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Starting at the turn of the last century, the United States
began to experiment with the concept of “public utility”
regulation. The bargain went something like this: in exchange for
a government-sanctioned monopoly, the “public utility” would
have to provide service at rates set by the government on a non-
discriminatory basis. Over the years, enlightened minds realized
that even a little competition better serves consumers than does
bureaucracy. An era of deregulatory activity ensued. Industries
once thought inapt for competition (e.g., telecommunications and
airlines) now enjoy significant rivalry. Prices were surrendered to
the market and quality improved.

Yet despite this deregulatory progress, there remain a few
pockets of American industry where traditional public utility price
regulation is still required by federal statute. Given the resources
required to hold a formal rate case, several regulatory agencies
have sought ways to streamline the process, both for the regulated
and the regulator alike. Although such streamlining efforts are
laudable in concept, overzealous efforts threaten the constitutional
due process rights guaranteed to regulated firms under the Fifth
Amendment in the name of regulatory reform.? And when the
government affirmatively curtails due process, we need to sound
(and heed) the alarm bells.?

Take, for instance, the Surface Transportation Board’s
(“STB”) recent Notice of Proposed Rulemaking to streamline the
process used to formulate price regulation of freight rail carriers.*
Despite good intentions, the STB’s proposed rules raise a host of
troubling due process concerns. To understand why, this article
first presents a brief overview of basic ratemaking principles.
Next, it looks specifically at an assortment of provisions contained
in the STB’s NPRM and highlights how such proposed rules
violate these basic ratemaking principles. Conclusions and policy
recommendations are at the end.

1 See, e.g., Orloff v. FCC, 352 E.3d 415, 420 (D.C. Cir. 2003), cert. denied,
542 U.S. 937 (2004) (Once a service has been de-tariffed, “[r]ates are
determined by the market, not the [government], as are the level of

profits.”).

2 According to the Fifth Amendment to the U.S. Constitution, “No
person shall be . . . deprived of life, liberty, or property, without due
process of law; nor shall private property be taken for public use, without
just compensation.”

3 Cf, Association of American Railroads v. United States Department of
Transportation, 821 E3d 19 (D.C. Cir. 2016).

4 Expanding Access to Rate Relief: Final Offéer Rate Review, NOTICE OF
Prorosep RuLEMAKING, Docket No. EP 755, Docket No. EP 665 (Sub-
No. 2), Surface Transportation Board (Decided: September 11, 2019),
available ar https:/[www.stb.gov/decisions/ReadingRoom.nsf/UNID/1D
5C55A4466E4F4785258473004DC82D/$file/47104.pdf, 84 Fep. REG.
48872 (published September 17, 2019).
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I. Basic PRINCIPLES OF RATEMAKING

Courts have long recognized that ratemaking is “far from an
exact science.” Still, if the government wants to dictate the rates,
terms and conditions under which a private firm may provide
service, then there are some basic principles which it must observe.

The first principle is that if the government wants to dictate
how much a firm can charge, then the government must not
run afoul of the Takings Clause of in the Fifth Amendment.® In
particular, the government may not set a rate so low as to effect
a confiscatory (i.e., below-cost) rate.” As the Supreme Court
held in its seminal Permian Area Rate Cases ruling, the goal of
ratemaking is to arrive at a rate which “may reasonably be expected
to maintain financial integrity, attract necessary capital, and fairly
compensate investors for the risks they have assumed, and yet
provide appropriate protection to the relevant public interest, both
existing and foreseeable.”® In other words, a regulatory agency
must set a rate that exceeds cost, but ideally not by too much.

The second (and related) principle is that in setting a rate,
the government must also afford the regulated firm the procedural
due process protections guaranteed by the Fifth Amendment. For
instance, prior to commencing any adjudication, the government
must articulate the cost methodology it intends to use to set
the rate. While the government has great flexibility to choose a
methodology (e.g., historical cost, forward-looking cost, marginal
cost, average cost, Total Element Long Run Incremental Cost),
due process requires the government to lay out the rules of the
road and not to move the goalposts mid-game.’ Similarly, the
government must provide the firms it regulates an opportunity
for “the submission and consideration of facts, arguments, offers
of settlement, or proposals of adjustment when time, the nature
of the proceeding, and the public interest permit.”*® Finally, the
government has a duty to be analytically rigorous; courts have
long held that an administrative agency must show its “whys and
wherefores” to avoid a finding that its actions were arbitrary and
capricious."!

