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FAILING RAILROADS

MONDAY, NOVEMBER 23, 1970

U.S. SENATE,
COMMITTEE ON COMMERCE,

Washington, D .0 .
The committee met, pursuant to notice, at 10:15 a.m. in room

5110, New Senate Office Building, Senator Vance Hartke presiding.
Present: Senators Hartke, Cotton, Prouty, Pearson, and Baker.

OPENING STATEMENT BY SENATOR HARTKE

Senator HARTKE. Good morning, gentlemen.
Although I expect that your presence this morning here means

bad news, I am interested to learn what we can about what has
happened to the Penn Central in the past few months. Good infor-
mation and facts have been in rather short supply since this matter
began.
The administration could not tell us much when it rushed up here

with a very broad measure. It would have made $75 million in
guarantees available without much restriction, without limitation,
without any understanding whatsoever of the potential clients or
people who would qualify for such a loan.
Although this bill was entitled "The Emergency Transportation

Assistance Act," I think a better title would have been "Bank Bail-
out Bill."
Despite Secretary Volpe's assurance that our choice was between

the administration's bill or nationalization, and that immediate
action was urgent, the Penn Central is still running. We have had
some time to study the situation. Things are not as they were repre-
sented to be.
It was not enough for the old Penn Central management to run a 

railroad, to get into real estate developments, golf clubs, beauty
parlors, amusement parks, pipelines, and even the air carrier
business.
They said the new nonrailroad acquisitions provided the money

to keep the railroads running. But the pipeline sprung leaks,. the
real estate development company has run out of money and the
airplane venture has resulted in violations of Federal law, the
second highest penalty in CAB history and millions of dollars down
the drain.
The Interstate Commerce Commission has been working for 4

months to try to figure out what happened. Last Thursday, the
Commission sent up a letter to the chairman of this committee show-
ing that the subsidiaries had not brought in cash to keep the rail-

Staff members assigned to these hearings: A. Daniel O'Neal and John Cary.

(625)



626

road running. Instead, the railroad, short of cash for years, con-
tinually growing shorter, depleted its cash by $153 million in order
to diversify. If you add up the interest costs, the total is $209 mil-
lion. $209 million in cash spent to get into the nonrailroad business.
In my opinion, if that money had been kept in the railroad, the

Penn Central would not be in the condition it is today. It was the
railroad that provided the cash for the subsidiaries, not the other
way around.
I personally, and I do not believe anyone that I know of in the

Senate, wants the Penn Central to stop operating. But we don't
want to bailout just anyone out of this mess.
I expect that the public will in turn demand that the railroad

keep its service going. So we have an obligation to be cautious in
committing taxpayers' money to a private corporation. Our only
justification for doing so is to preserve an essential public service.
It is for this reason that I am hopeful we can have some informa-

tion today which will not alone be of help to us in making our
future decisions, but also to clarify what are obviously either some
misrepresentation or some misinterpretation of facts.
Mr. WIRTZ?

STATEMENT OF WILLARD WIRTZ, ACCOMPANIED BY GEORGE P.
BAKER, RICHARD C. BOND, JERVIS LANGDON, JR., TRUSTEES;
WILLIAM H. MOORE, PRESIDENT AND CHIEF EXECUTIVE OF-
FICER OF THE RAILROAD; JOHN GUEST, FINANCIAL CONSULT-
ANT AND GENERAL PARTNER IN KUHN, LOEB & CO., S. H. HEL-
LENBR.AND, VICE PRESIDENT-REAL ESTATE AND TAXES AND
PRESIDENT, THE PENNSYLVANIA CO.; ROBERT BLANCHETTE,
COUNSEL FOR THE TRUSTEES

Mr. WIRTZ. Thank you, Mr. Chairman.
May I first introduce the witnesses here today.
There are eight of us at the table, the four trustees: at my left,

Mr. Bond, at my right, Mr. Langdon and Mr. Baker.
In addition, Mr. Moore, the president and chief executive officer

of the railroad, and at the far end of the table, Mr. John Guest,
partner in Kuhn, Loeb & Co. Two places to my left, Mr. Hellen-
brand, who is the vice president of the railroad in charge of real
estate and taxes and is also president of the Pennsylvania Co. At
the far end of the table, Mr. Robert Blanchette, counsel for the
trustees.
I think there is probably no need in introducing the trustees

individually in terms of this background. Let me simply say that at
least the other three come here with a very considerable background
and familiarity with the field of finance and particularly with the
field of the railroads.
I should also refer to the fact that the most important person in

this picture as far as the trustees are concerned, is, of course, Judge
Fullam of the U.S. District Court for the Eastern District of Penn-
sylvania.

•
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We are trustees responsible in our stewardship to the court, and
he shares fully the view that we should present here the complete
information about this matter.
With respect to our plan of presentation, Mr. Chairman, members

of the committee, with your leave we would file for the record the
very long statement which we have here, which has gone into con-
siderable detail.

Senator HARTKE. The entire statement will appear in the record
and you may highlight such provisions as you wish.
Mr. WIRTZ. I will do that and in the questioning we will turn to

the various trustees if the questions that are raised fall into their
area of competence and familiarity.
Mr. Chairman and members of the committee, we have taken the

risk of oversimplification which is involved in presenting this matter
in its general terms. It is an involved situation and we feel we can
best serve your interests by summarizing as you have suggested.
We will do three things. First, summarize the situation at Penn

Central, then indicate those measures of self-help which appear to
be indicated, and finally, suggest certain elements of additional as-
sistance, which we feel are imperative to revitalize the railroad.
There are three points of terminology I should clear up very

briefly and at the outset.
The first involves the phrase Penn Central. There is attached to

the statement attachment No. 1 a chart, which shows this compli-
cated Penn Central structure in its broadest outlines. The one corpor-
ation which is in reorganization, and of which we are trustees of the
debtor estate is the Penn Central Transportation Co.
Very quickly, there is above in corporate hierarchy, the Penn

Central Transportation Co., the holding company, the Penn Central
Co. We have no control over its affairs, it has as a practical matter,
none over ours.
There are technical points of importance, but we are talking about

Penn Central Co. The Penn Central Transportation Co. has one
very important subsidiary, along with a number of others, important
in the sense that it presents problems of the kind to which you
referred in_your opening statement.
It is the Pennsylvania Co. that holds in one way or another, most

of those nonrailroad assets to which you referred. We hold, the
Transportation Co. holds 100 percent of the common stock of the
Pennsylvania Co. There is preferred stock which is publicly held.

Technically, Pennsylvania Co. is a separate corporation, but we
do not say that to in any way suggest any lack of or limitation on
responsibility as far as we are concerned there.
So it is just roughly the holding company, Penn Central Co. here,

the Penn Central Transportation Co. which is referred to in this
testimony as PCTC, which is the corporation in reorganization. It
is the old Pennsylvania Co. and New York Central brought together.
It is the corporation which is in bankruptcy and then below that
the Pennsylvania Co.
Now, the second point of terminology which ought to be cleared

up is that there are two sets of figures which run all of the way
through this testimony. We have got to use both of those figures.
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We have on the one hand the profit and loss figures which show
where we would stand today if we were not in reorganization. .So
that would assume we are paying all of our taxes, we are paying
our debt, and so on. Thost profit and loss figures, which are in some
places referred to here as accrued figures, give you a picture of
where this corporation would be today if it were not in bankruptcy
and reorganization.
The other set of figures has to do with our cash flow situation.

Now our cash flow is affected by the fact that a number of these
payments are being deferred now, because we are in reorganization.
In immediate terms, of course, it is the cash flow figure which is

of particular importance to us that is the figure that determines
whether we are going to stay alive or not. But, there are those two
sets of figures.
Then the third point which should be cleared up in connection

with the figures and which is dealt with carefully as we go along,
involves the fact that there is presently pending a wage increase
recommendation. An emergency board held hearings, issued a report,
and that board has recommended wage increases for 1970 retroactive
to the first of the year. Some of them wage increases for 1971 and
for 1972. And we have tried to indicate the extent to which those
recommendations are or are not included.
So there are those three points of clarification as far as termi-

nology is concerned.
Now we will go over the whole picture, but make clear at the

outset, Mr. Chairman and members of the committee, the key ele-
ments in our approach to this situation and the first to which you
referred is the Penn Central, is obviously in grave difficulty.
The two sets of figures which suggest that are these: We will

run out of cash as nearly as we can determine the facts, we will
run out of cash or come down just about to the zero basis at the end
of the first quarter of 1971. The other figure which suggests the
degree of the difficulty in which we find ourselves is that our losses,
figured on an accrued basis, which means if we were paying all of
our taxes, debt, and the wage increases, our losses in this year, 1970,
would come to over $300 million.
Those are historic figures. We would have been here earlier if we

would have been in a position to say exactly what these figures
are with our full confidence. We are here now because it is our
judgment those are the fair reflections.
The second key factor in this situation is in our judgment there

are very real prospects for improving this situation.
If I started with a dichotomy to which you refer, between good

news and bad news, we couldn't avoid your classification and yet
we think it is good news that we know what the truth is.
I guess A would be a mistake to say the truth will make us free

here. It will make us pretty expensive.
But, on the other hand, we do have facts and they are facts which

lead us to no sense of hopelessness at all. We see the figures we have
just given you in this perspective. Our operation, the one about
which we are talking here, is so vast, that if we could improve the
relationship between what comes in and what goes out by 12 to 15
percent, then we would meet at least our imperative needs. That is
our goal.
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The third point is this: We cannot at this point make official
representations that the Penn Central can be restored to profitable
operation. But, it is our considered judgment that there is a reason-
able prospect of achieving this goal from within 3 to 5 years.
Now, this will depend entirely on the arrangements of interim

financing, in the amount, in our present judgment, of about $175
to $250 million in the next 4 months, working out the arrangements
for that for this year in the first 4 months, and possibly that much
more over the following 24 months.
And we say, as you suggested, as has been said here before, it is

our reluctant conclusion that the alternative to that is some sort of
nationalization of the railroad. But we reject that as a counsel of
completely needless despair.
We proceed finally on the basis that there is going to be a Penn

Central railroad, because it is essential to the national economy. It
is better this be a private rather than a public enterprise, and the
prospect of a successful free enterprise reorganization of Penn Cen-
tral is worth pursuing.
Now, into the present situation. First, in terms of cash flow we

have today cash of about $30 million. That is about the same picture
that we found when we came to this trusteeship.
In other words, the cash flow situation has fluctuated, as it does

quite markedly, but stayed about the same.
It has to be pointed out that the only reason we have been able

to maintain that position is because of the deferments of a number
of obligations under reorganization. In local taxes alone, those are
$35 million in the last half of 1970. And that bothers us.

