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UNITCD STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

FOR RELEASL OR DELIVERY
EXPECTED TUESDAY MORNING
APRIL 1, 1980

STATEMERT OF
BALTAS E. BIRKLE, DEPUTY DIRECTCR
COMMUNITY AND ECONOMIC DEVELOPMERT DIVISICH

BCFORE TEE
HOUSE SUBCOMMITTLE ON TRANSPORTATION AWD COMMERCE .
OF THE COMWMITTEE Ol INTLRSTATE AND FOREIGN COMMNERCL ‘ggc)é

ON
[EBERAIL'S REDUCED CAPITAL SPENDING PROGR%E:]

Mi.. GHAIRMAN AND MLCMBLRS OF THE SUBCOMMITTEE:
’ Cwg
WL AREC HERE TODAY TO DISCUSS OUR REVIEW OF CONRAIL'S Qcyg1;
I0NAL AlID FINAWCIAL PRCJECTIONS FOR 13580-1S84, AND THE
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RISKS INHERENT IN IT5 STRATEGY FOR LIMITINC ITS USE OF
FLDERAL FUNDING. CONRAIL'S 5-YEAR EUSINESS PLAX DATELD
BUGUST 1, 197%, CALLCZ FOR REDUCED CAPITAL EXPENDITURES DUKR-
ING 1980 AND 1981, ARD CATCH-UF SPENDING IN THE LATER YEARS.
CONRAIL DECIDED ON THIS STRATEGY IN OKRDER TO STAY WITHIN THE
CURRENT FEDERAL INVESTMENT LIMIT OF $3.3 BILLION COLLAKS.
THE KEY ASSUMPTION IN CONRAIL'S PLAN IS THAT REGULATORY KkL-
FORMS WILL MAKE IT POSSIBLL FOR CONRAIL TO EARN SUFFICIENT
REVENUES TO REJUVENATE ITS CAPITAL PROGRANS IN 1962. 1IN ITS
AUGUST PLAN, CONRAIL ASSUMED IT WOULD BL COMPLETELY DEREGU-
ULATED, AND ALLOWED TO EUNCTION AS THOUGE IN A FREE MARKET
SUBJECT OKLY TO LIMITATIONS SPECIFICALLY NEEDED TO PROVIDE

PROTECTION AGAINST MARKET ABUSES.

il

111984

*
S




COWRAIL BEGAN OPERATIONS OIlI APRIL 1, 1976, WITH A

FEDERAL COMIIITMERT CF $2.1 BILLION TO COVER EARLY OPERATING
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LOSSES AXD 70 SUPP0ORT REHABILITATION AND IMPROVEMERT PKO-
JLZTS. HOWEVLY, COWRLIL'S FIKRST FEVW YEARS CF OPERATION
SHOWED THAT MOKL FEDERAL FUNDING WOULD BE NEEDED, AND IK
1978 CONGRESS AUTHORIZED AN ADDITIONAL $1.2 BILLION BRING-
ING THE TOTAL AVAILABLL FEDERAL COMMITMENT TO $3.3 BILLIOX.
IN ITS 1979 PLANNING PROCESS, CONRAIL FACED THE FACT THAT
AUTHORIZED FEDERAL FURDINCG WOuULD RUN OUT IR 1981 IF IT
NAINTAINED ITS EXISTING RATE OF SFENDINCG, ARD HAD TO CHOOSE
BETWEE!, CONSERVINS THE FEDERAL FURDING BY COTTING BaCk ITS
CAPITAL SPENDING FOR IMPROVEMENTS, REHABILITATIOL, AND MAIN-
TENANCE, OR REQUESTING ADDITIONAL FEDERAL FUNDING.