What does this all mean in layman’s terms? While regulatory
agencies have great latitude in the rate-setting process, they cannot

5  See, e.g., Federal Power Commission v. Conway Corp., 426 U.S. 271,
278 (1976); WorldCom, Inc. v. FCC, 238 E3d 449 (D.C. Cir. 2001);
Southwest Bell Telephone Co. v. FCC, 168 E.3d 1344, 1352 (D.C. Cir.
1999); Time Warner Entm’t Co. v. FCC, 56 E3d 151, 163 (D.C. Cir.
1995); United States v. FCC, 707 E2d 610, 618 (D.C. Cir. 1983).

6 Swupranote 2.

7 See, e.g., Farmers Union Cent. Exch. v. FERC, 734 F.2d 1486, 1502-03
(D.C. Cir. 1984), cert denied sub nom., 469 U.S. 1034 (1984).

8 Permian Basin Area Rate Cases, 390 U.S. 747, 792 (1968).

9 See generally AT&T v. Iowa Utilities Bd., 525 U.S. 366 (1999); Verizon
Comm’ns Inc. v. FCC, 535 U.S. 467 (2002) (finding FCC had
provided sufficient detail in establishing TELRIC as suitable ratemaking
methodology for unbundled network elements); FCC v. Fox Television
Stations, Inc., 567 U.S. 239, 253 (2012) (A regulation must inform
“regulated parties what is required of them so they may act accordingly.”).

10 See, e.g., Administrative Procedure Act, 5 U.S.C. § 554(c).

11 See, e.g., CSX Transp., Inc. v. STB, 584 F3d 1076 (D.C. Cir. 2009)
(vacating a portion of a STB rule to allow the Board to more fully explain
its reasoning); American Municipal Power-Ohio, Inc., v. FERC, 863 F.2d
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simply pick a rate out of thin air. Regulatory agencies must
demonstrate that any rate imposed has some relationship to cost
and that the regulated entity’s due process rights were respected as
this rate was established. A desire to “streamline” the ratemaking
process does not give the regulatory agency a green light to take
shortcuts with the Constitution.'?

II. A Case Stupy: THE STB’s “FiINaL OFrFER RATE REvVIEW”
NPRM

There is a long history of railroad regulation in the United
States, including a brief period of nationalization.'? Regulation
nearly destroyed the industry, forcing Congress in 1980 to pass
the Staggers Act to regulate the regulator.® Still, the ratemaking
process for railroads remained arcane. Starting in the mid-1990s,
Congress directed the STB to “establish a simplified and expedited
method for determining the reasonableness of challenged rail rates
in those cases in which a full stand-alone cost [(SAC)] presentation
is too costly, given the value of the case.”" The STB adopted what
it thought was a simplified methodology—the 7hree-Benchmark
Tést—to determine the reasonableness of a challenged rate using
three benchmark figures.'®

Despite the effort, a decade passed without any complainant
bringing a case under that methodology.”” In 2007, the STB
tacked on another simplified methodology—the Simplified
Stand-Alone Cost (“Simplified-SAC”) test. This method sought to
determine whether a captive shipper cross-subsidizes other parts
of the railroad’s network. Then, in 2013, the STB increased the
relief available under the Three-Benchmark Test methodology
and removed the relief limit on the Simplified-SAC methodology,

70, 73 (D.C. Cir. 1988) (an “agency must make clear the ‘basic data and
the whys and wherefores’ of its conclusions.”).

12 See L.J. Spiwak, USTelecom and its Aftermath, 71 Fep. Comm. L.J. 39
(2019).

13 U.S. government takes over control of nation’s railroads, This Day in

History, History.com, https://www.history.com/this-day-in-history/u-s-
government-takes-over-control-of-nations-railroads.

14 See, e.g., D.W. Caves, L.R. Christensen, & J.A. Swanson, 7he High Cost
of Regulating U.S. Railroads, 5 REGuLATION (1981), available at https://

www.lrca.com/wp-content/uploads/2014/10/Caves Christensen

Swanson High Cost of Regulating US Railroads.pdf; B.K. Eakin,
A.T. Bozzo, M.E. Meitzen, & PE. Schoech, Railroad Performance Under

the Staggers Act, RecurarioN (Winter 2010-2011), available at https://
www.lrca.com/wp-content/uploads/2014/10/Eakin Bozzo Meitzen

Schoech Railroad Performance Under the Staggers Act.pdf; R.B.
Ekelund Jr. & R.E Hebert, Railroad Reregulation: Is the C.U.R.E Cure

Worse Than the Disease?, Cato INsTITUTE PoLicy ANALysis No. 98
(January 20, 1988).