Next, we can say to you with relative confidence, we can maintain
a cash balance through the remainder of 1970. Now we have made
projections for 1971 and those indicate that under present circum-
stances, meaning the deferments of the taxes and of the interest
payments, and at present wage levels, we would carry our cash
balance, our cash balance would carry us through the first quarter.
It would come at the end of the quarter just to a very close balance
point. It will carry us through the first quarter.
As nearly as we can figure, the picture for the rest of that year,

if we got through the first quarter on that basis, present wages, no
taxes, no interest payments, if we got through the first quarter, our
cash picture would improve gradually during the year and at the
end of the year would be at about $100 million. That is December
31, 1971.
Now that cash projection does not include anything for the pres-

ently recommended wage increases. Those obviously got to be recog-
nized in anything that is said about them without regard to the
question of where they eventually come out.
I simply say to you that the effect of paying the wage increases

recommended by the emergency board would be to add about $182
million to our costs, to our cash outgo in 1971, because the retro-
activity for 1970 would also be paid in 1971 and would result in a
cash shortage at the end of 1971 of about $100 million.
Now, I have already indicated that as big as those figures are,

and we haven't got the slightest intent of trying to minimize them
in any respect, they do have to be put into perspective of the size
of the operations which are involved. That of cash flow.
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Now, with respect to assets and liabilities, we are trying very hard
to make a completely realistic evaluation of the assets of the debtor's
estate. That is difficult for reasons we will come to, that evaluation
is not yet complete, to make reliable statements regarding it in over-
all terms.
But, we want to be clear, specific, and frank with respect to the

point to which you referred. Both assets and the liabilities do go
into other than railroad operations. And we have very substantial
nonrailroad assets. Most of them held through the Pennsylvania Co.
as a subsidiary. Those include the Buckey Pipeline interests, the
Great Southwest Corp., Arvida Co., several New York City hotels, 24
percent interest in Madison Square Garden.
Those holdings

' 
although it is impossible to give you at this

moment a precise figure with respect to their valuation, would have
total values of several hundred million dollars, if they were unen-
cumbered.
The rest of the story is they are all very heavily encumbered in

one way or another. For example, a good deal of that interest comes
to us through the Pennsylvania f which we own 100 percent
of the common stock and the whole 

Co.,
100 percent of the common stock

has been pledged as collateral to the banks to secure loans to Penn
Central. A good deal of that money came to the transportation
company.
So I can simply say to you at this point that there is a very large

gross value there. It is going to take quite a lot of time, probably
some litigation, to determine what the net value is and how much
of it is usable.
We will come back to this at a later point in the testimony.
The third point, financially, has to do with the profit and loss

situation. As I have indicated already, the figuring for this year,
the first three-quarters already in, indicates a loss to Penn Central
Transportation Co. for the year 1970 of about $300 million. As close
as we come to that is $300.9 million.
That is on a basis which would assume the payment of debt and

taxes and of the recommended wage increase.
Now, you have referred, Mr. Chairman. in your opening state-

ment, to the various possible reasons for coming to a situation of
this kind. It is, of course, true that the public explanations of that
have ranged all the way from particularized indictments of the
management of Penn Central Transportation Co. to discussions at
the other extreme that this is a uneconomic industry and that Penn
Central is too big to be managed.
Our conclusion would be that the truth borrows from each of

those various explanations, except for the one, we don't find any-
thing in this situation which suggests that it cannot be effectively
managed. We think that it can.
Now, further, with respect to an explanation of the reasons for

being in this situation, we suggest that one way of analyzing that
is to compare the picture as we have it now for the first 9 months
of 1971, with the picture for 1969 to see how we are going in various
connections.
I would point out that the loss reported to the Interstate Com-

merce Commission for 1969 was $83 million and that the loss that
I have indicated to you for this year is about $300 million, which
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would indicate on the face of it a situation tobogganing and out of
control.
That comparison is not a reliable comparison. The figures for 1969,

in the 1969 report, without suggesting that they departed from gen-
eral accounting practice, obviously reflected a corporate policy at
that time of putting the best conceivable face on the facts, even to
the point where the facts became very dubious allies of the truth.
But recognizing that difficulty you can still find a good deal about
this situation by comparing the picture for these last 2 years.

It is very briefly this. Our operating revenues for the first 9
months of 1970 are up about $55 million. But the rest of the story
is that most of that comes from freight rate increases, the volume
of our freight business is down and the short of it is that Penn
Central has been losing railroad business to the competition.
The other side of it is that operating expenses have gone up

ominously, about $147 million for the first 9 months and the biggest
factors there have been increased costs of materials, services, supplies,
and labor.
There is another item that bothers us considerably, the cost of

freight loss and damage claims and costs resulting from vandalism
show a disturbing increase.
The interest obligations have increased about $16 million, although

that is dubiously included in this comparison.
Our financial income from our subsidiaries, which means dividends

and tax allocation payments, has dropped sharply, over $50 million.
Now, there are special factors in the Penn Central situation. One

of them is that that merger was never completed, and another of
them involves the diversification story, to which you have already
referred. Neither of those should be minimized. But the rest of it
is a classical story of lost business and higher costs resulting in losses.
As far as the future goes, there will be another loss situation in

1971. The closest our figures can come to indicating that shows a
loss—this is on the accrued basis—in 1971 of $118 million. We have
rounded out at $200 million as our best indication of what the loss
picture will be in 1971.
We have also tried to project beyond 1971. That is very hard, to

go beyond to next year. I can say this, there is no reasonable pros-
pect of Penn Central Transportation Co. showing a profit in 1972
or probably in 1973.
There is a reasonably foreseeable set of circumstances, general

economic circumstances, industry circumstances, Penn Central
changes in practices of one kind or another, which would result in
a profit in 1974 or 1975. But I should add that another equally
likely set of prospects indicates that that could be postponed beyond
that period.
All I can say, really, is the basis on which we are proceeding now

and that is on the basis of a considered conclusion that it is a
reasonable working assumption that Penn Central Transportation
Co. can be made a profitable enterprise within 3 to 5 years.
We cannot make that representation. We can say to you that we

are proceeding on a course of action for the next three years which
will test fully this prospect of ultimate viability.
Now, turning to the operating side of the picture, and first to the

self-help measures by Penn Central. Faced with a situation of the
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kind to which we have referred, there are two questions which have
to be discussed. The first is: Can railroad operating revenues be
significantly increased? The second is; can railroad expenditures
be drastically reduced? And the answer to both of these questions is
yes. But the rest of the answer is that in the figures that we have
given you in these projections, we have gone as far as we think we
can responsibly go with respect to those two matters.
With respect to the increasing of railroad operating revenues, the

projections which we have given you incorporate an increase of $309
million in freight revenues, $150 million of that is projected as an
anticipated increase in business and the rest to a freight rate increase.
So on that side we cannot honestly say to you that we think we can
do better than what these projections show, although that is quite
an improvement.
On the second question, drastic reduction of railroad revenues, we

have carried those expenditure figures as far as we think they can
be carried and we have gone pretty far on it,.
Let me point out a striking evidence of this, in connection with

transportation expense, which is our large item. We have projected
that figure for 1971 at a slightly lower level of expense than in 1970,
despite recommended wage increases and substantial increases in
traffic.
As far as maintenance of way is concerned, we ought to have a

substantial increase, but the 1971 projections anticipate the same
level of maintenance work as in 1970. There has got to be repair
and upgrading of over 20,000 cars for 1971. We figure that is an
increase of $67 million.
We have put that on as practical a basis as we can and we think

the information we have given you suggests as drastic a reduction
as possible as far as expenses are concerned. We have estimated
capital expenditures for 1971 at $74,600,000. That seems a minimum
program if we are to restore this property to a basis on which it
will be giving effective service.
As far as the equipment program, equipment capital program, the

figure of $198 million represents again the minimum that we think
will meet the needs which we now face, which our suppliers face, and
which the whole industry faces as it depends on Penn Central.
Let me point out in connection with this that part of our present

problem is a consequence of the practices of the last 5 years. During
that time the number of freight cars comparing present Penn Cen-
tral with former Pennsylvania and New York Central, the number
of freight cars has dropped 35,000 which is a figure of vital signifi-
cance and of impact, almost 20 percent. That is why Penn Central
was not giving the service that would have permitted it to continue
on a viable basis, and which it has got to be.
There is another factor of tremendous importance as far as this

operational situation is concerned. The easy popular assumption is
that because Penn Central serves an area which includes all of or
most of the major producing areas consumer areas in the country, all
of these big cities, it ought to be a very easy thing to make money on
this kind of operation.
As a matter of fact, it is the nature of the service, of the territory

we serve, of the demands we have to meet, which to a considerable
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extent gives us our most serious problem. Of course it gives us also
our largest opportunities. But what most people don't realize is the
significance of the fact that Penn Central Railroad is one huge termi-
nal operation such a high part of our business has to do with either
the taking on of freight, making up the trains, or the distribution of
the freight. Where other roads have very long hauls, we spend a
large part of our time on operations which present much more seri-
ous operational difficulties.
The so-called unit train, turnaround service with loop tracks, is the

kind of thing of which we have some, but most of our service does
not permit that kind of thing. Most of our service involves situations
in which these trains have to be made up of individual cars that have
been brought together at a series of concentration points by innumer-
able yard crews

' 
each operating with heavy power over miles of slow-

speed industrial track, located in high cost, heavily taxed urban areas,
sometimes in the city streets themselves

' 
with high exposure to van-

dalism and loss and damage to freight itself.
Let me make it perfectly clear that we are not pleading impossibil-

ity or insuperable difficulties at all. We are pointing out why it is
hard to run an operation of this kind on the basis which will make it
a profitable business.
It is almost a retail type of business compared with what is in the

other circumstances as a wholesale kind of business. Just two or three
specific illustrations of that, because it is so important.
Take the Southern Railway. We are about twice the size of the

Southern Railway. We have five times as many yard crews. There is
another illustration of the same kind, where on Penn Central there
are twice as many yard crews as road crews, on Southern there are
more road crews than there are yard crews.
This problem of operating in the terminal situation is exceedingly

difficult. Our yard transportation on freight is more than 15 percent
of the freight revenue dollar, while on railroads generally it is less
than 10 percent. So we face the problems which are inherent in a
terminal railroad situation of this kind.
But, again, / come back to the point, particularly under new man-

agement, we view this as presenting a very real problem, but very
warmly as presenting a very real prospect for improvement and we
are out to change that picture.
There are some specifics about that. One factor which has affected

this situation very greatly is the shortage of freight cars. Our pro-
gram for 1971, as I have indicated already, includes provision for
7,492 new cars at a cost of $137 million. That is in addition to the
repair program which has been mentioned already.