CONRAIL'S PLANNING PREMISES

CAHSOOR%’ On MARCH 15, 1975, CONMRAIL SUBMITTED A 5-YEAR BUSINESS
PLAN TO THE UNITCD STATES RAILWAY ASSOCIATION, WHICH FRO-
JECTED A CUMULATIVE FEDCRAL FUNDING WIED OF $4.082 BILLIOKN
THROUGH 1963, $782 MILLION MORE ThAN THE $3.3 BILLIOH
AUTHORIZED BY CONGRESS. TRL MARCHd PLAX ASSUMLD THERE WOULD
BE LITTLE REGULATORY CHAKNGE DURING THE 5 YEAKS, AND CONRAIL
PLANNDCD TO SPEKD 51.936 BILLIOK FOR TRACK REHABILITATION AND
$728 MILLION FOR ADDITIOWNS AND IMPRCVEMENTS.

HOWEVER, LESS THAN 5 MONTHS LATER, ON AUGUST 1, 1979,
CONRAIL lODIFIED ITS PLANS, MAINLY BY ASSUMING THAT REGULA-
TORY CHANGES WOULD BL ACHIEVED EARLY IN THE 5-YEAR PERIOD.

ALSO, IN ORDER TO STAY WITHIN THE AUTHORIZED FEDERAL FUNDIKG
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LIMIT, CONRAIL REDUCED ITS CAPITAL SPENDING PROGRAM FOR TRACK
REHABILITATION AND ADDITIONIS AKD IMPROVEMENTS IN 1580 AND
1931 BY ABOUT $379 MILLION. COWNRAIL BELIEVED THAT ESTIMATED
TRAFFIC LEVLCLS AND PRICES UNDEK A CHANGED REGULATORY ENVI-
RONMENT WOULD PROVIDE SUFFICIENT REVENUES TO ALLOW THE CAPI-
TAL PROGRAM TO BL RESTORED IN 1982.

TRACK REHABILITATION

TO IMPROVE ITS OPERATICHS, CONRAIL HAS BELN COMMITTED
TO A MASSIVE TRACK REHABILITATION FROGRAM. SINCE IT WAS
CREAfED, CONRAIL HAS LAID ABOUT 3,800 MILES OF RAIL AND IN-
STALLED ABOUT 16 MILLION TIES, A PROGRAM DESIGNED TO PREVENT
FURTHER DETERIOKATION AND REDUCE DEFERRED MAINTENANCE. IW
MAKCH 1979, WHEN CONRAIL PLANNED TO SUSTAIN ITS CAPITAL
SPENDING PROGRAMS, IT EXPECTED TO LAY 876 MILES OF TRACK AND
3.2 MILLION TIES ANNUALLY DURIRNG 1980-1983. HOWEVLK IN ITS
AUGUST PLAN, COKRAIL CUT BACK ITS PROGRAMS FOK 198C AND 1981
TO 240 MILES OF RAIL AND AN AVERAGE OF 1.4 MILLION TIES FOK
THE 2 YEAR53. CONRAIL'S RECORDS SHOW THAT TO MAINTAIN ITS
EXISTING TRACK CONDITION, IT WOULD NEED TO REPLACE ABOUT
725 MILES OF ,RAIL AKD 2.8 MILLION TIES ANNUALLY.

IN ITS AUGUST PLAN, CONRAIL PROJECTED THAT IT WOULD BE
ABLE TO INCREASE ITS SPéNDING ON CAPITAL PROJECTS IN 1982
AND 1983, BUT TEAT THE NET CUTBACK DURING 1980-1983 KRELATIVE
TO ITS MARCH PLAN WOULD STILL BE 1,576 MILES OF RAIL AND

4 MILLION TIE REPLACEMENTS. CONRAIL INTENDS TC SOFTEN THE




IMPACT OF THE RAIL AND TIE PROGRAM CUTBACKS BY INCREASINC
EXPENDITURES FOR OTHER KINDS OF MAINTERANCE SUCEH AS
SURFACING.

