS IN INVESTMENT IN RAIL GRAIN CAPACITY

This section is concerned with the actual recent trends in investment in railroad grain
cars. Figure ITI-1 presents data on all freight car investments. The loweér curve in Figure II-
1 shows deliveries (called "installations" in the industry) of covered hopper grain cars (C-113s)
from 1970 through 1992. The upper curve shows deliveries of all other freight cars over the
same period. Both curves include purchases by private buyers as well as-railroads.” There is a
considerable degree of correspondence between these two curves, showing that purchases of
grain equipment moved in roughly the same pattern as investment in other rail equipment.
Both curves show a stéep decline from 1980 highs, with- some recovery later but nothmg
approachmg a'return to the levels of the late 1970s

~The frerght car 1nstallat10n data 1llustrate that while there are deﬁmtely some specral
factors that have had a powerful effect on grain-car purchases, much of what we see reflects a
pattern across all rail equipment. Figure III-2 illustrates locomotive deliveries over 1970-92,
and we see a repetition of the same approximate-pattern. The recession of 1980-82 i is a major
part of this phenorienon; but it is clearly not the whole story. The trend toward lower levels A
of investment in cars and power (low by. recent historical standards) extended through the
1980s, with some slight recovery towards the end of the penod (The 1991 drop in locomotlve
and car dehvenes must certarnly reflect the recent recessron )

Without doubt, a major part of what we see reﬂected in Figures ITI-1 and III-2 is a
significant increase in the productivity of railroad equipment over this period. Revenue ton-
miles per locomotive rose from 32.7 million in 1980 to 59.2 million in 1992.. Revenue ton-
miles per car rose from 537,000 in 1980 to 909,000 in 1992, an increase of 69 percent. It
may be worth noting that railroad productivity in general has been going up. Revenue ton-
miles per employee for example mcreased by 157 percent over the same period.*' -

- A good part of thrs ‘productivity growth is due to changes in rallroad management
attitudes following passage ‘of the Staggers Act in 1980. The relative freedom to adjust’ rates
accordmg to costs and market opportunities; to leave unproﬁtable markets and explort
profitable ones, and to’enter into contracts with customers for spec1ﬁed service/rate packages
all combined to give rail management new opportunities and incentives. These opportunities to
control costs and i 1mprove efficrency and serv1ce had s1mply not been there before

31 Association of American Railroads, Railroad Facts, 1993.
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FIGURE Ill-1.

INSTALLATIONS OF COVERED HOPPER CARS
AND ALL OTHER FREIGHT CARS
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FIGURE IlI-2.
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Rail productivity growth since the Staggers Act is apparent in the steady fall in real
(inflation-adjusted) rates per ton-mile since 1980. In the 1980-91 period, real rates for all
rail traffic declined by 31.2 percent. Over the same post-Staggers Act period, real rates for
farm products fell even more, dropping by 45.1 percent.*

Very powerful factors specifically driving covered-hopper demand (which also applied
to barges) were the grain-export boom of the 1970s and its collapse in 1981. While it lasted,
strong export growth in the 1970s, and the expectation of its continuation, led to heavy buying
of grain-carrying rail cars by both railroads and private investors. A strong additional factor
influencing private buyers was the availability of the investment tax credit (since repealed) for
purchases of barges and rail cars. Forty-four percent of the C-113s delivered in the
1970-1980 period were for private buyers.”” Grain industry observers are in agreement that
no private cars have been ordered since 1980, although it is thought that some may be ordered
in 1994. Railroads stopped buying as well, and virtually no additional grain cars were
delivered until 1989.

Thus, the covered-hopper fleet was declining through the 1980s as surplus capacity was
worked off. It appears that the downward trend has now bottomed out and that the fleet is
growing slightly. There is a consensus among observers that the annual retirement rate is now
around 1.5 percent,* and new purchases have been exceeding that level since 1991.%

Some observers expect deliveries to continue to exceed retirements in 1994 and 1995,
including some sales to private buyers. These observers believe that, with one-year lease rates
at $425-$430 per month, the return on a grain car is enough to justify the investment at
current low interest rates; others dispute that and maintain that lease rates must go higher
before there can be significant new capacity buys.

~In any event, while the fleet may once again be growing somewhat, at present there is
no sign of a strong uptrend in the number of cars. The consensus estimate is that there are
currently about 100,000 (plus or minus 5,000) covered hoppers in grain service. This is based

*Interstate Commerce Commission, Office of Economics, release entitled “Rail Rates
Continue Multi-Year Decline," November 1993.

*Jerry Norton and Keith Klindworth, Railcars for Grain—Future Need and Availability,
USDA, July 1989, Table 10, p. 20.

*Conversations with BN, USDA, and Harding and Associates, St. Charles, llinois.

**Harding and Associates.
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on the view that the current fleet of C-113s is about 160,000 with about 62 to 63 percent of
annual loads consisting of grain.

*Conversations with BN, USDA, and Harding and Associates. William C. Harding,
President, Harding and Associates, states that analysis of the 1991 Wayblll Sample showed
that 62.5 percent of C-113 loadings were grain in that year.
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SE:C'TION B—FEDERAL ACTIONS AFFECTING DEMAND
FOR GRAIN MOVEMENT BY RAIL

" Federal Government actions can and do affect both the timing of, and the overall level
of demand for, rail grain movement. This is particularly true of Department of Agriculture
(USDA) programs regarding grain exports; demand for rail grain movement is also affected
by-the government’s investment in additional-capacity for barge movement on'the Mississippi
and by the level of charges imposed on users of navigation facrhtles on the river.

USDhA PROGRAMS

- At times in the past, the Commodlty Credit Corporation (CCC) has been ina posrtlon
to have a substantial impact on grain movement. Stocks of grain acquired through prlce
support loans to farmers grew rapidly in the first part of the 1980s, reaching a peak of more
than three billion bushels at the beginning of 1987 (see Flgure m-3). (By way of
comparison, total production of corn, wheat, and soybeans in the 1987-88 crop year was
about 11 billion bushels.) Shifts in federal policy (embodied in the 1985 Farm Act),
combined with the 1988 drought, led to a rapid decline in CCC stocks that was especrally L
steep in 1987 and 1988. o

The CCC s build-up of stocks in the early 1980s was a result of the collapse of U S

* exports in 1981. Some observers link this collapse to the 1980 embargo on gram sales: to the
Soviet Union. Another perhaps more systemic, cause had to do with changes’ in the world -
grain market and with U.S. price support policies. In the early 1970s, the U.S. dollar was
low, and foreign' capacity to produce grain was not nearly as great as it is today At that
time, the Soviet government made a decision to increase imports of corn (and other feed
grains) in order to increase meat production. For these reasons, grain exports boomed
throughout the decade : ~

At the same time, however, world demand for grain was rising and non-U S.
production grew rapidly in response. Around 1980, the Federal Reserve System tightened
monetary policy to choke off inflation and, as a result, the’dollar soared on foreign-exchange
markets. U.S. domestic grain prices rose above world levels and U.S. grain became virtually
unsalable on the world market. With the sudden drop in demand, CCC was forced to take
excess grain off the market under the price-support policies then prevailing. At that time, the
government loan rate® for grain was set in a way that followed production costs. The 1985
Farm Act changed loan-rate policy to bring the domestic market more in line; with the world
market. Other changes were made as well and CCC stocks were rapidly liquidated.