Just as a reflection of what this means to us, where we have got an
unserviceable freight car ratio today of about 9 percent, with this pro-
gram and with the new management we project that as coming down
to 4 percent by the end of 1971, in just 1 year.
We recognize as a second point that we have had just a generally

poor service record in the past, as far as this railroad is concerned.
I can only say to you that in the 21/2 to 3 months with new manage-
ment on this job, we are receiving the clearest sharpest indications of
shipper reaction to the fact that they are now !getting at Penn Cen-
tral the kind of service which has been promised them for a very
long time. It is first-class service.
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There is another point, as far as the low equipment utilization
factor is concerned, that can be improved very greatly through adher-
ence to better operating practices, to the scheduling of empties as well
as loads and terminal procedures which are modern instead of tradi-
tional.
This rolling reject problem has been a very serious and common

problem at Penn Central. We have faced the expense of moving the
reject cars from one loading point to another. That is a waste.
There has been the cross-hauling of empties which has to stop and

is being stopped. The cars are being distributed now or will be on a
system rather than a regional or local basis.
There are real opportunities to get ahead. Another of them has to

do with the plant rationalization of the whole property. Involved
here is the abandonment of about 3,800 miles of line and the elimina-
tion of maintenance costs of $17 million and another nonrecurring
saving of about $50 million—we will come back to the abandonment
point, Mr. Chairman. We do not have in mind any slashing kind of
abandonment program. We are going to work that out carefully with
a balancing of all the interests that are involved, and there are still
prospective savings here, one-shot savings of about $50 million, and
then what is in effect a recurring maintenance saving of about $17
million.
We can say how important Mr. Moore being the chief executive

officer of this railroad is and what it is going to mean to us as a com-
pany and to this industry. It is already showing up in what is only
briefly discussed here.
Returning to the financial aspects of the problem, those things

which we recognize we have to do and which we recognize we can do,
there are two areas which you have already referred to, Mr. Chair-
man, in your opening statement, and one of these areas involves the
possibility of our selling certain corporate assets, especially the non-
railroad properties. The other involves the possibility of private
borrowing.
On the sale of corporate assets, I simply say to you in the most

significant meaningful sense possible if we could, we would put up a
"for sale" sign over every single nonrailroad property which we
have, and I mean that in the fullest implications of the statement.
As far as we are concerned, as brought out in your opening state-

ment, that diversification policy which was in effect at Penn Central
Transportation Co., was at least on hindsight a serious mistake. Now,
it may have postponed the showdown at Penn Central. These state-
ments that the railroad was milked to support real estate, other
operations, and the suggestions that a great deal more money went
downhill or downstream than upstream are subject to one very im-
portant qualification as far as the cash situation is concerned and
that is that on the basis of those operations there was a substantial
amount of money borrowed and used for the railroad purpose itself.
And that factor ought to be taken into account in making an analysis
of that situation. But that is only by way of explanation, because on
net we don't think there is any question but that that diversification
policy worked very badly.
Under different economic conditions, it might have worked out

better. As things turned out, though, what it too often meant was the
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unavailability of cash to support the railroad and, furthermore, op-
portunities for bookkeeping and reporting practices which had the
effect, regardless of what their intent may have been, they had the
effect of postponing the day of reckoning at Penn Central which
would have been less bleak if it had dawned earlier.
Under present circumstances, in any event, Penn Central Trans-

portation Co. should be taken out, as far as making it an effective
railroad operation is concerned, of every single business not sig-
nificantly connected with running the railroad, except in a very few
cases, where there are clear cash earnings advantages.
We are taking that course to the maximum extent consistent with

the legal constraints involved. We have active explorations under
way of the opportunities for sale of most of the nonrailroad proper-
ties. It would be plainly improvident to liquidate those on a fire sale
basis, if taking some additional time would permit more advan-
tageous terms.
The other thing that has to be pointed out is that being in reor-

ganization, the legitimate claims of various interested parties on
those profits, by mortgage, pledge, or otherwise, have to be taken
into account and we are, we are not falling back because of that
consideration.
I just say to you in general, Mr. Chairman and members of the

committee, the trustees are proceeding on a policy of maximum prac-
tical and by that I mean maximum possible liquidation of nonrail-
road assets.
With respect to the private borrowing the trustees are pursuing

every possibility of private financing. An investment banking firm,
Kuhn, Loeb & Co., has been retained by the trustees to assist in this
effort. Mr. Guest is here with us today. We worked out one major
financing arrangement which has not formally been announced yet,
but it involves the financing of some 145 locomotives with General
Motors Corp. That is to be on an equipment-lease basis.
We are also actively undertaking negotiations with respect to

factoring our accounts receivable. There is a potential asset there of
still undetermined precise amount. I should say to you in all candor
that the factoring of accounts receivable in this industry presents
some real. difficulties of one kind or another. Nevertheless, we are
pursuing it quite aggressively. We have also made extensive efforts
to determine the feasibility of the issuance of trustee certificates.
These have included discussions in depth with banking and indus-
trial and investor groups and the Federal Reserve Board.
I say to you, frankly, the results of those efforts are that the trus-

tees are flatly and directly advised that trustee certificates are not
under present circumstances, cannot and will not be sold. I have no
documents to go further into that. We will be glad to develop it. I
would like to add to the record, if I may, at this time, Mr. Chair-
man, perhaps as an attachment B, an exchange of letters of November
20 between Mr. Langdon and David B. Eastburn, president of the
Federal Reserve Bank of Philadelphia.
We have been pursuing very actively the possibility of financing

under section 13 of the Federal Reserve Act. We have as of Novem-
ber 20 been advised—I will read it in its complete form in which it
appears in the letter. This is from Mr. Eastburn. It is a memorandum
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from the Federal Reserve Bank of Philadelphia, the Federal Reserve
Bank of New York, the last paragraph:
At this time, based on the information available to us, it is our view that

it would not be appropriate for the Federal Reserve Bank of Philadelphia, or
the Federal Reserve Bank of New York, to extend credit to the Penn-Central
Transportation Company under Section 13, paragraph 3 of the Federal Reserve
Act.

Which is an appropriate, complete way of saying we are not
credit worthy.

Senator HARTKE. This denial will be put into the record without
objection.
Mr. WIRTZ. Now, we come to the point you referred to in the be-

ginning, the point of Federal assistance. We would wish. we could
come here and tell you after 3 or 4 months that on the basis of what
we see of this situation, we can make it whole, by our own efforts.
We can't do that. We can say and do say to this committee that our
considered judgment is that there is reasonable prospect that the
Penn Central can be restored to effectiveness as a railroad and made
viable again as a corporation through a combination of efforts and
measures consistent with the ideas and the ideals of free enterprise.
I have already suggested at the outset that the closest we can come

at this point to indicating the final assistance which will be involved,
either from the private sources which we have still to explore or
from outside financing, is probably best estimated for 1971 in the
range of $175 to $250 million, with a large part of that, substantial
part, coming at the beginning of the year with a prospect of a similar
amount over the next two years combined, over 1972 and 1973.
It is quite obvious, we think, that there is going to have to be some

form of joint private-public financing, which will have to be worked
out to this end. Just in the interest of clearing the air, Mr. Chairman,
and members of the committee, let me say this. What I have just
said and what we are about to say will inevitably be shortened to the
report of the Penn Central trustees coming here today asking for
millions of dollars of money, and that is right, but what is not right
and the danger we have to clear up here is the context in which that
statement might appear. That would be a context of reference to a
huge corporation, with all that that is mentioned, mishandling its
own affairs, diverting energies and vitality away from the railroad,
borrowing heavily beyond its means, wherever it could find lenders,
on whatever terms, and coming now to the Government with a re-
quest that its creditors and its stockholders and it itself be bailed out.
It is only to the last point that we speak in this particular connection.
We are charged as trustees of the debtor's estate, the railroad, with

responsibility for exploring fully everything that happened at Penn
Central and with dealing fairly with all of the private and the pub-
lic interests that are involved. But in coming here to this committee
and talking particularly about the matter of financing, we specifi-
cally .reject any element of the idea of raising funds to pay creditors
or to increase the stockholder's equity.
We point out in this connection one thing that is frequently over-

looked. A. good many of our creditors, particularly those in the se-cured position of one kind or another, would probably much preferwe go ahead and move toward liquidation of this asset or toward its

1
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nationalization. It is probably true that a proposal to extend and
expand the deficit financing arrangements we are talking about in-
crease in some respects the risks of some of the creditors who are in-
volved. I use that simply to underline the fact that when we are
talking about the deficit financing, we are not talking about those
interests.
When we come here suggesting a reliance on public credit, we are

recommending, and I would rather use your language in the opening
statement than ours here, we are recommending only what makes
sense as far as providing a public service is concerned. And that has
to do solely with the revitalization of the Penn Central as a key and
effective unit in the railroad industry. And with nothing else. We
mean this. There are a number of other things which under more
relaxed circumstances we ought to point out that are important here,
a good deal more than just the financing on a short-term basis of
one railroad.
We know the problems of the industry are much broader than

that, and there are points to which we would like to refer in passing.
The trustees are familiar with the whole Astro report. We endorsed
all of the provisions of that report, with its provision for creative
Federal involvement. There is another very important matter of
rationalizing our labor policy and now a particular opportunity to do
that. That emergency board No. 178 has recommended some changes
in working rules, new procedures for collective bargaining, which
would go a long way toward putting not only Penn Central, but the
industry on a sounder basis. There are also matters concerning the
regulatory patterns which have to be met—this is page 26, now—in
that connection, we are preparing special presentation of all of those
regulatory strictures which affect our vision adversely and unwisely
in our judgment. We are going to make that presentation to the ICC
as soon as we can. That will include proposals for the emergency
abandonment program. Present circumstances dictate certain pro-
cedures, approaches, which we think will help that a good deal.
It is at this point I want to say again, Mr. Chairman, that we ap-

preciate the sensitivity of the abandonment point. We would expect
to proceed with respect to any abandonment on the basis which
would permit either abandonment that should be directed or the
reference to regional authorities which would be created, with refer-
ence to regional authorities, and the possibility of a contract for con-
tinuation of lines for which an abandonment would otherwise be
directed.