ADDITIONS AND IMPROVEMENTS PROGRA

THE ADDITIONS AND IMPROVEMENTS PROGRAM, PARTICULARLY
FOR YAEDS AND TERMINALS, HOLDS GREAT POTENTIAL FOK OPERATIKG
IMPROVEMENTS AKD BETTER PRODUCTIVITY. On OCTOBLR 6, 1974,

WE RELEASED A REPORT ENTITLEL "CONRAIL FACES CONTINUIWG

SIZING THAT YARD AND TERMINAL REHAEILITATION
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AND MODERNIZATION PROJECTS WERE CRITICAL AND THAT THESE PRO-
GRAMS WERE FALLING FAR SHORT OF GOALS. WwE CONCLUDED THAT
UPGRADING YARD5 AND TERMINALS WAS IMPORTANT TO EXPEDITING
FREIGHET CAR HANDLING AND IMPROVING CUSTOMER SERVICL, BCTH
CRUCIAL ™0 CONKRAIL'S LONG-TERM VIABILITY. DURING 18978,
CONRAIL ATTRIBUTED ITS SLOW-STARTING YARD AND TERMIRAL PRO-
GRAM TO PROBLEMS ASSOCIATED WITH ORGANIZING A LARGE CAPITAL
PROGRAM AND OVERCOMING INERTIA AS WELL AS MANAGEMENT'S
DECISION TO SPEND MORE TIME ON AWALYSIS TO ASSURE MONEYS
WERE SPENT WISELY. TOVARD THE END OF 1978, WE FELT THE
PROGRAM WAS BEGINWING TO SHOW SOME VITALITY, AND CONRAIL
NEARLY MET ITS PROGRAM EXPENDITUREZ GOAL FOR THE FIRST TIME
IN 1979.

CONRAIL'S AUGUST PLAN PROPOSED A $90 MILLION ADDITIORS
AND IMPROVEMENTS PROGRAM FOR 1980, A 36 PERCENT REDUCTION
FROM ITS MARCH PLAN, AND CONSIDERABLY LESS THAN IT SHOULD

BE INVESTING. CONRAIL ESTIMATES THAT A MORE APPROPRIATE




LEVEL WOULD BE ABOUT $123 MILLIOWN. THE UNITED STATES
RAILWAY ASSOCIATION STAFF ESTIMATES CONRAIL SHOULL BL
SPENDING FRON $130 MILLIONX TCO $150 MILLION FOR ADCITIONS

AND INMPROVENEKTS. AS WITE THE TRACK PROGRAMS, CONEAIL PLAN-
NED T2 IWCRLASL ADDITIONS AND IMPROVEMENTS LXPENDITURES IN
19¢2 AND 19&3 TO OFF5ET THE REDUCTIOIIE.

RISKS ASSOCIATED WITH A
DEFERRED CAPITAL PROGRAL

WE BELIEVE THAT CURTAILING CAFITAL PROGRAMS IN 18560
AI'D 1661 TO STAY WITHIN THE CURRENT $3.3 BILLION FEDERAL
FUNDING CREATES AN UKACCEPTABLE RISK. REDUCED CAPITAL Il-
VODSTMENTS COULD RESULT IN PLAIT DETERIORATION ARD A RETURN
TO DECLINING SERVICE QUALITY, THERCEY ERCDING THE BENEFITS
GAINEC FROM THE ALREADY SIGNIFICANT FEDERAL INVESTMENT.
CONRAIL ASSUMED Ili ITS PLANS THAT REGULATORY REFORM WOULL
ENABLLC IT TO MAKE PFRICING AND PLANT RATIOHNALIZATION CHANGES
THAT WOULD PRODUCL REVENUES IT COULD USE TO REJUVENATE ITS
CAPITAL PROGRAMS. BUT REGULATORY REFORM MAY NOT ALLOW THL
FREEDOMS CONRAIL ANTICIPATED. FURTRER, REVISED COHRAIL
ESTIMATES FOR REDUCLD TRAFFIC AND NET INCOME IN 1980 CAUSE
US TO DOUBT WHETHER CONRAIL CAN GENCRATE SUFFICIENT REVENUE
TO SUPPORT INCREASED INVESTMENT PROGRAMS IN 196z.