37The loan-rate is the amount that the government will lend to farrners ofi their grain; it
sets a floor under the domestic grain market. The loan rate is defined as a percentage of a
target price; in the period under dlscussmn the. target prlce was establrshed on the basis of
production costs.
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‘Much of the stored grain was sold into the export'market and some of the steps that
CCC took to accomplish this were extremely disruptive of car supply. ' Grain held in on- farm "
storage was repositioned to storage terminals as near to export ports as CCC could find them.
The repositioning moves coincided with the 1987 harvest and a large sale of wheat to the
Soviet Union. In the late fall of 1987 and the winter of 1988, 700 million bushels of wheat
were teleased from storagé and moved towards ports.- (As noted in Chapter 11, this amounted
to.one-third of the: 1987-88  wheat crop of 2.1 billion bushels and ‘almost half the exports of
1.6 billion bushels.) "Not only was'CCC pushmg huge amounts of grain through the system at
the busiest-time of the year, but these moves consumed ‘more than the usual amounts of rail
capacity as CCC moved stores ‘into small terminals in west Texas, “where tracks could not
receive unit trains. Most observers, including CCC officials, believe these actions contributed
srgmﬁcantly to the car shortage of 1987—88 the ﬁrst car—shortage eprsode of the 19803

" This situation, however is not likely to recur, unless the govemment once agam
changes policy and- accumulates large stocks-of ° grain. ~ As Figure TI-3 shows, CCC stocks are
now at“very low levels:' Of the current’ 1nventory ‘of 215.4 million bushels, 195.3 mllhon are
either in the Food Security Wheat Reserve for develop1ng~country emergencies or in the
Disaster Reserve for domestic-emergencies. For all- practlcal purposes, ‘the’ govemment stocks,
available for export have dlsappeared (

The Export Enhancement Program (EEP) of USDA and some other export subsidy
programs played a major role in the car-shortage problems of 1987-88, because they were used
to finance the exports of CCC: stocks. With the disappearance of those stocks EEP no longer
has the- capacity to abruptly force additional amounts of government grarn 1nto ‘the system on
top of what pnvate sellers are already movmg

EEP does have some impact, however, on timing of demand for cars. A Iarge )
proportion (57.4 percent of Wheat sales™) of grdin expotts are' EEP-financed. Merchandrsers '
responding to foreign tenders for grain must apply for EEP fmancmg and cannot’ commrt
themselves to a contract with the buyer until USDA approveés the application. 'The approval -
may be some time in coming, and a tender will usually contain a delivery deadline. Slow
action on the EEP application narrows the time window available to the exporter for getting
the grain to a port, thus increasing the urgency of h1s demand for rail shrpment and increasing
the pressure on system capa01ty ' :

RIVER CAPACITY AND USER CHARGES

“The two' 1ssues here are the capacrty of the M1551531pp1 Rlver nav1gat10n system for N
bartre movement and ‘the pnce charged by the Federal Government for the use of that system

**USDA, Foreign Agricultural Service, unpublished draft. "Export Enhancement
Program Awards for Fiscal Years with Commodities and Countries," September 2, 1993.°
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The capacity of the river is determined by the amounts the government chooses to invest in
replacing and expanding the capacity of the.current set of locks and dams. The Army Corps
of Engineers estimates future investment requirements based on its projections of traffic and
benefit-cost models that are intended to show the efﬁ01ent level of investment associated with
that projected traffic.

Current Corps estimates show traffic on the Upper Mississippi doubling between 1987 -
and 2020.*® The Corps’ analyses indicate that substantial investment will be required to bring
river capacity to the efficient level indicated by this traffic growth.®*. Observers express
concern that the projections are too optimistic and that, for any given level of traffic, the.
Corps’ benefit-cost model points to too high a level of investment.*

Authorization bills for navigation projects require that 50 percent of the funds for new
investment be supplied by the revenues from the fuel tax on inland barge operations. Under
current law, that tax is being phased in and will reach a maximum of 20.cents per gallon in
1995. At the 20-cent level, the revenue from the tax. will support less than half the Corps’
projected investment program for 1995-2020.* A recent effort to further increase the fuel .
tax as part of the Administration’s budget failed; whether the tax will be raised much, if at all,
in the next several years is highly problematical. The increase sought by the Administration
would have been used to finance operation and maintenance expenses, but the political fate it
met suggests that increases for investment purposes are equally unlikely to occur.

In light of these uncertainties, a reasonable scenario should assume that traffic on the
river will definitely increase (if not by as much as the Corps projects), that the fuel tax will not
be increased by enough to support sufficient investment in capacity to offset the increase, and
that Congress, reluctant to increase spending from the General Fund, will not ease the
requirement that 50 percent of new investment come from user charge revenues.

Based on that scenario, when demand for gram movement increases by more than the
capa01ty enhancement on the river, the growth in grain traffic will have to move on the .
rallroads “If current institutional restraints on rail rate increases remain in place, barge rate .

%L, George Antle, "Conclusions and Recommendations to Phase IIT Inland Waterways
Investment Analysis," in Inland Waterways Users Board, Fi ﬁh Annual Report to the
Secretary of the Army and the U.S. Congress

“°C. Phillip Baumel, "Waterway and Rallroad Shipments of Agricultural Commodltles
Alternative Investment Strategies," presented at A Research Symposium: Transportation
Infrastructure as Public Investment Strategy, at the University of Minnesota, October 1992.

1bid.
“21bid.
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spikes under peak-demand conditions will shift even more demand to rail as rail carriers’
prices do not respond to the demand increase.

Nonetheless, rail revenue would increase and there would be some incentive for carriers
to buy more cars; but in light of the increased demand for movement, car-allocation problems
would become no easier and might well get worse. In other words, absent significant changes
in the constraints On pricing of rail grain movement and of cars, this reasonable $cenario would
lead to no reduction in the inefficiencies associated with the current car-allocation systems
(discussed at the end of Chapter II and also later in this chapter).

An increase in river capacity accompanied by an increase in user charges might lead to
some increase in rail grain capacity, since the increased waterway user charges ought to lead to
higher rail earnings from grain movement. (This would happen because increased user charges
would lead to higher barge rates; higher barge rates would mean greater market share for rail
and/or higher rail rates for river-competitive traffic.) In the absence of meaningful change
with regard to pricing of rail grain movement and cars, none of the probable outcomes with
regard to river investment and user charges is likely to lead to much improvement with respect
to rail grain car-allocation problems. . :



SECTION C—RAILROAD ACTIONS AFFECTING GRAIN CAPACITY

Railroads can increase their earnings from grain cars and grain movement by increasing
the rate at which they utilize their covered hoppers.. Since increasing utilization means that a
hopper carries more grain per unit of time, it also means increasing system capacity. There
are, doubtless, a number of ways of increasing car utilization that relate to engineering or
traffic control techniques; such methods are outside the scope of this study. There are;
however, several measures affecting utilization that have to do with dealings between railroads
and grain merchants, and these are the focus of this section.

TRAINS DEDICATED TO A RECEIVER

One measure affecting utilization is the dedication of trains to a receiver. Following
this practice, referred to in Chapter II (e.g., the discussion of CNW’s "cycle trains"), a
railroad will assign some number of trains (e.g., ten 75-car trains) to a customer for that
customer’s exclusive use and under that customer’s virtual control. The customer in question
is usually a large receiver (e.g., a feeder or a processor); in one case the customer is a large,
high-volume river terminal. Typically, only one destination, or a small number of
destinations, will be involved. The arrangements may or may not be embodied in a contract.
There may simply be an understanding that the receiver may use the trains as long as they are
kept employed. )

With regard to capacity, a key feature of these arrangements is that the receiver
undertakes to give the railroad as much advance notice as possible of where and when trains
are to be placed for loading and where they are to go, once loaded. Further, since the receiver
is in control of the inbound traffic at the destination, it can avoid congestion build-up at the
destination while maintaining a high volume of movement. The resulting improvement in
operations allows the railroad to "turn" those trains more frequently than it otherwise could.
Capacity is increased, the railroad- increases its earnings, and the receiver gets better
service—and an assured supply of cars. ’

These dedicated-train arrangements are a source of some discomfort among railroad
customers who are not able to use them. A primary concern is that the receivers that are party
to such agreements will exploit their control over the trains when buying grain from
- merchandisers or elevators that are uncertain of car supply. The same objection, however, can
be raised to any arrangement—COTs, car pools, leased cars—by which a grain trader may
secure a guaranteed supply of cars. A grain merchant who can be sure of getting cars always
has the advantage, in car-shortage periods, over the trader who is uncertain about getting cars.

Another point sometimes raised is that these agreements leave fewer cars available for
other railroad customers, thus exacerbating the allocation problem during a car shortage. This,
however, is a misleading view of the matter. If a receiver uses cars with greater efficiency but
does not increase the amount of grain he moves per unit of time, there are, in the short run,
more cars available for other customers.