15 ICC Termination Act of 1995 (ICCTA), Pub. L. No. 104-88, 109
Stat. 803, 810. See also 49 U.S.C. § 10101(15) (it is the policy of the
United States Government “to provide for the expeditious handling and
resolution of all proceedings required or permitted to be brought under
this part.”).

16  Rate Guidelines—Non-Coal Proceedings, 1 S.T.B. 1004 (1996), pe. to
reopen denied, 2 S.T.B. 619 (1997), appeal dismissed sub nom. Assn of
American Railroads v. STB, 146 E.3d 942 (D.C. Cir. 1998).

17 NPRM, supra note 4, at 2-3 (citations omitted).
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among other things.'® Once again, notwithstanding the effort,
only a few cases were ever brought before the STB."

Apparently, the STB wants to regulate rates. Dissatisfied
with the low turnout of rate challenges against freight rail
carriers, the STB decided to find out why. After review, shippers
informed the STB that there were two root causes: (1) the
litigation costs required to bring a case under the Board’s existing
rate reasonableness methodologies exceeded the value of the case
(especially for smaller cases); and (2) the Board’s current options
did not permit an expeditious resolution.?’

To encourage more rate challenges, in September 2019 the
STB released an NPRM to institute a new process called Final
Offer Rate Review. Loosely basing this process on the arbitration
regime used in Canada, the STB is proposing a form of “baseball-
style” arbitration upon the freight rail industry. Put simply, this
scheme requires the complainant and the defense to submit a
proposed rate and the STB to choose one without modification
and without an administrative hearing. The STB proposed this
novel regulatory approach despite recognizing that the agency
“may not require arbitration of rate disputes under current law.”*!
To get around the statute, the STB argued that its proposal is
technically not a formal arbitration because “the Board would
make the determination of rate reasonableness” rather than a
third-party arbiter.”

'The proposed Final Offer Rate Review paradigm is comprised
of four steps. First, as required by statute, the STB must determine
whether the defendant rail carrier has market dominance over
the transportation to which the rate applies.® As is standard,
absent evidence of market dominance, there is no justification
for government intervention into the pricing decisions of firms.*

Second, following discovery, parties would simultaneously
submit their Final Offers, including an analysis addressing the
reasonableness of the challenged rate and support for the rate in
the party’s offer. Each party’s Final Offer is supposed to reflect
what it considers to be the maximum reasonable rate. Each party
submitting an offer has the liberty to choose how to present and
support its offer, including the methodology it uses to determine
the rate.”

18  See Rate Regulation Reforms, EP 715 (STB served July 18, 2013),
remanded in part sub nom. CSX Transp., Inc. v. STB, 754 E3d 1056
(D.C. Cir. 2014).

19 NPRM, supra note 4, at 3.

20  Id. As to this later point—and with no small bit of lost irony—the
STB argued that speed is important because market-based negotiated
contract rates may not be challenged before the STB and, as such, “some
complainants shift from contract rates to tariff rates before bringing a rate
case” even though “tariff rates may be higher than prior contract rates.”

Id. at 3-4.
21  Id. at5.
22 Id. (emphasis in original).
23 See49 U.S.C. § 10707(c).

24 See generally A.E. Kann, THE EcoNomics oF REGguLaTioN (1970);
W.K. Viscust, J.M. VErNON, & J.E. HARRINGTON, JR., EcONOMICS OF
REGULATION AND ANTITRUST (1995).

25  NPRM, supra note 4, at 10.
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Third, after receipt of the Final Offers, the STB would then
choose between the competing offers using a variety of factors,
including “appropriate economic principles.” As with the STB’s
other rate reasonableness procedures, the agency stated that would
“consider” the defendant railroad’s need for differential pricing to
permit it to collect adequate revenues as mandated by statute.?
Still, according the NPRM, the STB’s choice between competing
filings “would be an ‘either/or’ selection, with no modifications
by the Board.”” In the STB’s view, its proposed “approach would
work as intended only if the parties know that the agency would
not attempt to find a compromise position. The incentives created
by a final offer selection procedure could not be preserved if the
Board retained the discretion to formulate its own ‘offer.””?