BECAUSE OF ITS CONCERN OVLI THE CAPITAL DEFERMENTS
ISSUE AND THE UNCERTAIN STATUS OF REGULATORY REFORMN, THE
UNITED STATES RAILWAY ASéOCIATION REQUESTED CONRAIL TO SUB-

MIT ALTERNATIVE BUDGETS AND PLANS REFLECTING CAPITAL




PROGRAMS AT MORE APPROPRIATE SPENDING LEVELS. CONRAIL THEN
ESTIMATED THAT IF THERE IS NO FEDERAL REGULATORY REFORM, AN
ADDITIONAL $587 MILLION IN FEDERAL FUNDIWG WCULD BE NEEDED
IN 1961 TO FINAWCE CAPITAL PROGRAMS AT MORE APPROPRIATE
LEVELS AND TO COVER HIGHER PROJECTED OPERATING LOSSES 1IN
1980 AND 1981. FOR THESE 2 YEARS, CAPITAL INVESTMENT IN
TRACK, AND ADDITIOWS AND IMPROVEMENTS WOULD BE INCREASED BY
$326 MILLION. CONRAIL ESTIMATES IT COULD CARRY OUT THE
HIGHER CAPITAL PROGRAM IN 198U WITH AUTHOKRIZED FUNDING BUT
THAT FEDERAL FUNDING WOULD DE EXHAUSTED BY THE YEAR END.
OUR CONCLUSION THAT CONRAIL'S CAPITAL SPENDING PLANS
ARE UNACCEPTABLY RISKY 1S BASED ON CONRAIL'S TECHNICAL
JUDGMERT ABOUT THE SPENDING LEVELS NEEDED TO PREVENT ITS
TRACK SYSTEM FROM DETERIORATING AND OUR UNCERTAINTY ABOUT
THE OUTCOME OF REGULATORY REFORM. 1IN ITS AUGUST PLAN,
CONRAIL SAID THAT DURING 1960 AND 1981 IT WILL SPEND COH-
SIDERABLY LESS ON TRACK REHABILITATION AND ADDITIONS AND
IMPROVEMENTS THAN WOULD BE APPROPRIATE TO SYSTEM SIZE AND
VOLUME. IT SAID THAT THESE PKOGRAM CUTBACKS WILL RESULT IN
2 CERTAIN AMOUNT OF DEFERRED MAINTENANCE AND A REDUCTION IN
EFFICIENCIES .ASSOCIATLED WITH ASSET IMPROVEMENT. CONRAIL IN-
TENDS TO HAVE HBIGHER-THAN-NORMAL SPENDING IN 1982 AND FUTURE
YEARS AND IT EXPECTS TO fAY FOR THE CATCH-UP COSTS WITH IN-

CREASED REVENUES THAT WILL BE MADE POSSIBLE BY REGULATORY

REFORM.




WE THINK THE LOGIC OF THE SITUATION ARGUES FOR
CONTINUED CAPITAL SPEJUDING AT LEAST AT THE LEVEL NEEDED TO
KEEP THE SYSTEM 1IN ITS CURRENT CONDITION. THIS IS NOT A
TECHINICAL JUDGMEWRT, BUT INSTEAD WAS KREASONED OUT AS FOLLOWS.
IF COWNRAIL FOLLOWS ITS CURRENT PLAN AND DEFERS CAPITAL SPEND-
ING, TWO THINGS COULD HAPPEN: IT MIGHT BE ABLL TO INCREASE
ITS REVENUES ENOUGH TO PRCVIDE THE FUNDS NEEDED TO REJUVENATE
ITS KEHARILITATIOW AND MAINTENANCE PROGRAMS, OR IT COULD CON-
TINUE TO LOSE MOWEY, AND WOULD EITHER HAVE TO SCEK ADDITIONAL