61



" But the greater efficiency could cause a receiver to move more grain to the extent of
using as many cars as he did before, or even more cars. A merchandiser, for example, mrght
find his transportatxon costs reduced and be in a position to bid grain away from his
competitors. In this case, the railroad in question might have fewer cars, in the short run, to
allocate among other customers. This might exacerbate allocation problems among those
customers (although, collectively, they would likely be shipping less grain).

To call this a worsening of car supply, however, only illustrates the contradictory
meaning of the phrase, "car shortage"; in fact, capacity has increased and more grain is
moving m the peak “demand period. “What is really. happening in this scenario is that market
share is increasing for the trader who is able to make more efficient use of cars. And, since
this merchandiser is bidding grain away from his competitors, the elevators he buys from and,
in turn, the farmeérs that supply those elevators must be getting some of the benefit from the
increase in efﬁmency : '

The foregoing discussion is in a short-run context and, thus, assumes a fixed number of
cars. The cycle-tram arrangement will, however, reduce the carrier’s costs for moving a given
amount of grain per unit of time; if there i is no offsetting reduction in rates, this leads to an
increase in the firm’ s earnings from grain carriage. Depending on the additional revenue to be
denved from moving more grain, the long-run effect could be an increase in the number of '
cars the railroad ‘employs in grain service (which could include railroad-owned or leased cars
or private cars); or the railroad could take advantage of the increased utilization by shifting
resources out of grain service. In'sum, the increased capacity generated by the cycle-train
arrangement could lead to an increase in capacity offered to all grain customers; it need not
cause offsetting losses elsewhere in the system. Such agreements do, however, shift
competitive advantage towards those market operators that are able to use them.

DIS"PA-TCH PAYMENTS

" A dispatch payment 1s, in effect the opposne of demurrage. Demurrage is a penalty
for failire to load (or unload) and release a vehicle or vessel within an agreed time; dispatch is
a reward for speedy release. The BN has recently, in March and April of 1993, initiated
programs for payment of dispatch under certain circumstances. As with the dedrcated train
arrangements _]llSt discussed, the objectrve is to improve the utilization of cars.

' BN has two programs “one called " Ongm Efﬁclency" and one called "Origin’
Destination Efﬁcrency ~ While there are a number of minor requirements (e.g., electromc :
transmission of the bill of lading), the essence of Origin Efficiency is that BN pays to the
customer an allowance of $30 per car if a unit train consisting of 26, 27, 52, or 54 cars is
loaded and released within 24 hours of placement (to be precise, 24 hours from the first 7:00
AM following placement).

The. Origin Destination program is somewhat more complex and more demanding of the
customer. It applies only to corn, soybeans, or sorghum with destination at a Pacific
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Northwest export elevator served by BN.. The shipment must be a 108-car train (which, may
consist of two' 54-car unit trains loaded at two different locatrons if BN accepts the two |
locations as suxtable) The requirement at origin is that the 54-car trains must be loaded and
released on an agreed day within 12 hours of the 11:00 AM after placement (prov1ded BN .
places the cars before 11:00 AM—if BN is late, the 12-hour period, need not start until 7: OO_;,
AM the next day). At destmat1on the full 108-car train must be unloaded and released as.a. ’
single unit within 12 hours of placement If these, and some other condmons are met, BN
will pay the customer. $200 per car.

Assummg 3,500 bushels of corn per car, the $30 payment for ongm efﬁcrency
equ1valent to 0.9 cents per bushel’ and the $200 payment for "origin destmatron efﬁc1ency
amounts to 5.7 cents per bushel. The former amount would be a noticeable incentive for many
traders ‘but the latter is a truly large payment The condmons for the Orlgm Destmatron N
program are stringent, and the cost to the exporter (it would have to be an exporter) of '
meeting such requirements is not known. The larger allowance, however is equal to orin
excess of the deahng margm on, many gram transactlons o

A merchandlser rece1vmg this kind of advantage on transportatlon cost is m a very
strong posrtlon to ‘outbid competitors when buying grain. A country elevator owned by such a’:

merchandiser or selling to such a merchandiser would be ‘able to draw grain. from substantial -
distarices, taking business from elevators not able to load 54-car trains and not well pos1t1oned'
with’ respect to other elevators. An elevator that could part1c1pate in such a transactlon would
not haye to be on a main line, but it would have to be so located as to, form one of a patr -
suitable' for placmg and retrrevmg the two_ trams m a smgle move ) S

-HEAVIER LOADING GRAIN CARS '

Most of the grain cars bought since 1989 are a mod1ﬁcat10n of the. prev1ous standard -
C-113, which rated 263,000 pounds gross weight, 100 tons net. The new cars ‘are 286 ,000 -
pounds gross (no increase in cubic capacity) and can be loaded with 103 tons of .comn or 110
 tons of wheat or soybeans Rar]roads are ordermg the heavier loadmg cars because they lead
to reduced operatmg costs.® The reduced operatmg cost should lead to 1ncreased returns,. .
from grain service and some 1nvestment in increased’ capacity. . Larger cars mean that fewer ‘
cars are needed for the amount of grain being moved. Fewer but larger cars could have. a .
slight negative impact on the car-allocation problem, even though capacity for moving grain
would be improving. Again, this highlights the fundamental contradiction in,the notion-of car
shortage. It has also béen noted that the increased we1ght of cars. and train$, poses a potent1al :
problem for elevators on branch hnes that have hghter—we1ght ra11 or margmal bndges

P AT

+ ¥Baumel arid Van Der:Kamp, Feedstuffs, "Heavier Loaded- Grain Cars—Are They
Commg and 'What are Their Impacts?" Vol. 65, No. 20, May 17, 1993, pp.*62-63.:
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SOME IMPLICATIONS OF THESE RAILROAD ACTIONS

Dedicated-train arrangements, BN’s dispatch payments, and increased car capacity all
drive this market in the direction of increasing capacity; they also have the effect of shifting
the competitive balance among grain-market participants. The gainers are the merchandisers
and elevators that are able to take advantage of these measures; the losers are the o
merchandisers and elevators that are not able to exploit these. opportunities: Farmers seem -
likely to be gainers as more efficient merchandisers and elevators are able to offer higher
prices for grain. ' o
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SECTION D—INSTITUTIONAL FORCES AFFECTfNG‘INVESTMENT
IN GRAIN MOVEMENT CAPACITY

As w1th any substanual busmess railroad managers usually make mvestment de01s1ons
within. the constraints- of an annual capital budget. A capital budget will often-be. developed in
the context of a.multi-year investment plan, but will be adjusted each year for changing -
conditions. Two different decisions (or sets of decisions) are made: the total amount set aside. -
for investment and the projects or purchases to be carried out within that amount. These two -
decisions are not, of course, independent of each other. Selections among alternative projects
will be made according to estimated rates of return, but the overall level of return that can be
realized will also affect the total sum to be invested. Other things being equal, the higher the
return that can be realized on rail investments, the larger will be the capital budget. As the
rate of return declines, alternative uses for funds, e.g., debt reduction (or refraining from debt
increase) or increased payouts to stockholders, become more attractive. :

Thus, an investment in grain-hauling capacity has to compete with alternative uses of
the rail firm’s capitdl, including the alternative of shifting capital out of the rail business (or
refraining from putting it in). Investments in a variety of rail equipment affect grain-hauling
capacity (cars, power, track, and communications and traffic control), and we need to note
factors that affect all of them. Nonetheless, our primary focus here is the C-113 covered
hoppers, which make up the rail grain ﬂeet. .

Other mvestors prmc1pally equ1pment leasing compames may- also buy covered
hoppers.- Their decisions are guided by the same basic factors that influence railroad
managers; they must look at the rate of return offered by grain cars.and compare it with
returns offered by alternative uses of their capital. There is a significant difference, however,
between the way in which a grain car generates revenue for a railroad and the way in which it
generates revenue for a leasing company. A railroad’s revenue comes from customers who
pay by the movement, i.e., payment for a movement of some number of loaded cars from one
place to another. Typically, but not always, the price covers both the use of the car and the
railroad service to move it. (As noted in Chapter II, some railroads quote separate rates: one
price. for the movement and another price for the car.) A car leasing company, on the other
hand, is paid by the month for the use of the car.