All of those things are important, but we come back to the necessityof the. financing arrangements which are involved. We need a pro-gram in our judgment which will meet the situation of a railroadlike Penn Central, which is operating under section 77 of the Bank-ruptcy Act, which is confronted with iminent cessation of railroadservices. We suggest four ground rules in connection with any kind ofdiscussion of that financing arrangement. One is that the funds beused solely for railroad purposes and not for any other. Second, thatit not be enough that those funds be used to preserve a present situa-tion, there has, obviously, got to be an improvement in the servicesituation as far as the railroads are concerned. Third, there not be
50-934, 0-71-pt. 3 2
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one single cent or dollar of public funds until there has been a com-
plete exhaustion of whatever private remedies there are by way of
sale of assets or by way of private borrowing and we proceed on the
basis that that is an appropriate condition of whatever approach we
might take here.
And then the fourth suggestion is, it be recognized that this ought

to be done on an interim basis. We have said we think it will take
about 3 years to prove this matter out one way or the other.. So,
there ought to be a provision that that can be done, subject to review,
redirection, within that period of time.
Now, there are a variety of Federal programs that could be sug-

gested. We simply call attention to the three possibilities. This com-
mittee has before it already in various forms proposals for the guar-
antee by the Federal Government of private borrowing by the rail-
roads. We support that legislation strongly. We would feel it is ap-
propriate here only on the basis of those four ground rules to which
I referred before, and I repeat specifically the one, the fact it should
not redound to the benefit of a railroad unless it has exhausted thor-
oughly the private remedies.
There is, second, the possibility that if the loan guarantee program

failed to prove adequate, the situation here is sufficiently important to
warrant consideration of a short-term service contract arrangement
between the United States and Penn Central's trustees to preserve
essential rail operations. And again, there should be provisions for
standards of service; there should be provisions that no part of the
moneys which were transferred on that basis would redound to any-
thing except the advantage of a better railroad operation. And then
third, we suggest that, without going into detail, the possibilities of
working out an alternative financing procedure which would leave
for subsequent determination the question of whether the original
funding which would be required is to be repaid or whether it is to
be treated as a payment for services rendered.
Mr. Chairman and members of the committee, you have been in-

dulgent. This statement has been necessarily long. The situation it
covers is serious. The reason for going into it in some detail here is
our complete conviction that if the Penn Central situation can be
generally understood, whatever doubts there may have been about it
in the past can be replaced by an attitude of caution, but construc-
tive confidence in the future.
We have suggested the combination of self-help and broader co-

operation and assistance which we think will work. Most of what we
talked about is self-help, but we have made it clear we are presently
dependent, to get back on our feet, on government cooperation and
assistance.

If, 5 years from now, the Penn Central is viable, credit will have
to be divided. among these major influences. One, vital government
help at a crucial time, which is right now; and second, a hard hitting,
aggressive, imaginative, resourceful management, able to surmount
the difficulties of high-cost terminal operation, with new and dif-
ferent methods, pricing concepts, and in other ways. Third, a labor
force that identifies its self-interests with the interest of the rail-
road and is willing to accept changes in outdated rules and working
conditions. Fourth, a steadily growing economy with inflationary
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influences at a minimum. Finally, a more enlightened government ap-
proach to rail transportation, including a willingness to treat it in
the same manner as competing methods and to lift the more onerous
regulatory restrictions.

Finally, Mr. Chairman and members of the committee, is that the
Penn Central's public services are vital and can't be dispensed with.
The choice is between relying on a combination of these forces, or
turning the railroad over to the Government. And we opt for private
enterprise reorganization.
Thank you.
Senator HARTKE. Thank you, Mr. Wirtz.
Do any of the other gentlemen at the table care to make a state-

ment?
Mr. Wrwrz. I thought at this point we would move to whatever

things are particularly on your minds.
Senator HARTKE. Thank you, Mr. Wirtz, for coming in with a

rather thorough and informative report.
As I take it, the amount of cash that you have indicated you would

need through the next 3-year period would be in the neighborhood of
$425 million. Is that right, approximately? $350 to $425 million?
Mr. WIRTZ. Any figure in that range. I don't have any—we don't

have any difficulty accepting that figure, Senator. It is just this, for
us to come up with a precise figure is to seem to kid ourselves about
how precise you can be on projections. So, we have taken the range,
rather than the precise approach, but your figures are surely in the
area we are talking about.
Senator HARTKE. As you have indicated in your statement, you

feel there is a possibility—not even suggested a probability, but a
possibility—of saving the Penn Central operation as I understand
it. Is that right?
Mr. WIRTZ. Again, my answer would be yes

' 
with this refinement.

We know it is going to continue to operate; it has got to. I interpret
your question as being saving it in terms of a private enterprise
forum and the answer is yes.

Senator HARTKE. Do you view this problem as one which is com-
mon to the railroad industry, or do you feel it is just one which is
specially applicable to Penn Central?
Mr. WIRTZ. We feel it involves factors which are common to the

industry. That is problems have been brought more sharply to bear
on the facts. Penn Central's situation, partly by its own fault. But
my answer to your question would be that we count the most serious
factors in this situation as including those which are common to the
industry.

Senator HARTKE. Just to make sure that some of these points are
nailed down, that as I understand what you have said today. Youhave said, in effect, that to the best of your judgment, the railroadwill stop operating some time before the end of the first quarter ofnext year—even if all of the breaks go your way, your fare rates areincreased, your wages are not increased—nonetheless, some time youare not going to have enough cash in the bank at the end of the firstquarter of next year, around March 31, to continue to operate.
Mr. WIRTZ. It goes a little further than that. Our present figuresshow a cash balance as of March 31 of less than $1 million compared



640

with a daily inflow-outgo of about $10 million. The closest we can
come on a projection basis is we just get down to absolute zero by
March 31.
Now if in the meantime there is a retroactive wage increase to be

paid, we will have gone, the situation will have gone past control.
Senator HARTKE. If the retroactive wage increase is required to be

paid, you would cease to have sufficient cash on hand to pay the
operating expenses and pay the wages by at least March 31, 1971.
Mr. Wrirrz. That is correct. And that answer would be by a margin

of $30 or $40 million.
Senator HARTKE. You would be short $30 to $40 million?
Mr. WIRTZ. That is correct.
Senator HARTKE. How much sooner would it be short—is it possible

you would be forced to curtail operations before that?
Mr. WIRTZ. Last winter was a terrible winter as far as Penn Cen-

tral was concerned. If there should be a recurrence of that. we would
be quite close to the line all of the way through February and
March. So there are conceivable factors which would carry us, even
without the retroactive wage increase, which would carry us below
the line in February or March.

Senator HARTKE. In substance you are saying that there is no way
you can cut operating expenses or increase your available cash, other
than what you have detailed today.
Is that correct?
Mr. WIRTZ. That is my judgment. I would invite Mr. Langdon's

comments on it, that is particularly his area.
Mr. LANGDON. Mr. Chairman, there is one further factor we have

to take into account in Penn Central's situation. Ordinarily when you
get into a cash bind on a railroad, there is some flexibility in being
able to defer the payment of bills for materials and supplies and
sometimes even services. But in the case of Penn Central, it is not
possible. As a matter of fact, we are having almost to pay ahead of
time the bills for diesel oil and also power and some of the vital sup-
plies that are necessary in the operation of the railroad.
So we have absolutely no flexibility in connection with the pro-

curement of the supplies that are vital to the operation of the rail-
road.
Senator HARTKE. Let me ask you, is this true too, just to make

sure we understand each other. As far as trustee certificates are con-
cerned, you have anticipated you would need an amount in the
neighborhood of between $175 and $200 million. Is that correct?
Mr. WIRTZ. Yes, sir.
Senator HARTKE. And there is no place in which you have been

able to find anyone who is willing to buy trustee certificates, even
though they would have a preferred status in relation to other credi-
tors of the railroad?
Mr. WIRTZ. Again my general answer is a flat affirmative. Mr.

Baker has been working particularly in this area and I think you
might well want his supplementary comments on that.
Mr. BAKER. The answer to that, Senator, is there has been no place

we could find that we could sell these. We have with us John Guest,
our financial advisor, from Kuhn, Loeb, and he might expand on that.

Senator HARTKE. .A.11 right. We will come back to that in a minute.
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I just want to make sure we have these basic situations pinned down.
Mr. BAKER. I would just say that that is where we would like to

get money rather than any other way, if we could do it.
Senator HARTKE. I want to come back to the steps you have taken

in a moment. I prefer to delay that for the moment. In other words,
what you are saying in substance here is the only way that this rail-
road can continue to operate is for a loan to be granted from the
Federal Government or for the Federal Government to take over the
operating of the railroad itself.
Is that true?
Mr. WIRTZ. Yes, I would say that, because of the risk of being

misunderstood with any other answer. I would add only this, Mr.
Chairman: I think the way you put it is exactly right, but I think
we would want to include the possibility that there would be de-
velopments which would permit a very quick return of any of that
financing, if we should be able to arrange either financing or sale of
assets. But I answer your question Without qualification.
Mr. BAKER. May I comment on that?
I just might call attention to Mr. Wirtz's earlier statements, and

that is a direct loan is one way, a guarantee of loans is another, and
a third suggestion at the end of the statement has to do with a service
contract.
Senator HARTKE. All right. And this is also true, is it not, that you

make no predictions whatsoever that if there is a direct loan or a
guaranteed loan, that the Penn Central can be made profitable enough
that it would be able to repay that loan and the possibility of default
is a real one which should be recognized at this time?
Mr. WIRTZ. We do predict there will be a position of repayment.