FUNDIXNG FROM THE GOVERNMENT OR CONTINUE DEFERRING ITS CAPITAL

ON THE OTEER HAND, IF CONRAIL CONTINUED CAPITAL SPENDING
AT THE LEVEL NEEDED TO MAINTAIN THE SYSTEM IN ITS CURRENT
CONDITION, IT WOULD RCLQUIRE ADDITIONAL FEDERAL FUWDING IN
19862, IF IT IS ABLL TO INCREASE REVEWUES ENOUGH TC PROVIDE
FUNDS FOR CAPITAL PROGRAMS, THE NEED FOR ADDITIONAL FEDERAL
FUNDING WOULD BE MINIMIZED BECAUSE CATCH-UP MAINTENANCE AND
REHABILITATION WOULD NOT BE NEEDED AND CONRAIL WOULD BE ABLL
TO PAY FOR ITS OWli CAPITAL PROGRAMS SOONLR. EVEN IF CONRAIL
CONTINUED TO LOSE MONEY, THE NEED FOR ADDITIONAL FEDERAL
FUNDING WOULD STILL BE MINIMIZED BECAUSE CATCH-UP MAINTENANCE
WOULD NOT BE NEEDED.

IN OUR MAKCH 10 RE?ORT WE SUGGESTED THAT THE CORGRESS
HAS SEVERAL OPTIONS FOR RESPONDING TO CONRAIL'S SITUATION.

THESE OPTIONS ARE NOT MUTUALLY EXCLUSIVE AND THE OPTIMUM




RESPONSE MAY VERY WELL BE SOME COMBINATION OF TWO OR MORE
OPTIONS. THE CONGRESE CAN

--DEFER ANY ACTION;

--PLEDGE ADDITIONAL FUNDS;

--ENACT REGULATORY REFORM5; Ok

--3EERK AN ALTERNATIVE SOLUTION TO RAIL PROBLEMS

IN THE NORTHEAST.
WE ARE NOT RECOMMENDING THAT THE CONGRESS DIRECT CONRAIL TO
MAINTAIN APPROPRIATE CAPITAL SPENDING PROGRAMS AND PLEDGE
ADDITIONAL SUPPCRT IF NEEDED, ONLY BECAUSE WE RECOGNIZE THE
NEED TO CONSTRAIN FEDERAL OUTLAYS, AND THAT THL CONGRESS
MUST CHOOSE BETWEEN THIS5 AND MANY OTHER POSSIBLE USES FOR
SCARCE FEDERAL FUNDS. AS WE STATE IN OUR REPORT, THE PKL-
PONDERANCE OF OUR WORK RELATIXG TC THE RAILROAD INDUSTRY
SUGGESTS THAT SUBSTANTIAL REGULATORY REFORMS ARE NEEDLD.
WE ARE NOT ENDORSING A PARTICULAR APPROACH TO REGULATORY
REFORY, BUT ENCOURAGE RESOLUTIOWN OF THE MATTER AS SOON
AS PRACTICABLE.

CONRAIL DISAGREES WITH OUR CONCLUSION THAT REDUCED
CAPITAL SPENDINC CRLATES AN UWACCEPTABLE RISK. 1IT BE-
LIELVES REGULATORY KEFORM AND OPERATIONAL IMPROVEMERTS WILL
PERMIT REJUVENATION OF CAPITAL SPENDING BEFORE ANY SERIOUS
DETERIORATION OCCURS.

THE DEPARTMENT OF TRANSPORTATION ALSC DISAGREED WITH
OUR CONCLUSION THAT A 2-YEAR REDUCTION IN CAPITAL SPENDING

WOULD CRLATE AN UNACCEPTABLE RISK TO THE FEDERAL INVESTMENT




AND CONRAIL'S FUTURE PROFITABILITY. IT NOTED THAT CONKAIL
AND THE UNITED STATES RAILWAY ASSOCIATION AGREE THAT REDUC-
ING MAINTENANCE PROGRAMS FOR 2 YEARS WILL KOT CAUSE 3ERIOUS
PROBLEMS IF CATCH-UP FUNDS ARE AVAILABLE AT THE END OF THAT
PERICD. WE AGREE THAT A SHORT-TERK REDUCTION IN CAPITAL
PRCGEAMS MAY NOT BL CRITICAL, BUT THINKK THAT REDUCED CAPITAL
SPENDING BEYOND 2 YEARS COULD KRISK A RETURN TO AN INADEQUATE

RAIL FREIGHT SYSTEM IN THE NORTHEAST.