- As the term implies, a leasing company derives revenue from a grain car by leasing it
to some other firm, for a fixed term for a fixed monthly payment. The lessee is likely to be a
substantial merchandiser; it could also be any market participant who believes a profit can be
made from holding grain cars on lease. Merchandisers who hold cars on lease will use them
to move their own grain and will also, according to market conditions, offer them to others on
shorter lease. Leased cars are usually available over a range of terms from as short as a single
trip to as long as 15 years. Whatever the term of the lease, the lessee receives only the use of
a car; he must still pay a railroad to move it.
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Thus, both railroads and leased-car holders derive revenue from making grain cars
available to grain shippers. They do so, however, in quite different institutional frameworks.
In one sense, railroads and private-car holders operate in the same market; the buyers are the
same, the cars are the same, and the cars will be used for the same purpose. Railroads,
however, are subject to some—albeit limited—regulatory restraint on pricing, and they are
also subject to implicit political constraints. Private car-holders, on the other hand, are
wholly free of rate regulation, direct or implicit, and lease rates are restrained only by market
forces. Thus, railroad-supplied cars and private cars are offered in two quite different sub-
markets in which different prices for the same product may prevail at the same time.

The context for private cars has an added layer of complexity. Unless a railroad
agrees to move a private car, it is worthless; and the relations between private-car holders and
railroads are not simple. -It is necessary that we develop some understanding both of the
institutional restraints on railroad pricing for grain movement and of the context in which
railroads and private holders of grain cars deal with one another.

RESTRAINTS ON RAIL GRAIN PRICING

That rail grain rates are "sticky" on upward movements is beyond dispute. Barge rates
and leased-car rates move freely, responding virtually instantly to fluctuations in demand (or
supply). If a sudden surge in demand hits the grain market at a time when the upper
Mississippi is open, there will be a spike in barge rates; we noted this phenomenon in
Chapter II. The rise in barge rates will bring supply and demand into equilibrium in the
barge market, and deflect some demand for grain movement from the river to the railroads
(and, in time, away from the peak-demand period).

Rail rate movement, on the other hand, will be, at most, sluggish in response to a
sudden surge in the demand for grain. Rate adjustment will not be sufficient to equilibrate
supply and demand for cars. The limited rate increase will not offer railroads an incentive to
shift covered hoppers into grain service from other uses; and, in any event, there can be only
limited short-run response in car supply. Cash prices for delivered grain are rising, while
prices for railroad-controlled cars are rising slower, if at all. The inevitable result is that
shippers, competing for the opportunity to sell in a strong market, demand more grain cars at
origin points than can be supplied at that time.*

More to the point of this chapter, limited response in rail rates deprives railroads of
some of the revenue they could otherwise get from peak demand for grain shipment. Or, put

“As noted in Chapter II, this does not mean there are insufficient cars to move the grain
to the buyer; rather, with below-market rates for cars and rail movement creating more
attractive opportunities for grain sales, the system cannot accommodate all the would-be
sellers.
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another way, rigidity in rail grain rates restricts the return that railroads can earn on grain cars
and from grain movement.

There appear to be two principal reasons for the stickiness of rail grain rates: regulatory
restraint and implicit political constraints. These are explored in turn below.

Regulatory Restraint

Grain is a regulated commodity for rail shipment; railroads must move grain either at
published tariff rates filed with the Interstate Commerce Commission (ICC) or under the terms
of contracts that carriers may negotiate with their customers. A substantial amount of grain
traffic moves under contract. The essential elements of contracts (e.g., rates) are confidential
and their terms vary. Typically, however, they establish below-tariff rates in return for
guaranteed volumes of traffic; most contracts would preclude a railroad from making a short-
term price adjustment (although they usually do not guarantee car supply).

Under the Staggers Act, railroads are comparatively free to adjust tariff rates (unless
market dominance can be demonstrated), but 20 days’ notice is required before an increase-can
take effect (a new tariff must be filed at the ICC 20 days before the effective date). Twenty
days may not seem a long time; however, reference to Tables II-10 through II-12 indicates that
some spikes in barge rates and leased-car rates have not lasted very much longer than that, if
that long. It seems clear that, in the absence of the 20-day filing requirement, some railroads
would realize more revenue from sudden increases in demand for grain than they now do.

Political Constraints

Railroads are large, profit-oriented institutions with a high public profile in grain-
producing regions and a long history of state and federal regulation. Since railroads first
became major carriers of grain, there have been periods in which the relationships between
railroads and grain shippers have been tense, if not openly adversarial. Justified or not, there
has been a perception of railroads as large and powerful enterprises, enjoying a degree of
monopoly power in the marketplace, in contrast with farmers and grain elevators, which
operate in highly competitive markets. An increase in rail rates for grain movement can attract
an intensity of public and political interest that would not, by contrast, be focused on increases
in barge rates or leased-car rates. Rail executives may well judge that their wisest course is to
avoid attracting such attention; thus, many railroads tend to avoid abrupt increases in grain
rates.

Attributing carrier behavior to this cause is somewhat speculative; it is difficult for an
outsider to know for certain what influences may be operating on the management decisions of
a particular railroad. What is clear, however, is that not all carriers strain the limits when
they set rates for grain movement and there is enormous variation in carrier behavior. The
BN, through its COT auctions, is fairly aggressive about using price to allocate grain cars
among users; according to BN policy, up to 40 percent of its grain fleet may be allocated in
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this way. The UP; on the other hand, pursues a policy of avoiding price flictuation; it "
allocates cars on a historical basis and gives its customers 60 days’ notice of rate increases.* }
The Soo Line has recently introduced an auction (PERX) for allocating 25 percent of its c‘afs :
Some carriers will follow a deliberate pattern of raising their tariff rates when demand for -
shipment rises in the late fall and lowering them when demand eases in the spring; others will
not.

Those railroads that do- not adjust their rates as demand varies are forgoing revénue that’
they would otherwise get; they appear to be holding the return on their grain traffic below -
what it otherwise might be. The most plausible explanation for this behavior is that these °
managements are deferring to what they perceive as an implicit political constraint. Put
another way, they believe that any increased revenue from their-grain operations would be -
offset by p011t1cal responses; that, one way or another, would adversely affect thelr mterests

Percelved pohtlcal constraints are probably not the only reasons for this behav1or
Management at some railroads may believe that there are long-run benefits from good -
customer relations and, therefore, will seek to avoid offending customers with sizable rate” .
increases on short notice. Another éxplanation for apparent railroad reluctance to use the price °
mechanism for allocating grain cars may simply be inertia. Railroads are comparatively -
conservative institutions, and short-term rate adjustment was not an option until after the
passage of the Staggers Act. Whatever the reason for railroad behavior in this regard, the
ironic consequence may well be that grain shippers receive less responswe service and lower
car avallablhty than they otherwise mlght '

RAILROADS AND PRIVATE CARS

The Basic Relationship

The use of private cars is not, of course, confined to grain shipment; pnvate cars are
used across the spectrum of freight traffic. "The basic arrangement is straightforward: The
railroad moves the shipper’s goods but does so by pulling the shipper’s cars, rather than the
railroad’s own equipment. The railroad moves the car, but does not provide the car. In the
case of a regulated commodity, such as grain, the ra11road’s tanff will mclude a rate for
private-car movement.

As noted in Chapter I, a rate for private cars is usually -quoted in one of two ways.
The more common arrangement is that the railroad offers the shipper a "mileage allowance" to
.reflect the savings to the railroad from- not supplying the cars. The allowance is quoted in
terms of cents per loaded car-mile. The customer pays the railroad for the movement at the
tariff rate, and then, often somewhat later, the railroad pays the customer the allowance, based
on the number of private cars and their loaded mileage.

4>Conversation with UP staff.

