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Abstract: Although many economic and business historians have examined how American railroads
colluded to raise rates or limit service, they have ignored the many ways railroads cooperated to
exchange cars and freight between companies and build needed interconnections. This article
examines such productive cooperation in three spheres: first, the setting of policies on
“interchange,” or the exchange of cars and freight between railroads lines; second, the creation of
“car service associations” to organize and track cars and costs shared between roads; and third, the
building of cooperative infrastructure such as belt railways or union stations. Finally, the article will
examine how regulatory battles over car and freight exchange were an underappreciated part of the

struggle to regulate railroads.

Introduction

When historians and economists discuss examples of railroad cooperation, the universal touchstones
are the pools created during the late 19" century. These pools organized competing railroad lines to
keep rates high and prevent discounts to shippers. They sparked widespread political opposition and
were an impetus for both the Interstate Commerce Act of 1887 and the Sherman Antitrust Act of
1890, which together effectively banned them. From the perspective of economists, these pools
were also an archetypal example of horizontal agreements between competing companies, also

known simply as cartels, which tend to be anti-competitive and anti-consumer.

The costs to consumers and to overall output of such pooling agreements are not here subject to
dispute. But the focus on pools and cartels ignores the many ways that railroads cooperated
productively in the late 19" and eatly 20® centuries to further access to a national transportation
network, ensure efficient and universal standards, and lower costs. Like many industries that share

natural monopoly or network characteristics, but which do not have a universal monopoly of a



market, railroads needed to integrate their networks across different regions. Thus railroads created
new contracts, systems, and private associations for interconnection, which demonstrates the ability

of companies to cooperate to increase output.

While most economic theories emphasize competitive market equilibriums, the Austrian tradition
has shown how economic agents have to continually evolve new market processes, including by
building new cooperative institutions to lower transaction costs.' Austrians also have emphasized
how diffuse groups can create new types of emergent or spontaneous orders outside of state
mandates.” The railroads’ cooperative contracts and institutions are prime examples of such
emergent orders that lower transaction costs and increase output. They were an essential part of the
process that increased total railroad freight from 3 billion ton-miles in 1860 to 141 billion in 1900,

even while charges per ton dropped by over 80%.’

This article will look at the three main ways railroads cooperated productively in the 19 century,

which cooperation has been largely ignored by previous economic and business historians.* It will
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examine, first, rules of interconnection or “interchange,” namely, the sharing of tickets, routes, and
rolling stock between different companies; second, the creation of “car service associations” to
organize and distribute freight cars and costs across different railroad lines; and third, the
organization of belt lines and union stations to connect different lines. The article will then look at
the political battles over interconnections, which were an important part of the railroad regulatory
movement, but which have received scant attention from historians.’ Finally, the article will discuss
what these early examples of interconnected networks can teach us about modern network

industties.

The Regulatory Response to Interconnection

In the eatliest years of railroading, many state governments had no interest in facilitating
interconnections. In fact, many early state laws were designed to prevent interconnection. Local
merchants at railroad termini desired the benefits of break bulk or wagon transport between
different stations, and feared local traffic being diverted to far-off lines. Thus many early charters
forbid interconnections, or established different gauges explicitly to prevent the interconnection of
state railroad lines with “foreign” ones.® Gradually, however, more charters and general railroad laws
authorized connections. The federal government itself passed a law in 1866 that authorized
interstate railroads to carry other companies’ freight and passengers, and to form continuous

through lines.”
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Despite the growing interconnections of railroads described above, many smaller railroads
complained about lack of access to broader networks. Sometimes too, railroads that were interested
in interconnections could not come to agreement on terms. Game theory teaches us that when two
companies negotiate in a bilateral monopoly situation, the final price is determined by each
companies’ bargaining power, which is itself largely determined by each firms’ patience.® Such
situations can lead to extended denials of service or failure to come to agreement, which can inspire

demands for government action.

Many states began mandating interconnections between railroad lines and allowing state bureaus or
courts to decide on terms if the railroads could not agree. In fact, states formed some of the earliest
American regulatory systems to arbitrate such interconnections. In 1842, Maine established a special
tribunal, outside of the normal court and legislative system, to determine the “terms of connection”
and the “rates and which passengers and merchandise coming from the one [road] shall be
transported over the other” if the interconnecting railroad companies failed to agree on terms.” This
may represent one of the earliest regulatory commissions in the United States."” Beginning in 1870,
several states, such as Michigan and Pennsylvania, actually put equal railroad interchange rules in

their constitutions.'