We say that we cannot assure that at this point.
Senator HARTKE. Mr. Langdon ?
Mr. LANGDON. Sir, I would only add that we do need at least 3 to

5 years.
Senator HARTKE. 3 to 5 years.
Mr. LANGDON. Yes. I say five. But we said three to five in the

statement.
Senator HARTKE. Is that conditioned on the continued recession

that we have in the economy today? If that continues, let us say, for
another year?
Mr. LANGDON. I think that even in the continuance of a recession,

sir, that the opportunities for Penn Central to regain traffic are still
present, because we have lost a lot of traffic, not because of the
economy, although we have lost it for that reason too, but we have
lost traffic also because we haven't been getting our share. We have
lost it to competitors.
I anticipate that under the service that Mr. Moore is providing,we are going to get that back. In fact we have already started. So toa certain extent I think Penn Central might run counter to the eco-

nomic trend, even though it is on the downside.
Senator HARTKE. Let me ask you this: What if it worsens, which I

anticipate? I just think this economy is going to go straight downthe ladder. I don't think there is any question about it, unless theychange it very quickly. What if that happens?
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Let me say my predictions have been a lot better than the
economists of the administration.
Mr. LANGDON. I appreciate that, sir. This would have a very serious

effect on us of course. I do say that even despite that that the oppor-
tunities for Penn Central to improve its relative position in the
transportation market, even though it is a receding market, are such
as to offset in part at least the full effect of a declining economy.
Senator HARTKE. I do want to make this one point clear: What, in

your judgment, is the possibility that any type of loan, direct or
guaranteed, would ultimately come into default, at which point the
Federal Government would have to assume that full loan?
Mr. WIRTZ. We have leaned way over backwards to be careful on

that. I say to you completely, candidly, and frankly, that the kind of
financing we are talking about here seems to me a substantially safe
proposition as far as the Government is concerned. It would be‘a first
claim on all of the assets of the corporation, coming ahead of every-
thing else. I think that is a true statement. I think there would have
to be exceptions for equipment. But I think, Mr. Chairman, that the
prospect of repayment of that loan, or the loans which would be
guaranteed by the Government is quite, quite good.
You will simply respect our not wanting to say to you that we

know it can be paid back. But we say to you in complete candor that
everything we see about it makes that a good risk.
Senator HARTKE. Now in regard to the conditions which you indi-

cated before, you indicated first there would be an attempt to secure
cash by other means, by sales of assets, increasing revenue, cutting
costs. Also you indicated that as far as the funds were concerned—
you correct me if I am wrong—that the utilization of any funds and
cash obtained as a direct loan or as a result of a guaranteed loan
would be held in reserve until you had totally exhausted all other
cash on hand and available cash through these other sources.
Is that correct?
Mr. WIRTZ. I think that is correct, yes.
Senator HARTKE. You think it is correct?
Mr. WIRTZ. The only point I have in mind is the timing point. We

face, for example, if the wage thing comes to a head very quickly, as
it might, there would be a question of how to move just as a matter
of timing on that. If I can change your statement—I don't need to
change your statement.
I will answer your question yes with the explanation that we might

possibly need the financing before there had been an opportunity to
exhaust those private remedies.
Senator HARTKE. What I am getting at, would it be possible to

provide for some type of court control, escrow agreement, in any
loan or guaranteed loan, which would mean the cash would be avail-
able but only available in the event and after all other cash had been
exhausted?
Mr. WIRTZ. My answer would be yes, but I would like Mr. Baker

to answer that.
Mr. BAKER. Oh, yes.
Mr. WIRTZ. Our answer is yes.
Senator HARTKE. The mere fact that you have the cash reserve in

the event it is needed does provide for additional operation and
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provide for alleviation of some of the conditions under which you
are presently forced to operate.
Is that true?
Mr. WIRTZ. That is correct.
Senator HARTKE. Isn't that what you said, Mr. Langdon, in regard

to your so-called cash on the barrelhead type operation which you
are operating now?
Mr. LANGDON. Yes. Well, of course the level we are operating at

now gives you heart failure, frankly. And we would like to keep a
balance, if we can, of a minimum of $20 million. This is a tremendous
operation and $20 million really seems a lot of money, but in the
light of the overall operation, it is really kind of a minimum.
When we first came there, it was said you had to have a balance

of $30 million. But we have got that down now to $20 million. And
as I say, this is a kind of balance which really is a minimum for a
big operation like this, because it fluctuates from day to day almost
$10 to $15 million as the payrolls are paid and then the tax payments
of course aren't paid any more, but there are big commitments dur-
ing the course of a month that will affect the up and down of the
cash flow to the point where we ought really to try to keep a mini-
mum of $20 million.
Senator HARTKE. What is the present rate of payment on your

accounts payable? What date, how long? How long do you hold
them?
Mr. LANGDON. Mr. Moore has got the statement right in front of

him. Do you mind if he answers?
Senator HARTKE. Fine.
Mr. MOORE. Well 
Senator HARTKE. It is good to hear from you finally, Mr. Moore.
Mr. MOORE. I am delighted to be here. I don't have the exact state-

ment that you asked for. I did want to point out, just to give you
some idea as to the magnitude of the Penn Central, what our average
daily cash flow is for a typical month. Our payroll is $2.7 million
per day. Our debt service, that is on the equipment debts we are now
paying, is $0.5 million.
Senator HARTKE. Wait a minute. What is that for now?
Mr. MOORE. That is equipment trusts on locomotives and rolling

equipment, boxcars, gondolas, and hoppers that is being paid now.
Senator HARTKE. That has not been under order of suspension?
Mr. MOORE. No.
Senator HARTKE. Why not?
Mr. MOORE. It was approved by the court to continue those pay-ments because if we did not do so, we would not have the equipment.Senator HARTKE. You mean the equipment would be sequesteredin case you did not pay it, is that true?
Mr. MOORE. That is right.
Senator HARTKE. Is that a binding contract or is it possible thecourt could order you to continue to operate and still maintain theequipment?
Mr. LANGDON. That point, I think, sir, has been litigated and foundin favor of the creditors. In other words, there have been instanceswhere equipment has actually been retaken by the loaner of themoney.
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Senator HARTKE. Mr. Blanchette, you agree with that?
Mr. BLANCHETTE. That is by statute, Senator.
Senator HARTKE. What statute?
Mr. BLANCHETTE. Section 77 of the Bankruptcy Act specifically

provides that if there is a default in payment on any obligation se-
cured by equipment, that the creditor has a right to come in and
foreclose and repossess the equipment.

Senator HARTKE. Even after the reorganization is filed?
Mr. BLANCHETTE. Yes, sir. The court has no power to alienate or

suspend that right of repossession by statute.
Senator HARTKE. I would like to have you, not now, but I would

like you to leave with the committee any brief or any information
you have on that.
Mr. BLANCHETTE. Yes sir.
Senator HARTKE. Senator Cotton?
Senator COTTON. I simply wanted to ask one quick question on this

matter of the repossession of equipment. I would like to have this
question answered because I want to be sure I understood the situa-
tion. Title does not pass on such equipment to the railroad does it?
Mr. LANGDON. A lot of the equipment has been furnished by lease,

sir. A great deal of it. Of course, in that instance, the title has not
passed.
Senator COTTON. The reason it can be immediately repossessed and

becomes a primary obligation is that in many cases other people own
it and the railroad is simply paying rent or leasing it?
Mr. LANGDON. That is right, sir.
Senator COTTON. Thank you.
Senator HARTKE. That is how much a day?
Mr. MOORE. A half million dollars.
Senator HARTKE. It seems peculiar to me we are paying that and

not paying the property taxes here.
Mr. MOORE. Yes, sir, that is a half million dollars a day.
Senator HARTKE. A half million dollars a day. In other words, the

general public can wait; you can go without schools, but you can't
do without payment to these other people.
Mr. MOORE. Of course, we can't do without equipment either,

Senator. If we didn't have it, the loss would be even greater.
Senator HARTKE. I understand that. Maybe we need to amend the

Bankruptcy Act. I mean, I just think it is a question of which you
put first. After all, you, if you can suspend payment of property
taxes, which are the basis for keeping most local services going in
most communities and if everyone else did that, you wouldn't have
schools or police departments or fire departments operating. I don't
know whether it is more important to have fire departments, police
departments, and schools, or to have—who is this loan to; what
equipment company?
Mr. MOORE. There are various equipment companies involved.
Senator HARTKE. But they are held by banks, are they not?
Mr. MOORE. No, not necessarily. Some are just leasing companies.
Senator HARTKE. To keep the leasing companies going, how is that?
Mr. MOORE. Insurance companies and individuals.
Senator HARTKE. I want to say at this time I just have one more

line of questions here and then I will be glad to yield for a moment.
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On accounts receivable, have you been able to come up with any
type of realistic understanding of really what is owed to you? In
other words, my understanding is that your accounts receivable
ledger was in pretty bad shape when you took over. Isn't that true?
Isn't that generally true?
Mr. LANGDON. The problem was, sir, the principal problem was in

the time interval, between the rendering of the bill and the actual,
the performance of the transportation service and the collection of
money. That has been a period of 17 days, which is about twice as
long as in the case of most railroads. In the last couple of months,
we have made some progress in this respect. The billing procedures
on the Penn Central are susceptible of improvements and particularly
we are anxious to reduce this lag in the receipt of money. It is
roughly $6 million a day and every day that we can speed up is $6
million roughly.
Senator HARTKE. How much have you been able to improve that

time lag as far as collection? I am not talking about billing now, I'm
talking about collection.
Mr. LANGDON. I think it has come down about 3 days. In other

words, I think it has come down from 17 to 14 days.
Senator HARTKE. That is on billing?
Mr. LANGDON. No, that is on the collection.
Senator HARTKE. All right. I have more questions, but I will be

glad to yield to Senator Cotton and the rest of the Senators at this
time.
Do you have any other questions, Senator Cotton, that you want 

to go into now? I have taken quite a bit of time.
Senator CorroN. No, I defer to my colleagues here who are on the

subcommittee.
Senator HARTKE. Senator Prouty?
Senator PROUTY. Mr. Chairman, first I have a brief statement that