68' 



In the alternative arrangement (sometimes known as a "dual rate"), the railroad’s tariff
will show two rates: one for a move with the railroad’s equipment, a second for a move with .
the customer’s equipment. Erther way, the shipper is offered two prices: one for the
movement only (railroad does not furnish cars) and one for the movement plus rarlroad—-
supplied equipment. R

Arrangements concerning private cars: may also be covered in contracts. When that is
the case, the allowances or dual rates are not subject to ICC regulation. - Otherwise, the prices
for movement without railroad-supplied equipment are subject to the same regulatory testraints .
as any other tariff rate for grain movement \

Issues regardmg the use of pnvate cars"have been a point of conflict between some -
grain-hauling railroads and private holders of leased cars. Under AAR rules, a shipper that.
wishes to use private cars must apply to a railroad for permission to load and move its cars on
that carrier’s territory; the document that the railroad executes to grant permission is an AAR
form known as "OT-5." Shippers and carriers speak of "granting OT-5," "denying ‘OT-5,"
and so forth. Until the early 1980s, railroads freely granted OT-5 applicatious. . Then, ina
period of substantial grain-car surplus, some camers began to limit or deny OT-5 or cancel
- OT-5 authorlty prevrously granted

ICC DeCiSiOn in SCOT'—S

As a result of these actions, there was a lengthy proceedmg before:the ICC known as -
the "SCOT-5" case (Shippers Committee on OT-5). SCOT-5 culminated in a decision®
September 1989. ' The gist of the Commission’s ruling was that shippers. had rights-to_ OT 3.
but that railroads were within their rights in refusing to load pnvate cars when they had therr'
own cars avarlable The precrse language (pages 878 -879) is as follows: °

1. ...rallroads shall cease and des1,strfrom denying OT-5 approvals. for private -~

- covered hopper cars, and from imposing restrictive-conditions. in OT-5.

- approvals, except for mechamcal or safety reasons or for lack of adequate track:
storage space :

2. ..‘.railroads shall cease and desist from refusing to transport shipments in . - -

private covered hopper cars tendered by shippers when the railroads do nor have

cars available [emphasis added] to transport the shipments. - :

“ICC Docket No. 39169. Shippers Commmee OT-5 v. Ihe Ann Arbor Railroad
Company, et al., 5 ICC 2d 856, September 15 1989, : . A
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Taken together, these statements are contradictory. What the first grants, the second
essentially takes-away. The key to understanding the second provision isthe meaning of
"available." The way it is used here implies that a railroad either has cars- available to furnish
to a customer or it does not; i.e., that the question of “availability" has a yes-or-no-answer and
that answer is 'an objective fact, largely outside the control of the rdilroad. This is not the
case. The intensity of demand for grain cars varies over the year; as that démand becomes
greater, the potential for the carrier to derive profit from the use of private cars becomes -
greater. ' There is no magic threshold at which cars are suddenly no longer available—a -
railroad always has cars available for some shippers. When a customer asks to use his own -~
cars, what the railroad must consider is whether it earns more by sending its owncars to that
customer or by sending its own cars elsewhere and accepting the private cars. (A key part of
this consideration, discussed later, is, of course, the price the railroad must pay for the use of
 the private cars—with the wrong price the railroad could lose money on private cars in a '

period of high demand and with the right pnce it could make money on pnvate cars in a '
period: of low demand.) -

’I’hus whether to make cars available to a customer or to accept his pnvate cars 1s a
business decxslon for the railroad, and the force of the Commission’s language is that a-
railroad may refuse private cars unless it finds it in its interest to accept them. The
Commission took the view that railroads have a responsibility (stemming from the common
carrier obligation) to supply-cars and therefore have the right to insist on using:their-own-cars"
as long as they are willing to make them available to a customer. The followmg language
(page 859) expresses this pomt :

because carriers have a duty to provide cars necessary for the transportauon
they hold themselves out to provide, they have a corresponding right to’ use the1r
own-cars in preference to pnvate cars in fulfilhng this obllgatron 47 -

The implication is that the common-carrier obligation imposes a duty on rail carriers to*
provide cars at times, or under terms, that-may not be in thelr best commer01a1 mterest and as
an offset are: entxtled to a protected market for thexr cars.

K

_Current"Practlce‘ S

~ In actual practice, there is a good deal of variation among railroads in regard to private ‘
car acceptance. The BN, for example, maintains a firm stance of not accepting private cars
unless it is under very heavy demand pressure. Other railroads are more receptive to pnvate
cars; some will take them under almost any conditions, provided the shipper will accept the '
rate offered. . This latter, however, is no small provision. Just as railroads follow dlffermg
practices with' adjusting grain rates according to demand, they also follow (as noted ini’ Chapter
IT) differing practices in regard to-adjusting rates charged ‘when private cars are used. e

Tpid.
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_ Some carriers will adJust these rates accordmg to the demand. for cars; others W111 not,
Descnbmg rail-firm behavior in this respect can be a little confusing because of the
terminology and because two different ways of quoting these rates are in effect..  For this.
discussion, it is useful to think in terms of the carrier paying the- shipper for the use of pnvate >
cars. This is consonant with the practice of paying allowances; the higher the: allowance, the -
more the railroad is paying for the use of the shipper’s car. With a dual-rate system, the
railroad offers a price for the use of its-own cars; the higher the price the carrier charges. for’ -
its cars, the more the customer gains by using his own cars. An increase in.the price for using
the carrier’s car is, thus, equivalent to an mcrease in the allowance paid for the use of the '
customer’s car. -

Elther way, the shlpper pays the railroad less when he supphes his own cars. And on
‘those railroads that adjust price for cars as demand conditions vary, the price will rise as the-
demand for cars rises—and fall when demand falls. Typically, such railroads will raise the -
price they pay for private cars in the late fall and lower it in the spring; rather than outright. -
refusing private cars when demand is slack, they offer a price low enough to discourage
private cars (and low enough that the railroad will proﬁt from using any cars that may be :
offered) - : noe

It is, thus, possible for a rail carrier to reduce the number of private cars in use:on its
'temtory (or ensure that it profits from using them) by lowering the allowance it offers for such
cars. It may also restrict the number. of private cars on its system by denying OT-5 requests -
or by imposing conditions (e. g., that the shipper must have sufficient storage track to keep his:
cars off the railroad’s tracks when not in use), or by limiting OT-5 authority to comparatively
short-periods (e.g., six months or. month-to-month). . Such. rules may deal with wholly
legitimate concerns. If a shipper parks private cars on the railroad’s track, it can pose-
operating problems and raise railroad costs. Also, the carrier may well be uncertain, from one
month to the next, about how many pnvate cars, if any, it wants on its system or how much
such cars would be worth to it. - . ..o ‘

Nonetheless these railroad operatmg concerns carn be dealt with. through the pnce
mechanism. Operating problems from stored cars (or any other inconveniences caused by the
presence of private cars) can be reflected in price; for example, there should be :nothing. to+ .
prevent a railroad from charging a storage fee to customers who leave cars on its tracks. Price
is partlcularly relevant to a carrier’s uncertainty ‘about how many private cars it shotld. have on
its system. Instead of granting or dénying OT-5, a carrier need only adjust the price. it-offers’
for private cars in accord with the market and 1ts own Judgment of its requrrements Price:
adjustment is, in. fact, a better response than .a:"yes" or "no" to private cars. The railroad that
changes the price it offers for cars as market conditions change should do better than the -
railroad .that holds to a fixed price and uses. OT-5 acceptance or denial to control. pnvate cars
The latter carrier w111 miss opportunities that:the former will be able to exploit.. - S

A While it may be clear that offering market-responsive prices for private cars would be
‘better for a carrier than holding to a fixed rate, some observers are concerned that railroads
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would be in a vulnerable position in slack-demand times if they were deprived of the right to

deny OT-5. The essence of this concern is that, if private-car holders found themselves unable
to generate revenue from their cars, they would take any price from a railroad, no matter how
low. The railroad, unable to refuse, would be compelled to accept the private cars and take its

own cars out of service, thereby losing revenue from its cars that it would otherwise have
realized. - '

If, however, the railroad is free to lower its allowance below the variable cost of using
its own cars, it would profit from a private-car holder’s willingness to accept such a price.
The railroad might, indeed, take its own cars out of service in this situation (if it could find no
other employment for them). The carrier would, however, be making more money from using
the customer’s cars than from using its own cars, because of the willingness of the customer to
supply cars for less than it would cost the railroad to use its own equipment. In this scenario,
the:railroad is gaining at the expense of the private-car holder, not the other way around. If,
on the other hand, the railroad offers an allowance above its own variable cost, it does so
because it finds at least some value in the use of a customer’s cars.