Fourth and finally, if the STB finds that the defendant carrier
has market dominance, finds the challenged rate unreasonable,
and chooses the complainant’s offer (or the defendant’s offer, if
it is below the challenged rate), then the NPRM provides that
the STB could award relief based on the difference between the
challenged rate and the rate in that offer.?’

III. Due Process CONCERNS RaiseED BY THE STB’s NPRM

Given the basic principles of ratemaking described above,
the due process concerns raised by the STB’s Final Offer Rate
Review NPRM are readily apparent. For illustrative purposes, a
few egregious examples are highlighted below.

Let’s start with process. Under the Administrative Procedure
Act ("APA”), a complainant bears the burden of proof.*® Yet by
requiring a freight rail operator to present its own best Final
Offer, the STB is inappropriately shifting the burden away
from the complainant and onto the carrier. The STB cannot set
this important due process requirement aside by reducing the
ratemaking process to a binary choice between two independently
produced Final Offers.

Also, federal law makes clear that the STB may prescribe a
maximum rate only after a “full hearing.”*" Given the nature of
baseball-style arbitration, the STB’s proposed Final Offer rules
thus raises an obvious question: how can the STB have a “full
hearing” when it is faced with only a binary choice between two
independently produced “Final Offers”? The short answer: it can't.

This requirement for a “full hearing” is more than just a
procedural nuisance to be side-stepped. The scheme proposed
by the STB raises the real risk that it could accept a Final Offer
which produces a confiscatory rate in violation of the Fifth
Amendment. Plainly, a shipper has the incentive to propose the
lowest rate possible and may choose its methodology accordingly.
So, let’s assume arguendo that a shipper is particularly zealous
and proposes a rate which borders on (if not constitutes) a price
that is confiscatory. Under the plain terms of the STB’s proposed

26 Id.atll.

27  Id.at13.

28  Id. (citations omitted).

29  Id.at14.

30 /d. at 12 (citing 5 U.S.C. § 556(d)).
31 See49 U.S.C. § 10704(a)(a).
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Final Offer mechanism, the lack of a “full hearing” means that
a freight rail operator has no ability to challenge the shipper’s
proposed rate directly; its recourse is limited only to presenting
its own “Final Offer” (which the STB is free to accept or reject)
and then challenging the STB’s decision in court.

Which brings us to the issue of ratemaking methodology (or
lack thereof). Under the explicit language of the NPRM, the STB
permits the “parties to submit final offers using their preferred
methodologies, including revised versions of the Board’s existing
rate review methodologies or new methodologies altogether.”*
But as noted above, due process requires an administrative agency
to articulate the methodology it intends to use to evaluate the
reasonableness of a rate prior to any adjudication. The STB
apparently believes that it is not bound by this fundamental
requirement. The STB’s refusal to commit to a single ratemaking
methodology prior to adjudicating a dispute is therefore a prima
facie case of arbitrary and capricious decision-making.*

The STB also apparently believes that skirting due process
by permitting parties to choose their own (and possibly widely
inconsistent) ratemaking methodologies will “allow for innovation
with respect to rate review methodologies” and create “precedent
through an adversarial process.”** What adversarial process? The
STB is choosing between two offers. And by the NPRM own
terms, each individual arbitration stands on the two respective
offers provided based on the particular facts—and individual
choice of ratemaking methodology—of each case. Thus, the
STB’s proposal cannot develop precedent; it inherently evades
precedent.®

Finally, the STB pays only lip service to a key element
of modern railroad price regulation—the concept of “revenue
adequacy.”® After regulating the rail industry neatly to death,
Congtess began to formulate a statutory response to the financial
woes of the industry with the Railroad Revitalization and

32 NPRM, supra note 4, at 11.

33 Fox Télevision, 567 U.S. at 253 (A regulation must be capable of
sufficiently predictable application “so that those enforcing the law do
not act in an arbitrary or discriminatory way.”); ¢f., Executive Order
on Regulatory Relief to Support Economic Recovery (May 19, 2020)

at Section 6(i), available ar https://www.whitehouse.gov/presidential-
actions/executive-order-regulatory-relief-support-economic-recovery

(“Administrative enforcement should be free of unfair surprise.”).
34 NPRM, supra note 4, at 11.