I would like to have appear in the record.
(The statement follows:)

STATEMENT OF HON. WINSTON PROUTY, U.S. SENATOR FROM NEW HAMPSHIRE
Mr. Chairman, I have a brief statement I would like to make with respectto my position on this matter. Because of the geographic location of Vermontand other New England states it is unthinkable that we should permit theservice presently rendered by Penn Central to cease for whatever reason.I am as concrned as anyone about the alleged past misdeeds of the old PennCentral management, but I believe that for present purposes those misdeeds,even if proven, are irrelevant. The fact is that Penn Central is now under newmanagement so to speak and the question is one of preservation of vital rail-road services.
Mr. Chairman, I am totally committed to finding a solution which will permitPenn Central to keep operating. I realize that this is a complex problem havingboth short term and long term implications. For the short term a bandage isobviously needed to keep the patient from bleeding to death. For the long termwe must grapple with the more difficult problems of the railroad industry asa whole and of that segment which serves New England and the Atlantic Coaststates in particular. For example, we shall have to face up to the fact that pro-viding freight services in those areas is more expensive than elsewhere in thecountry. This may necessitate some resort to use of public funds to under-write the providing of such services at charges that industries located in thispart of the country can afford to pay. It will clearly require a rethinking of theregulatory approach to the problems of railroads operating in my section of
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the country. These are the sort of problems I would hope that we will come
to grips within the 92nd Congress.
In the meantime, as I have indicated, we must keep the Penn Central rail-

road viable if we are to achieve the long-term solutions. This I believe should
be done in a manner which is least costly to the taxpayers of the country as a
whole and so as to place maximum responsibility for operating decisions up to
the management of the railroad itself.
I can find no reason for concern that funds provided in the form of direct

loans or loan guarantees will be misspent. The operations of the railroad are
under the supervision of four well-qualified trustees and the Federal District
Court for the eastern district of Pennsylvania.
It is my hope that as a result of these hearings we will proceed expeditiously

to consider and report favorably a bill which will make available to the Penn
Central and other railroads in a similar position the funds necessary to con-
tinue operations. This will afford us an opportunity to consider solutions to
the long-range problems without the pressure of an immediate crisis.

Senator PROUTY. Mr. Wirtz, what effect has been given in forecast-
ing sufficient cash to continue operating through the end of the first
quarter of 1971, to weather conditions during that period? Reference
was made to the severity of the weather last year. Have you assumed
an average winter?
Mr. WIRTZ. My understanding is we have assumed an average win-

ter, rather than last year.
Senator PROUTY. How did you arrive at that average?
Mr. WIRTZ. On the basis of experience over the previous several

years.
Senator PROUTY. What does the $350 million deferred payments to

which you refer consist of?
Mr. WIRTZ. I will give you a schedule on that. It is, in exact figures,

351. First there are three post-bankruptcy items. One is our taxes,
principally real estate, which have been deferred. That is $36.5 mil-
lion.

Next, a large item, principle and interest on debt, post-bankruptcy,
came due following bankruptcy, that is $160 million. Of that $160
million, $130 million is principle, and $30 million is interest.
There is, then, an item for lease line rentals of $8.7 million. Those

are all post-bankruptcy items. There are, then three prebankruptcy
items, obligations for materials and services in the amount of $107.9
million. There was a loss and damage item of $21 million and there
was revenue due other carriers of $16.9 million.
So, in rough terms, about half of that is prebankruptcy, half is

post-bankruptcy, and it includes those specific items.
Senator PROUTY. Have you made any efforts to negotiate with

States and localities for abatement of property taxes?
Mr. WIRTZ. No negotiations yet. There has been an application to

the court on that. There has been an action by the court, and in the
court's action there was provision that we could pay our taxes with
respect to any taxing district in which Penn Central's property, the
tax. on that property accounted for more than 15 percent. So, that
anticipates some discussions with those tax districts. They have not
yet taken place.
Senator PROUTY. Have you made any projections of the savings

w.hich would result to Penn Central if S. 2289, providing for non-
discriminatory taxation of railroad properties, which passed the
Senate some months ago and is now pending in the House, were en-
acted into law?
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Mr. WIRTZ. We have made studies. Mr. Hellenbrand would be in
a position to speak to that.
Mr. HELLENBRAND. The best estimate that has been made up to

now is an indication of some $69 million in reduction for the indus-
try. The actual application within the Penn Central itself has been a
very difficult one. And it has been a changing picture. But our
people are busy trying to assemble this right now.
Mr. Wurrz. We would be glad to supply a statement on that, Sena-

tor Prouty.
Senator PROUTY. I think that would be helpful.
You refer to the fact that your projections take into account the

National Rail Passenger Service Act becoming operative on May 1,
1971. Would you explain how it has been taken into account and how
doing so affects your projections?
Mr. WIRTZ. The reason for a fairly cautious statement there is

when we are talking about cash flow, it is difficult to identify the
effect of entering into the Railway Passenger Service Act, because of
the provisions for payments in cash or kind, advance service con-
tracts and so forth.
I believe I can suggest the figure which will give you the answer,

which will supply at least a general answer to your question. That,
the enactment of that legislation will have a favorable effect, as far
as we are concerned, taken along with the commutation arrangements
which are being made in New York and other parts of the passenger
service, of $28.3 million; and our projections for 1971 involve an item
of $28.3 million. I should add that doesn't happen until May 1, the
Railway Passenger Act. That would annualize out at $40 million.
Senator PROUTY. What is the import of your statement that Penn

Central will run out of cash during the first quarter of 1971? Will it
have to stop operating if it runs out of cash to pay its employees?
Mr. WIRTZ. Your question is what is the basis for it, or whether we

will stop?
Senator PROUTY. Will Penn Central have to stop operating if it

runs out of cash?
Mr. WIRTZ. It is entirely conceivable that we will reach a point

where we won't have money to pay the bills. We have had to start
making plans for what we would do if we actually came to a shut-
down situation. It would take emergency measures to prevent van-
dalism, that kind of thing.
So, in answer to your question, I would say that prospect is real.

I think we would, as realists, recognize the prospect or possibility, if
we .came right up to that point, there might be pressures at work
which .would avoid that result. The answer to your question is, we
are doing our thinking in terms of the prospect and possibility that
we will just have to stop.
Senator PRoury. Has any thought been given if such a situation

develops to the feasibility of attempting to continue by some means
mainline service to preserve a rail link to New England?
Mr. MOORE. Would you repeat the question?
Senator PROUTY. Has any thought been given to the feasibility of

attempting to continue mainline service by some means to preserve a
rail link to New England?
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Mr. MOORE. We haven't given consideration to that, but I don't
see how it would be feasible to operate the Penn Central Railroad
simply by endeavoring to maintain certain segments of it.

Senator PROUTY. Well, it certainly is a connecting link, for ship-
ments which originate in other parts of the Nation 
Mr. MOORE. That is true, sir. But, of course, we have several other

links that are probably equally as important. I just don't see how
we could possibly designate one link as being one we would open to
the detriment of others.

Senator PROUTY. No thought has been given to that, then ?
Mr. MOORE. No, sir.
Senator PROUTY. Now, I would like to-
Mr. WIRTZ. Mr. Baker has a comment on that, too, Senator Prouty.
Mr. BAKER. Another way of saying that, I think, is, we would con-

sider keeping service to New England exactly certainly as important
as keeping it to everywhere else.
Senator PROUTY. I would hope so.
Now, I would like to refer to attachment B. Would you please ex-

plain what accounts for the difference between the $188.2 million
projected loss for 1971 shown in column 1, and the $47.5 million loss
shown in column 2? Is the entire difference accounted for by the ef-
fect of the Presidential emergency board wage recommendation?
Mr. WIRTZ. Yes, sir.
Senator PROUTY. Would it be fair to state that the bulk of the

moneys for which you are seeking a Federal guarantee are required to
permit Penn Central to comply with the wage increase recommenda-
tion of the board?
Mr. WIRTZ. No, I don't think it would, Senator. The coincidence in

timing contributes to that impression. I think we would feel quite
strongly that the several factors which are entitled to equal con-
sideration would include these, if I may, the wage increase to be sure,
and the taxes. Some of the previous questions suggest our nonpay-
ment of local taxes bothers us as much as any single factor in the
picture. It does get in the way of education and we have to attach
equal priority to that. But you also realize these projections include
very substantial amounts for equipment, capital equipment, road, and
service, and the only reason for singling out the wage element in our
projections here is that it is one that we cannot yet predict in any
way. But my answer to your question would be, we attach equal sig-
nificance to the necessity of meeting all our operational expenses, in-
cluding wages, and along with them the tax matter.
We feel a strong obligation, too, as far as other creditor situations

are concerned. But we give prominence in our thinking and priority
to those three, operational expenses, the wages, and the local taxes.