Although most of the discussion of the Interstate Commerce Act of 1887 focused on federal
supervision of freight and passenger rates, and especially the ban on rates decided by pools, other
parts of the act actually demanded railroads work together on the issue of interchange. Section three
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traffic.”’” The 1906 Hepburn Act expanded this mandate, and allowed the Interstate Commerce
Commission to establish through routes and rates on its own authority."” For decades, a significant
proportion of state and federal regulatory decisions actually dealt with the terms of and facilities for

railroad interconnection.!*

Some states also began regulating car service associations, but in this case to counter the
associations’ efforts. Many state laws extended the time shippers had to fill or unload cars, slowing
down the attempt of car service bureaus to increase shipping speeds. The Interstate Commerce
Commission opposed such effortts, but had no authority over intrastate shipments.” After the 1906
car famine, at least 25 states also enacted “reciprocal demurrage” charges, which forced railroads to
deliver shippers cars in set times after a shippers’ request. The ICC also opposed reciprocal
demurrage, to little effect, and the Hepburn Act forbid states the power to regulate the delivery of
cars for interstate shipments.'® Many outside of the shipping community also opposed the new state
requirements. The New York Times pointed out that reciprocal demurrage was different from the
usual demurrage charged by railroads against shippers, and could more easily be analogized to fining

shippers for refusing to provide freight to railroads when cats were ready."”
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Some of the earliest state laws attempted to inhibit belt and union stations as well. Railroad expert
Joseph Nimmo said in 1894 that “Many of us can remember when a union railroad depot was a
phenomena. For years railroad mangers regarded joint traffic as an entangling alliance, and courts
treated such traffic as in the nature of a partnership between corporations, and as such #/tra vires.”
But gradually, the states began authorizing railroad companies to invest in other companies, which
could include joint infrastructure companies.' Eatly regulators soon tried to mandate the use and
terms of existing infrastructure, by requiring set charges for the use of bridges or stations."” Some
state commissions also mandated construction of the new infrastructure, including sidetracks and
interconnections to new lines.”’ Finally, some states began building their own belt lines or
connecting roads, such as San Francisco’s Belt Railway, created by the State Board of Harbor
Commissioners in 1889 to switch trains between different lines along the waterfront.”’ With existing
information, however, we cannot be sure if the public construction was more costly than private
alternatives, or if mandates on use of private infrastructure reduced the return on it, and thus

inhibited its construction.

Regulators cemented their control of railroads’ interconnections and infrastructure during World
War I, when the government nationalized the companies. The subsequent 1920 Transportation Act,
which returned the railroads to semi-private status, mandated that the ICC organize them into
national networks. Previous cooperative associations became a subsidiary part of this new system,
since the act demanded that the ICC give recognition to “such rate groups or territories as the

Commission may from time to time designate,” including those associations that organized through
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traffic. Although many of the railroads’ independent organizations survived and continued to advise

on terms of interconnection, they lost their stature relative to federal regulators.”

Conclusion

In the early 1890s, despite the formal abolition of the pooling systems, Joseph Nimmo estimated
there were over 87 different associations of railroad officials working across company lines, in
everything from standardization of freight classes to uniform accounting practices to exchanging
information on best practices for traffic managers. Only later were many of these standards, such as
those involving automatic car couplings by the Master Car Buildings Association, adopted by the
government.” Some of these private associations survive into the present. Railinc Corporation, for
instance, is a for-profit subsidiary of the American Association of Railways, which tracks cars across
other companies’ lines and has a clearinghouse or settlement system to net car earnings across

them.*

This paper can only provide a preliminary overview of productive railroad cooperation. While it
does not argue that every type of railroad cooperation was beneficial, or that each enhanced
consumer welfare, it shows there were many positive examples of cooperation that benefited both
business and consumers. And although this article can only gesture at lessons for contemporary
problems, it can provide some background and insight into contemporary regulatory battles about

interconnection, especially in the field of telecommunications.”
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Since the dissolution of AT&T in the 1984, the United States federal government has regulated the
terms on which different companies can connect to the telephone network. The Federal
Communications Commission has issued decisions on when an existing network has to contribute
costs to creating new switches, and the rates and terms of services such interconnections require.

Such battles have consumed massive amounts of regulatory effort and company resources.”

The internet, which is classified as an “information service,” does not have the same regulatory
requirements as telephones. The political battle around internet regulation or “net neutrality” has
focused on how networks treat producers and consumers of content, which can be easily analogized
to the shippers and consumers of railroad goods in the previous century, and there has been only
sporadic concern about network interconnections, or “transit” and “peering,” between different
internet service providers. Today, these interconnections are often done through cooperatively
managed Internet Exchange Points (IXPs), or provided by “backbone” companies, which charge
“transit” for up and downstream travel of information, but which often peer with each other for
free transmission.” The general lack of public interest in interconnection is the result of its quiet and
successful functioning. After all, the “internet” is by definition an “interconnected network,” one
which relies on standards to operate across different regions and companies’ lines. These standards

existed long before the public attended to such issues.

This article demonstrates that network industries are able to create productive forms of horizontal
cooperation. It also shows how entrepreneurial companies and groups can create new positive-sum
institutions to increase trades. Finally, the article shows that we need to understand such cooperation

if we are to understand how one of the most important industries in American history managed to
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create an integrated network that allowed people, goods, and information to travel seamlessly across

the nation.