35 C.f, T.R. Beard, G.S. Ford, L.J. Spiwak, & M.L. Stern, Regulating, Joint
Bargaining, and the Demise of Precedent, MANAGERIAL AND DECISION
Econowmics (27 June 2018); see also Direct Marketing Association v.
Brohl, 814 E3d 1129 (10th Cir.), cert. denied, 137 S. Ct. 591 (2016)
(Gorsuch, J.) (Agencies must “attach power to precedent” so that
due process does not “surrender|[] similarly situated persons to widely
different fates at the hands of unrestrained” bureaucrats.).

36 NPRM, supra note 4, at 10-11 (“the Board would take into account the
policy “to allow, to the maximum extent possible, competition and the
demand for services to establish reasonable rates for transportation by
rail,” the policy ‘to maintain reasonable rates where there is an absence of
effective competition and where rail rates provide revenues which exceed
the amount necessary to maintain the rail system and to attract capital,”
and the policy ‘to promote a safe and efficient rail transportation system
by allowing rail carriers to earn adequate revenues, as determined by the

Board.”).
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Regulatory Reform Act of 1976. This legislative effort culminated
in the Staggers Act, the purpose of which was to “provide for
the restoration, maintenance, and improvement of the physical
facilities and financial stability of the rail system in the United
States.”” To curtail regulatory excess, the Staggers Act formally
established that regulatory activity must “allow|] rail carriers to
earn adequate revenues’ as a national policy.*®

The required shackles on the regulator dictated by the
Staggers Act proved somewhat effective. Each year, the STB is
required by statute to “determine which rail carriers are earning
adequate revenues,” a decision based on a comparison of the return
on investments to an estimate of the cost of capital.’? In recent
years, nearly four decades since the Staggers Act was enacted, some
firms in the rail industry still struggle to earn a competitive return
on their investments. Only since 2012 has the industry average
return on investment consistently met the STB’s estimate of the
cost of capital. But some rail companies do not meet revenue
adequacy—a deficit verified annually by the STB itself—and the
situation appears tenuous for those railroads that do.*

A casual regard for revenue adequacy and a return to
aggressive rate regulation poses risks. Empirical research
demonstrates that there are significant, causal relationships
between the financial health of the rail industry and its investment
behavior." The industry has recovered to some semblance of
health in the post-Staggers world. An attempt to minimize the
statutory policy to respect industry health by imposing a form
of baseball-style arbitration represents a serious dereliction of
duty at the STB.

IV. CoNncLusIiON

When Congress dictates that an administrative agency
should set the rates, terms, and conditions of service of a private
firm, the ratemaking provisions contained in an agency’s enabling
statute are not solely designed to govern the conduct of the
regulated firm (the agency’s rules serve that function), but also
to govern the conduct of the regulator.”? Unfortunately, the STB
has a long history of not fully understanding this basic concept,*
and the proposed Final Offer Rate Review NPRM suggests little
has changed. Rather than prioritize the financial health of the
industry, which is uncertain by the STB’s own analysis, the agency

37  Section 3, Staggers Rail Act of 1980, Pub. L. 96-448 (October 14, 1980),
49 U.S.C. § 10101a (note).

38 49 U.S.C.§10101a(3).
39  See49 U.S.C. § 10704(a)(3).

40  The annual reports are available at https://www.stb.gov/decisions/
readingroom.nsf/WebServiceDate?openform.

41 G.S. Ford, Infrastructure Investment in the Railroad Industry: An
Econometric Analysis, PHOENIX CENTER PoLicy PErsPECTIVE No. 19-

07 (December 9, 2019), available at https://www.phoenix-center.org/
perspectives/Perspectivel1 9-07Final.pdf.

42 See Spiwak, USTelecom and its Aftermath, supra note 12.

43 Supra note 14.
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devotes its attention to ways in which to return to an aggressive
regulatory agenda—history be damned.

Regulatory “streamlining” may have benefits. Improving
administrative efficiency does not, however, permit an agency
to render moot the due process protections guaranteed to the
firms it regulates. Before the STB enacts its Final Offer Rate
Review paradigm into law, a more careful legal analysis of its
efforts is required. Contrary to the STB’s current thinking, the
Constitution may not be swept under the rug.

140 The Federalist Society Review Volume 21
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