Senator PROUTY. If Congress should fail to provide some form of
loan guarantee, I would gather that under no circumstances would it
be possible for you to even consider following the recommendations
of the emergency board with respect to wages?
Mr. WIRTZ. We have stated publicly so far that we are not in a

position to pay those wages.
Mr. BOND. We just don't have the money.
Senator PROUTY. I don't know how serious this suggestion has been,

but someone mentioned the fact to me a while back that it had oc-
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curred to some, that money connected with the railroad retirement
fund might be made available on some basis to Penn Central and
perhaps other railroads faced with equally serious cash problems.
Has any consideration been given to that suggestion?
Mr. Wnaz. Those suggestions, which I think were made before this

committee, I am not sure, have come to our attention. It would re-
quire legislation. If there is that prospect, it would be a matter of
very real interest to us. I don't know that that presents any basically
different consideration from the broader consideration of the use of
Federal credit.
Senator PROUTY. I have some other questions, Mr. Chairman, but I

will defer.
Senator HARTKE. Senator Baker?
Senator BAKER. Thank you, Mr. Chairman.
Thank you, Senator Prouty for giving me this opportunity at this

time.
May I say first that Senator Pearson of Kansas asked me to ex-

press his regret that he had to leave this committee to attend the
Transportation Subcommittee of the Appropriations Committee
markup which he thought important enough to interest you gentle-
men at this time.
Having some remnant of the lawyer instinct left in me after these

years of service in the Senate, let me ask what sort of trustee certifi-
cates you offered for sale or discussed at the time you were trying to
make a sale of these certificates?
Mr. BAKER. There was a petition by the previous management be-

fore we came in as trustees to the court to allow the sale of some 50
million of trustee certificates, which would simply have been promis-
sory notes, as it were, by the trustees, with first lien on the property.
The hearing as to the allowability of selling those certificates was

held up because the information had been found at that time by the
court and subsequently by us that no underwriters would be willing
to underwrite such certificates and then sell them, and no investment
firms would be willing to act as agents in selling them, because they
felt they simply would not be taken up. And that for any future fi-
nancing, this was a bad thing to have happen.
Senator BAKER. I don't mean to belabor the issue, but I want to

fully understand the import of what you are saying. A trustee certifi-
cate usually offers a first and prior lien on all of the assets of the
debtor's estate, exclusive of cost of administration.
According to the balance sheet I see here, you have some $4.6 bil-

lion in assets. So in effect you are saying that you couldn't sell $50
million worth of trustee certificates, secured by $4.6 billion in col-
lateral.
Mr. BOND. The answer is yes.
Mr. BAKER. We can't but this is involved with the fact of the en-

cumbrances on them.
One, the exact value of those assets, and, two, our ability to reach

them.
Now most, a large number of those assets, so-called, are in the

Pennsylvania Co., through our 100 percent stock ownership of it. Mr.
Bond has been spending particular time on the problems of the Penn-
sylvania Co., and perhaps he could comment on why those aren't
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available. The people to whom you would sell trustee certificates
know that these are encumbered.
Senator BAKER. Do I understand then that the $4.6 billion on your

schedule C listed as assets are listed as the combined and consolidated
assets of the several companies, but are not assets available for the
debtor operation?
Mr. BAKER. A lot of them are not.
Senator BAKER. Do you have a schedule that shows the total assets

that would be available to pledge as collateral for trustee certificates?
Mr. WIRTZ. We are under obligation, Senator, to prepare and pre-

sent such a schedule to the court at the earliest possible time and we
are presently engaged in the preparation of that schedule.
Senator BAKER. This is perhaps an unfair question, but can you

give any sort of estimate of what percentage of the $4.6 billion in
assets would be available to secure trustee certificates?
Mr. WIRTZ. If you mean free of litigation, the answer is almost

zero.
Senator BAKER. I don't mean free of litigation. I mean what is

available in the usual or ordinary way as pledge for security for
trustee certificates, which would be a first and prior claim against
that asset, superior to everything except the cost of administration.
Mr. WIRTZ. I understand the question and so far we have been un-

able to identify any significant amount in that situation.
Senator BAKER. Is it unfair to say, and if it is, say so, that the

reason you cannot reach a substantial number of the assets you show
on schedule C is because of the interrelationship of the several com-
panies to Penn Central railroad?
Mr. BAKER. I think Mr. Blanchette can comment on that.
Mr. BLANCHETTE. Senator, the point is that assets shown on the

balance sheet on the asset side of the Transportation Co. reflect the
assets only of the Transportation Co., and not of other subsidiaries.
The question really is not whether or not trustee certificates could
prime other liens, prebankruptcy on those assets, because it is my
opinion they could.
You could come ahead of a prior mortgage and take a first lien.

The question with regard to the private financing of trustee certifi-
cates is less one of getting a first lien, but one of the first lien only
obtaining in the event of default. The creditor does not have—he has
the ultimate assurance that if he waits long enough and the railroad
liquidates and it is in default, he will come in first, or at least ahead
of prebankruptcy mortgage creditors as to those assets. But the ques-
tion is whether or not 

Senator BAKER. Can't the trustee certificates be arranged under ap-
propriate orders of the court so the repayment of principal and
interest is out of net operating revenues and prior to preexisting loan
obligations?
Mr. BLANcHErrE. Yes, if you had net railway operating revenues,

you wouldn't have the credit point that has been referred to before.
You have to have enough to repay the loan, then the lien comes in
onl,y in the event of default.

o it is not particularly comfortable to know that if the credit risk
fails, that after the delay and after foreclosure proceedings, that ulti-
mately you will be able to go ahead of these other liens. You can ulti-
mately, but you don't have a current prospect of payment.

‘.•
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There is another factor in addition, Senator, that a considerable
portion of the transportation lines of the Penn Central Transporta-
tion Co. are not owned in any way by Penn Central Transportation
but are held by some 37 leased lines.
Mr. BAKER. I was sort of amazed, when I got into this that the

answer to your question is yes, but I think perhaps Mr. Guest, who
is a pro in this area of selling stock certificates might comment as to
why to him it seems to be yes.
Senator BAKER. Before you do, let me make sure you understand

what troubles me, so we will have a full direct communication and
are not dealing with collateral implications.

First of all, addressing your point, it would seem to me, and I won't
argue this further, that the fact that whether a first lien on fore-
closure is given voluntarily or given by statute is totally unimportant,
unless there is default.
So it seems to me that a contract obligation would be in precisely

the same shape as one created by statute and given voluntarily with
the approval of the court. The only question that concerns me at this
point, and the reason for this line of questioning is this: What is the
rationale and the reason for reorganization of this type? It is to pre-
serve the asset until it can be determined that it can be operated
successfully or it must be liquidated in deference to the rights of the
creditors, employees and the public interest. That is the point I start
from.
It seems to me that if you cannot sell trustee certificates, and you

cannot pledge the assets of the debtor corporation, there is then a
grave doubt that it is desirable to operate it in its present corporate
form, excluding for the moment the consideration of public policy.
Extending that one step further, what happens if you do operate

and you are not successful? Who is injured? Excluding once again
the public interest, the person injured is the holder of the preferred
lien, because you are consuming his assets with the cost of admin-
istration.
So that finally gets me to the place of finding out why you cannotisolate assets that can be sold to preserve the assets of the corpora-tion, if you pledge some substantial part of this $4.6 billion, and then

to inquire who you have tried to sell them to.
Mr. GUEST. Sir, I am somewhat new in this picture, having onlybeen retained within the last few weeks, so any questions you mayhave I may have to plead ignorance to. I intend to get fully familiarwith the situation of course.
I have a statement which I would be happy to submit with regardto this whole question of financing. However, in answer to your ques-tion, the people that would buy trustee certificates are very largelyfiduciaries, such as banks, who are not investing their own, but areinvesting the money of the other people and they need assurance ofrepayment, so as to be able to turn over their deposits and assets andmake other loans to other people.
Senator BAKER. Isn't it so that ordinarily trustee certificates areconsidered the most secure of all debt obligations in the eyes of theinvesting public?
Mr. GUEST. Yes, sir.
Senator BAKER. All right. Go ahead, sir.
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Mr. GUEST. In this case, however, where there is great uncertainty
as to whether the provision of $50 million or even more in trustee
certificates, if they could be obtained, would in fact staunch this
hemorrhage of cash which has been projected by Mr. Wirtz, I don't
believe these people would say they should take that risk with their
depositors' funds when the only way of recovering is to go to a law-
suit and say I come first for whatever comes out of the bankruptcy.
Senator BAKER. May I interrupt once more?
Isn't it so that in the ordinary course of events, the preferred cred-

itor opposes the issuance of trustee certificates and the common stock-
holder is in favor of the issuance of the trustee certificates, because
their interests are different?
Mr. WIRTZ. That is right.
Mr. GUEST. I would agree with that.
Mr. BOND. Senator, one of the things that happened in the New

Haven situation, the trustee certificates did default, and I think this
has hurt the sal ability of them.
Senator BAKER. How would you propose the Federal Government

guarantee a loan? Would it be through the issuance of trustee certifi-
cates or would it be a note, a debenture or what, or is that question
a little premature?
Mr. WIRTZ. We have been thinking in terms principally in this

area, Senator, of the typical trustee certificate.
Senator BAKER. So the Federal Government would stand in the

stead of the fiduciary or commercial banking institution that might
be expected to buy the certificate.
Mr. WIRTZ. That is right.
Senator BAKER. And the Government would have a first lien, supe-

rior to all except the cost of administration?
Mr. WIRTZ. That is correct. And we would also welcome the addi-

tional . provision that would require the exhaustion of these other
possibilities to which you refer and requirements of immediate repay-
ment if any of those alternatives could be developed.
Senator BAKER. If it could be included in the order of operation.
Mr. WIRTZ. That is right. As a condition.
I might say we have played with these same concerns to which you

referred. I don't believe it is a dangerous oversimplification to say if
we could get that cash flow situation turned around, then we think
these forces to which you refer would become operative. As long as
we are in a position where our prospects of not being able to meet
wage payrolls, as they come due, we can understand a situation in
which someone is hesitant to rely on these longer range possibilities.
We think give a correction of that cash flow situation these other

more normal financing forces ought to come into operation.
Senator BAKER. I think what you are saying in effect is that the

private lenders in the country would probably be willing to advance
funds if they had a prior lien provided you had a plus operating
record?
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Mr. WIRTZ. Yes.
Senator BAKER. Cash flow record.
But they probably will not if they have to depend on the unencum-

bered assets of the corporation.
Mr. WIRTZ. That is correct.
Senator BAKER. Now let me ask the armageddon question, which I

don't mean to imply any attitude on my part, but to keep things in
perspective.