During the car-surplus period of the early to middle 1980s, both railroads and private-
car holders had idle cars on their hands during some summers. Short-term lease rates fell as
low as $90 a month (which, according to many observers, approximates variable cost). In
individual transactions, grain merchandisers holding cars sometimes paid premiums for grain
so high that the effective price for the cars was zero. Whether such conditions are likely to
recur is open to debate; certainly, no one can guarantee that they will not.

However, for the last several years, definitely since 1988, short-term lease rates have
stayed above $300, per month, even in the summer doldrums (Figure II-10). There is a fairly
broad and active market in which leased cars change hands on a sub-lease basis. Grain-hauling
railroads, a number of merchandisers, non-grain users of covered hoppers, railroads and other
market operators. in Canada—and sometimes in Mexico—make up most of the market
participants. There are thought to be somewhere between six and twelve car-brokerage firms
in the country that base their business entirely on arranging trades in leased cars. Many of
these firms handle other types of cars as well as covered hoppers, but at least one broker
handles only covered hoppers.

, Both railroads and merchandisers are continually leasing cars as they seek to adjust
their fleets for changing market conditions. Market observers believe that something like
8,000 to 10,000 cars are traded on a sub-lease basis in a single year. Trip leases occasionally
occur, but most sub-leases are for anywhere from two months to five years. Short-term leases
covering only late-spring to early-fall months definitely occur and generally at rates somewhat
above or, as in the summer of 1993, well above, $300. To be sure, the lease market and the
day-to-day transactions among merchandisers, railroads, and elevators are somewhat different
markets, but they are closely related. If car-holders can get $300 per month in the slack
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season, it suggests that the market is not being flooded by operators who expect to get little or:
no revenue from their cars.*® .

In sum, there has been an active leased-car market in recent years during all seasons
As previously noted this does not mean that car-surplus periods cannot recur. However, as -
long as a railroad is free to offer an allowance below the variable cost of using its own cars, it
cannot be damaged by accepting private cars at that price—in fact, it gains as compared with
using its own cars.

Therefore, we see that the use of flexible, market-responsive pricing of grain cars,
rather than acceptance or denial of OT-5, should be a benefit to the railroads. It should also -
be a benefit to their grain-shipping customers. The principal reason is that pricing allows the -
customers to make their own decisions about whether or not to use private cars for any given
trade. With an arbitrary rule, the railroad has already made that decision for its customers.
Even when a railroad, in time of plentiful car-supply, offers very low prices for pnvate cars
some customers may find it to their advantage to use leased cars. :

It seems clear that, if railroads abandoned all non-price barriers to the use of private .
grain-cars, returns to non-railroad investors in grain cars should increase. Confronted by price
changes, rather than arbitrary rules, private-car holders should be able to exploit opportunities
that are now closed to them. Further, as long as railroads are free to pursue their chosen
strategies in pricing for private cars, and those strategies are sound, they should not be worse.
off than they are under the present arrangements. ’

EFFECT OF FLEXIBLE RATES ON RAILROADS AND GRAIN T. RAbERS

An interesting question arises here. We have argued (above at pp. 66-67) that greater.
grain-rate flexibility for railroads should lead to a higher return on grain cars owned by .. . -
railroads. We have also argued that eliminating railroads’ non-price barriers to private grain ..
cars should lead to a higher return on grain cars owned by non-railroad investors. If both .
actions were taken, what should be the net result with respect to incentives to invest in grain
cars? First, we need to be precise about the changes we are considering:-

Current Arrangements: Due to both explicit legal restraints and various implicit
restraints, railroads do not increase the rates they charge for moving grain fast enough...
to keep up in a rapidly rising market; nor are they free to lower the prices they -offer.”".
for private cars quickly enough in a rapidly falling market. They are, however, free to -
refuse entry to private-car holders who wish to use their own cars:to carry grain.

“The information in these two paragraphs on the leased-car market was gathered in
conversations with railroads, grain traders, and people who act as brokers in arranging sub- '
leases on private cars. ‘
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Proposed Arrangements: Railroads should be free to adjust rates for hauling grain and
‘providing cars, and prices offered for private cars (but would continue to be restrained -
~ from abusing market power).*”  Further, railroads could not refuse entry to private
- ‘grain cars; a railroad would have to respond 'to a shipper’s request to use private cars
" by offering a price for those cars. * A railroad could offer a private-car holder whatever
“price the railroad deemed best in light of market conditions and its own circumstances
" (if the market so warranted that price could be zero)—1t could not simply refuse .
prlvate cars.

S The effect of these "proposed arrangements” would be to merge two markets that are
now separated the market for railroad-controlled cars and the market for private cars. -
Existing restraints on railroad pricing and on the use of private cars create two markets; -
remove those restraints and there is only one market. (It is important to note that this single,
open market can only come into being if restraints on both railroads and privite-car holders are
lifted simultaneously; with open access, railroads must be able to adjust rates for movement
and cars‘as freely as gram ‘traders adjust rates for. cars.)

The issue of net change in inducement to invest in grain cars depends, thus, on whether
the merger of these segregated markets leads to-a higher return on grain cars than would -
otherwise be the case.. The answer is that the merged market increases returns, because - -
elimination of the’ existing market barriers opens opportunities, otherwise closed to both -
rarlroads and gram traders wrthout requmng ﬁrms n either group to take on new. Costs.

It is beyond the scope of this report to explore and resolve all the detalls about rate -
setting and rate quoting that are implied by these proposed arfangements. It does seem. clear
however, that it would mean a system in which prices for grain movement are agreed to
between railroads and their customers at the time the cars are ordered.” If, on a given day, a
shipper told a railroad he wanted cars three months hence (e.g., the second. half of March), the
railroad would reply with a rate quote for providing the cars and moving them; if the shipper
accepted the price; that would fix an agreement by which both were bound. The rate for grain -
movement capacity in the second half of March might fluctuate widely in the interim, but that
shipper would have a firm commitment from the carner to place the cars at that time at the
rate already ﬁxed 0

“Any proposal for increasing rail-rate flexibility raises questions about potential abuse of
market power. -Existing provisions of the Interstate 'Commerce Act or, possibly, the antitrust
statutes may well suffice for this purpose; however, we have not analyzed the question and
cannot firmly state that no adjustment to these provisions would be needed.

5°Thesé arrangements would give an elevator more protection against rate mov'ernent after
a sale'is made than it-has now. Most sales are for loading one or more months ahead, so the
current 20-day filing rule on rate increases provides only limited protection.
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... There are some observers who believe that grain dealers have an inherent competltive
edge over railroads in the use of grain cars to the extent that, in a single, .open car market,
control over, cars would inevitably shift from railroads to merchandisers. This behef may be-
founded, in part, on a perception that grain dealers have opportumtles for generating revenue
(or. reducmg costs) w1th grain cars ‘that are not available to rail carriers. This perception is
valid under the current arrangements. w1th segregated markets for railroad and private cars; it
becomes mvahd when the barriers between these markets are eliminated.  As matters now
“stand, a grain trader can use control of cars to gain bargaining leverage in a period of high
demand. Specifically, a trader who holds cars can offer below-market bids for grain to traders
who. cannot obtain cars; any resulting gain in trading margin is, in effect, a reward for holding
cars. ; ‘

. With 'present .ru.les and rate inflexibility, this reward is not available to a railroad; with
flexible rates in an open car market, the railroad would be able to capture this reward with -
‘higher prices. Thus, under the current arrangements, grain dealers have an opportunity to -
capture the premium accruing to cars in high-demand periods, and railroads do not; w1th a.
smgle market for cars, both would have that opportunity.

As far as the system s ability to move grain is, concemed 1t should not make any _
difference whether grain cars are owned by railroads or by grain merchants. It is the size of
the total fleet, .and how well it is utilized, that matters. In this connection, however, some - -
have raised the question of whether railroads are inherently more efficient users of cars, so that
a shift in control over cars from railroads to grain traders could result in decreased utilization
to the point where system capacity might decline even though the number of cars went'up. In
the SCOT-5 decision®, for example, the ICC found that railroads can obtain greater :
utilization (more loaded trips) from their own cars than they can from private cars®; this i
point is made.in support of the. proposition that railroads are entitled to a degree of protection ‘
in the use of their own cars. : c
If raﬂroads are in fact more efﬁcxent users. of grain cars, then control of gram cars
would shift rowards rallroads not away from them. In an open car market, ownership and
lease holdmg of cars will tend towards those firms that get the highest. returns from -cars. Cars,
will be worth more to such firms, and they will tend to bid the lease rates up to levels that less .
efficient operators cannot afford. Let us suppose that railroads as a group are far more
efficient than grain traders in their use of grain cars, in the sense of more loads per month. If

“ICC Docket No 39169 Shippers Commtttee OT-5 v. The Ann Arbor Razlroad _-
Company, etal.,5 ICC 2d 856, September 15, 1989, pp. 872-874. .

" 2The ICC based its fmding on evidence submitted by BN showing higher cycles per
month for BN-controlled cars on BN territory. than for private cars.. BN’s analysis was -~ -
dlsputed by gram shippers _but the ICC rejected their criticism. Analytlcal resolutlon of- thlS
pomt is outside the scope of this project. : . S
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this were so, then car holding would shift from grain traders to railroads, unless gram dealers
had some kind of offsetting advantage in getting returns from grain cars other than through

loading them. But, in a free car market, the same opportunities should.be open to all
participating firms.

If a grain trader did have an edge over a railroad, it might be in having a better sense
of when and where demand was going to peak and being able to place its cars so as to get
maximum advantage from a peak-demand surge. But, in so doing, the grain trader is
accommodating the peak and contributing to the efficiency of the system. There does not
appear to be any reason why merchandisers’ -handling of cars would drag down the efficiency
of the system.. Thus, any increase in investment in grain cars resulting from a shift to an
open- market system should result in an increase in grain- movement capamty

IMPLICATIONS FOR OTHER ’RAIL INVEST, MENT IN CAPACITY

A railroad’s capacity to move grain and the level of service it provides depend on other
factors as well as the number of covered-hopper cars the railroad controls. Any market
participant can buy grain cars and make them available, but only a railroad-can furnish
locomotives and crews, prov1de and maintain 51gnal and communications gear, and maintain
track, switches, and so forth. ~Railroad spending for these thmgs as well as decisions on the
resources to be allocated to gram service, will be 1nﬂuenced by eammgs from carrymg gram

Wlth respect to some ra11 assets, partlcularly for signals and communications and- for
track mamtenance earnings from grain.will affect investment only in that they affect the
railroad’s overall earnings. However, with respect.to power and crews, earnings from grain -
relative to earnings from other commodities the railroad carries become quite important. At
any given time, a fixed number of locomotives and crews is available to the rail carrier and the
question of how to allocate these resources among various classes of traffic must -always be
addressed. - Traffic that has lower earnings compared with other markets w111 mev1tably receive
lower priority as these allocation decisions are made. - -

- Further, some track is used largely for grain service, and the level of maintenance must
be influenced by earnings from grain. Also, railroads have a number of uses for covered
hoppers besides carrying grain. Most, if not all, free—ﬂowmg, dry, bulk commodmes can be
carried in a covered hopper, and many of them require protection from the weather just as
grain does; examples are fertilizers, feed, plastic-pellets, and soda ash. If grain generates low

earnings compared w1th other traffic using ‘C- 113s it is going to rank low in the ‘priority for
car allocation.: s o - e

There is no escaping the fact that the level of service a railroad can supply to its grain-
shipping customers (or any other customers) depends directly on the earnings from serving
them and how those eamings compare with returns from serving other groups of customers.
Restraint on rail rate flexibility can only restrict the level of service that grain customers get
from railroads.  Removal of these restraints would do more than yield an increase in' grain-
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moving capacity; it would also allow-market-based allocation of that capacity in periods of -
high demand. While the capacity increase, in and of itself, will not eliminate car shortages
the advent of market-based allocation (i.e., flexibility) would do so.

IMPLICATIONS FOR THE COMMON—CARRIER OBLIGATION

When cons1der1ng the consequences of a freer market for gram cars and grain
movement, the railroads’ common-carrier obligation is an issue of concern. This is a major
theme in the SCOT-5 decision—the Commission is concerned that the free entry of private
grain cars would cause railroads’ car fleets to decline, thus impairing their ability to meet their
common-carrier obligations. More broadly, the common-carrier issue is almost always raised
in debate about reducing regulatory restraint on railroads, usually in the sense that relaxing
some restraint might allow rail carriers to ignore, or escape from, their duties as common
carriers. Therefore, we have to.analyze the impact on the common- carrier obligation of the -

proposed arrangements" we are considering here. -

The -ﬁrst step in this analysis is to discover the meaning of "common-carrier :
obligation." 1In its recent remand to the ICC regarding the Commission’s ruling on the legality
of BN COTs,* the U.S. Court of Appeals called attention to Sections 11101(a) and
11121(a)(1) of the Interstate Commerce Act. The former says that common carriers must
provide "transportation or service on reasonable request”; the latter says that rail carriers shall
provide "adequate car service" and have "reasonable rules and practices on car service."
While implicitly conceding the generality of this language, the court went somewhat further
and found a.Congressional intent that cars should be distributed equitably among customers
requesting tariff service and that a carrier should have sufficient equipment to meet
"reasonable” requests for conventional serv1ce -

' With regard to the proposed arrangements considered here—rate ﬂexibility for railroads
w1th regard to grain movement and grain cars and an open market for all grain cars—there are
two important points already established:

A rail firm’s. financial ability to provide grain service would not be damaged; indeed, it
would be enhanced, and- higher eammgs from movmg grain would draw more resources
into rail grain operations. -

‘ » It Would be ._unljk‘ely'that railroads would cease to own grain cars or hold them on lease;
.~ there is no obvious reason that would lead one to expect that grain traders would have -
an inherent ability to generate more earnings from grain cars than railroads can.

53Un1ted States Court of Appeals for the Eighth ClI'Clllt Nanonal Gram and Feed
Association v. United States, 5 F. 3d 306 (8th Cir. 1993)
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Nonetheless, control of cars might shift, to some degree, from railroads towards grain
houses. We have no basis for holding that to be impossible; but that shift would not diminish
availability of cars to customers. Regardless of what firms held them, there would be more
cars than otherwise. And whoever controlled the cars, whether railroad or grain trader, would
be under strong pressure to keep them utilized. Again, the cars are fixed-cost assets; owners
or lessees will try to use them to the fullest. Control over cars would not shift from railroads
towards grain houses unless grain traders were successful in using cars to accommodate many
shippers.

After all, the reason that grain gets shipped is not that the government orders the
railroads to move it. The fundamental reason that grain gets shipped is that it can be sold for
a price high enough to cover the cost of production and transportation. These market
conditions will make sure that cars are available to shippers and grain moves. Shippers will
get service, at market prices, regardless of who controls the cars. (There are highly efficient
rail markets—chemicals is a good example—in which virtually all cars are held by shippers and
railroads provide only the service of haulage.) o

It is difficult, if not impossible, to give analytical meaning to the phrase, "adequate car
service." It can be said that, with an open car market, shippers would get better car service in
a peak-demand period than they do now; and this would be true for shippers who do not wish
to hold their own cars as well as for those who do. The open car market with rate freedom
for railroads would give the small shipper choices and flexibility that do not exist now. (And
it should be noted that the option of holding cars is not necessarily closed to small shippers; in
the 1970s, some elevators formed associations to hold grain cars; with the advent of the car-
surplus period of the early and middle 1980s, these groups became defunct.)

Under current arrangements, an elevator on a railroad with non-market allocation has
very limited choices in a car-shortage period. Generally speaking, the elevator either receives
a fixed allocation based on historical usage or essentially holds a lottery ticket. In the latter

case, the elevator manager faces uncertainty; he does not know when he will get cars from the
railroad.

Suppose such an elevator is nearly full. The manager’s choices will probably be: (1)
selling to a merchandiser who has cars and will insist on a steep discount off his cash bid; or
(2) holding on in the hope that cars may turn up in three or four weeks. But he does not know
when cars will come from the railroad, so he has no way of estimating how long he might
have to bear the cost of a full elevator. Under the open-market arrangements, he would have
more choices and he would know the cost of them. If the railroad is charging market-clearing
prices, it will have cars available, albeit at high rates in a high-demand time. Several
merchandisers may also have cars available, and the elevator manager should be able to
discover the market price of cars. In an open market, with more competition than under the
present arrangements, the elevator will likely not have to pay a merchandiser as much for cars
as it would now.
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Importantly, the open-market arrangements allow the choice of postponing shipment for
a few weeks if the elevator manager finds that day’s opportunities unattractive. He will not, of
course, know for certain what the price of cars might be in two or three weeks (or what the
price of grain will be), but cars can be obtained at some price if he decides to wait. He has
the choice of shipping now or later, and he has information to help calculate the gains and
costs associated with his decision.

The elevator receiving a fixed allocation based on past usage is in a somewhat different
position. That manager knows when he is going to get cars and how many; but he has no
effective way of signalling to the market about the special opportunities, or threats, that might
make it highly desirable for him to ship on some pattern quite different from his historical
usage. A feature, possibly the worst feature, of any non-market allocation system is that it
takes little or no account of which grain traders can realize the highest value by shipping at a
peak-demand time. All elevators are treated alike, or on a historical basis, regardless of the
relative economic merits of the opportunities before them.

If we define "reasonable request” as "request from a customer willing to pay market
price for service," and we define "adequate car service" as "cars provided to customers willing
to pay market price," then the proposed arrangements satisfy those requirements of the
 common-carrier obligation.

It remains to consider whether the open-market arrangements satisfy a requirement for
equitable distribution. "Equity" is, of course, difficult to define. It does seem clear, however,
that equitable distribution of grain cars is often used to mean allocation of cars among
customers on some basis other than market signals. More generally, proposals for equitable -
distribution are introduced when some people believe that something unfair or unjust in the .
allocation would result from the workings of the market. In the context of the grain market,
equitable distribution is often used in the same sense referred to above: all elevators should be
entitled to get some cars, allocated in some arbitrary fashion, regardless of their circumstances
or their willingness to pay a market price. The proposed arrangements do not satisfy this
meaning of equitable distribution. But this concept reflects equity only in that all are treated
alike when, in fact, all are different.

If we define equity as allocation of cars to those willing to pay the market price, then,
of course, the proposed arrangements meet the common-carrier test. And we would argue
that, as long as prices do not reflect abuse of market power, this is a sound definition of
equity. A market allocation system distributes cars and service to those who can make the best
economic use of them, those merchandisers or elevators that have the most profitable trading
opportunities (or that face the greatest threats of loss). The sellers whose business situations
make them the most anxious to sell and the buyers whose circumstances make them the most
anxious to buy are the ones who will get cars in a high-demand period. All market
participants can look at the same price information and make their own decisions as to whether
to buy transportation at high prices or postpone shipment in the hope that market conditions
will change in a favorable way.
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To force non-market allocation on the system in the name of equity, which iS-Sorn':ething"-
like what we now have, is to reduce the efficiency of the grain-marketing system and, thereby, -

to reduce the incomes of many of its participants, including farmers. It is relevant to consider
what interests are being protected when law and custom impose a non-economic allocation
system for transport services and cars. Railroads and merchandisérs are clearly not being
protected by the present system; both would benefit. from moving to a market-based system.

It appears that the only possible beneficiaries of the current system are elevators that
may have higher costs than their rivals or whose management ‘may lack the sophistication -
necessary to operate in a dynamic transportation market. (Recall, however, from Chapter II
that many elevators. can find ways to get assistance with these matters; also, many grain
elevator. operations have highly sophisticated ‘management.) It is outside the'scope of this’
pro;ect to-consider whether it is desirable pubhc pohcy to protect less efﬁ01ent elevators at the "
expense ‘of therr more capable nvals Ce

We note, however that thls non- market allocatlon also comes at the expense of
farmers. The effect of the non-market system is to prevent the more efficient elevators from
fully exploiting their advantages over less efficient ones; and some of the gains from efficient
elevator operatlons would be passed on to. farmers ‘in the form of hrgher b1ds (or h1gher o
refunds) " r c ‘ R ' - Ce

-We conclude that insistence on non-market d1str1butron of grain cars in the name of -
equlty and the common-carrier obligation is. economically damaging to-the grain prodction -
and distribution system and most of its participants. If the ICC and the courts continue to
interpret the common-carrier obligation to require a non-market allocation system, it would be
wise public policy to’ consider substantial modification of the common carrier obligation. "
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SECTION E—SUMMARY

Decline in the covered-hopper fleet has bottomed out, new grain cars-are being added,
but the fleet is definitely not increasing strongly. The precipitous collapse in exports-in the-
early 1980s was the largest single factor in causing the downtrend; changes in federal tax -
policy also played a role. The fleet surplus has been worked off and railroads are buying
some C-113s, although private owners have not ordered any cars since 1980.

Government actions involving sale or repositioning of CCC stocks of grain were a
problem in the past, putting extra demand on the system in peak periods. - The:CCC’s stocks
of grain are all-but gone and no longer pose a problem. The effect of future Corps of
Engineers investment in capacity on the Mississippi River (or the lack of such investment) is
likely. to influence the demand for rail grain shipment; lack of investment could encourage rail
capacity expansion if it pushes up earnings. Nonetheless, there would be little effect on peak-
period car allocation, because the relationship between rail capacxty and peak demand would
not change in. any essentlal way : : ‘

.\‘RaJlroads can and do make arrangements with their grain customers-that will enhance °
capacity through improved utilization (and through increased earnings due to improved
efficiency). Examples noted include dedicated-train arrangements and BN’s recent initiatives .
for incentive payments for timely dispatch. Also, C-113s delivered to railroads since 1989
have been upgraded and can carry net loads of 110 tons (up from 100 tons). All these changes
will definitely lead to greater capacny and efﬁmency in the gram trade , :

Rallroad earnings from gram service are, of course, a. crmcal factor dnvmg railroad .
investment in capacity to carry grain and the allocation of railroad resources to grain service.
Earnings of private-car holders are also a critical factor influencing the total level of
investment in grain equipment. Institutional arrangements, embodied in the SCOT-5 decision,
intended to enhance railroad earnings from cars by restricting private-car entry are counter-
productive for capacity, because they inhibit investment in private cars. Institutional restraints
on rail rate flexibility reduce not just rail earnings from grain-car investments but overall
railroad earnings from grain service. Institutional restraints on rail rates and on private-car
holders are almost certainly holding down rail grain capacity and the level of service, as well
as causing inefficient allocation of grain cars in peak-demand times.
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APPENDIX

COUNTRY ELEVATORS, .MERCHANDISERS, AND RAILROADS
WHOSE STAFF MEMBERS CONTRIBUTED TO THE STUDY

COUNTRY ELEVATORS

New Cooperative, Fort Dodge, Iowa

Heart of Iowa Cooperative, Roland, Iowa

Farmers Cooperative Society, Wesley, Iowa

White Cloud Grain, Hiawatha, Kansas

Atchison County Cooperative, Atchison, Kansas
Thompson Farmers Cooperative, Thompson, North Dakota
U.S. Commission, Upper Sandusky, Ohio

Country Star, Bucyrus, Ohio

MERCHANDISERS

Cargill
Continental Grain
Conagra, Inc.
Ag Processing, Inc.!

. Garvey Grain, Inc.!
Benson-Quinn Company

RAILROADS

Burlington Northern

Union Pacific

Atchison, Topeka, and Santa Fe
Chicago and Northwestern

The Soo Line

Chicago, Central, and Pacific
Conrail

CSX Transportation

Norfolk Southern

!Although these firms are merchandisers, discussions with them also covered elevator
operations in, respectively, North Dakota and Kansas.
*U.S. G.P.0.:1994-301-717:80585 :
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