If it is impossible to sell trustee certificates if you do in fact
have a negative cash flow in the first quarter of 1971, and if there is
not a Federal guarantee or some variation thereof, and then it be-
comes your obligation as trustees, your obligation to the court, to
recommend whether or not you are dissipating the estate, or whether
or not you should continue operating. Would you please tell me in
that event what would likely occur to the Penn Central Railroad?
Would it continue to operate, would it be sold, or what would
happen?
Mr. WIRTZ. I can answer only in terms of the most likely of several

futures, and I would have to answer that I would expect to see some
form of this alternative of nationalization at that point.
The prospect of liquidation and termination of the operation

doesn't seem to me real. You will know that we have been thinking in
terms of whether this is too big an 

operation, 
whether it should be

split up in one way or another. I think I speak for all of us in saying
although we have taken account of those factors, it seems to us the
essentiality of this particular operation in substantially its present
form, and I am talking only about the railroad, is such that if we
can't make a go on this basis, the prospect is somebody else's doing it.
Senator BAKER. Do you exclude the possibility that another private

commercial operation would emerge from Penn Central?
Mr. WIRTZ. I do not exclude that possibility.
Senator BAKER. But I gather you don't think it is very likely.
Mr. WIRTZ. That is correct.
Senator BAKER. May I ask you a question about the accounts re-

ceivable?
Once again with what vestige of lawyer remains in me I have some

recollection that the Interstate Commerce Act prohibits the exten-
sion of credit beyond a certain length of time. I am told by the staff
that that is not quite so, that under the Federal regulations there
is a 48-hour rule.
Mr. LANGDON. The 48-hour rule is in effect. I think that has re-

cently been extended a few hours. But the freight charges are sup-
posed to be paid and collected within a statutory period of, it used to
be 48 hours, I think it is a little longer now.
Senator BAKER. Did I understand you to say the average for Penn

Central is 17 days?

50-434 0-71—pt. 3-3
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Mr. LANGDON. For the actual collection of the money, yes.
Senator BAKER. Isn't that what the Federal regulations apply to,

the collection of money?
Mr. LANGDON. Yes, but this is complicated by the fact that the

billing on our part is not as prompt as it should be.
Senator BAKER. I see. I am not trying to, as the saying goes, pin

you to the wall on 
this, 

because things at best must have been hectic,
but do you have any estimate of how much time elapses on the aver-
age between billing and collection, which is the interval to which the
Federal regulation applies, as I understand it?
Mr. LANGDON. 7 or 8 days I think is the period there. It is too

long. And it has got to be shortened.
Senator BAKER. Thank you, Mr. Chairman.
Senator HARTKE. Thank you, Senator Baker.
I think you pursued a line of questioning which I think is basic

and I compliment you for it, because I don't think there is any ques-
tion but what this is still an unresolved question.
You have never really gone forward to the marketplace with these

certificates to see whether or not you will get turned down?
Mr. WIRTZ. That is right.
Senator HARTKE. Has the court indicated you should or should

not?
Any advice on that?
Mr. BAKER. As far as the court is concerned, I would rather have

Mr. Blanchette comment on that. But I think as to the reasons why
we thought it unwise, I would like to hear from Mr. Guest.
Mr. GUEST. Well, gentlemen, in my belief there were two ways

in which-
Senator HARTKE. Let's first put your beliefs down in point of time.

I had a Mr. O'Herron here and I am not so sure in his beliefs my
beliefs believe in him.
At what point in time did you enter the picture?
Mr. BAKER. We just asked Mr. Guest to come with us. Prior to

that-
Senator HARTKE. When did he come into the picture?
Mr. BAKER. October 22. Prior to that time, for about 6 weeks, we

had as our financial advisor Mr. Robert Fuller, and part of his as-
signment was to pick for us a financial advisor on a full time basis.
He was just a part time advisor to us. So we did have his advice
during that period as well as Mr. O'Herron's.
Senator HARTKE. Fine.
Mr. BAKER. Mr. O'Herron is leaving us, as I think you know.
Mr. GUEST. With regard to the sale of the trustee certificates, there

are two basic ways in which this might be done. One is by public
offer of sale on a competitive basis under certain terms. This is most
unusual for trustee certificates.
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More normal practice, when the priority of his claim is well known
to all concerned, is by private sale and I believe that was the case in
the New Haven.
So therefore, all of the efforts which have been made by the com-

pany officials and Mr. Fuller, and in the last 2 or 3 weeks I have
helped him too, have been in relation to private sale of trustee cer-
tificates, if approved by the court, to institutions that might be in-
terested in buying them.
There have been—would you like me to give you the full story of

this now?
Senator HARTKE. Yes, I think that would be fine.
Let's try to nail down something here first.
Do you have an evaluation of the assets of the holding company,

the total assets which are available under any circumstances, encum-
bered, unemcumbered, or otherwise?
Mr. WIRTZ. Do you mean Penn Central?
Senator HARTKE. That is right.
I want to know how much in assets are available outside of the

railroad itself, unemcumbered or encumbered, the total evaluation.
Do you have an estimate of that at all?
Mr. WIRTZ. We have the annual reports, Mr. Chairman, and we

simply cannot, as trustees, confirm the reporting that appears in
those places. So I have got to answer you that as of right now, our
evaluation of those assets and liabilities, our inventorying of them
on both sides is not complete.
Senator HARTKE. You certainly ought to be able to give us the total

amount of the encumbrances.
Mr. WIRTZ. We are pretty close to that, I think.
Mr. BAKER. You are speaking now of the holding company?
Mr. WIRTZ. Excuse me, Mr. Baker?
Mr. BAKER. I wanted to make sure whether we are talking about

the holding company or the Transportation Co.
[Discussion off the record.]
Senator HARTKE. Outside of the actual Transportation Co. there

are certain assets which are available and which have been repeatedly
referred to in these hearings and previous hearings, which if they
were unencumbered, could provide security or sale or ultimately for
some type of alleviation of the present financial circumstances.
My understanding is that you are not able to give a firm evalua-

tion as to these assets at this time and are, therefore, relying upon
the annual statement until such time as you can either correct it or
otherwise revise it.
What I am asking you is what is the total amount of the encum-

brances on those assets without regard to their value?
Mr. WIRTZ. That we can supply. I don't think we have it immedi-

ately at hand. But there is no question about that.
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We can also give you, Mr. Chairman, a list of the assets. It is only
the valuation part that is a problem.

Senator HARTKE. I would like to have the list.
Do you have the total amount of those encumbrances, approxi-

mately, now?
Mr. BLANCHETTE. They would be on the liabilities of the Penn-

sylvania Co.
Mr. HELLENBRAND. And that is $163 million.
Mr. WIRTZ. I have been advised the total liabilities of the Pennsyl-

vania Co. are $163 million.
Senator HARTKE. That is the total encumbrances 
Mr. BLANCHETTE. No. It is the total 
Senator HARTKE. Do you understand what I am asking?
Mr. BLANCHETTE. Yes, sir.
You have to realize the Pennsylvania Co., in turn has subsidiaries

which, in turn, have encumbrances.
Now, the top encumbrances, or the top indebtedness of the Penn-

sylvania Co., is the figure which Mr. Hellenbrand just described, of
$163 million. We can now furnish you, however, and I think it is
only fair, not only that top encumbrance, but the encumbrances on
the assets of the subsidiary corporations, and we will get that sched-
ule for you.
Senator HARTKE. You cannot cannot give me the total of those en-

cumbrances now?
Mr. BLANCHETTE. Not corporation by corporation.
Senator HARTKE. Can't you give me corporation by corporation and

then the totals?
In other words, I want to find out how much you owe.
Everyone comes in here and says this property is not available,

these assets are not available, because they are so tremendously en-
cumbered. I heard Madison Square Garden advertised on the radio
today, they were bragging about the place, since we can go there and
see Sonja Heme and all of the other people. Twenty-four percent is
owned by this corporation.
What I want to find out is what is the encumbrance.
Mr. WIRTZ. Mr. Chairman, we do not know. We will supply that

figure.
But let me point out that any caution we exhibit here is for the

very reasons you referred to earlier.
(The following information was subsequently received for the

record:)
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Mr. WIRTZ. On your question of what the total encumbrances are,
we can give it to you down the line, on the Transportation Co., the
Pennsylvania Co. 
Senator HARTKE. Would you prefer to wait until 2 o'clock to do

that?
Mr. WIRTZ. We will give you the best we can at 2 o'clock.
Mr. BAKER. Could I make a sort of clarifying remark here?
There are three levels of encumbrances. Take Great Southwest, they

have their own encumbrances. Then there are encumbrances on Penn-
sylvania Co. On top of all this, all of the stock that the Transporta-
tion Co. holds in the Pennsylvania Co., is pledged against a $300
million loan that was used by our company.
Senator HARTKE. I understand what you are saying.
But the answer you gave to Senator Baker's statement was the fact

that in spite of everything else, the reason these trustee certificates
could not be sold was not alone the prospects of repayment out of the
operating expenses, but due to the fact that there was this heavy en-
cumbrance on the other assets of the corporation.
Mr. BAKER. This would be a reason, one of the reasons for the diffi-

culty in selling the certificates.
Senator HARTKE. I am just trying to find out that amount, the total

dollar amount of the encumbrances which we have been talking about
here. And we will come to your statement, Mr. Guest, this afternoon,
so you don't have to worry. You have time to rest for a moment. But
you cannot give that to us now, right?
Mr. WIRTZ. We would prefer to give it to you at 2 o'clock and will.
Senator HARTKE. All right. We will defer that then.
'When we had these hearings last time, I have to admit that this

Senator was skeptical of these projections. In view of the fact we
were warned at that time, first we were warned in June that if we
didn't do something in June, they would collapse by July 1. Then we
had hearings subsequently when your financial expert, Mr. O'Her-
ron-
Mr. WIRTZ. He is the financial vice president, yes.
Senator HARTKE. He was in front of us and he gave us definitive

statements that they would run out of cash the last week in Septem-
ber or the 1st of October. That you would go into a negative cash
position.
Now you gentlemen were here at that time.
Mr. WIRTZ. NO.
Senator HARTKE. Can you clarify for me what occurred between

that time and now as to why the Penn Central didn't collapse?
Mr. WIRTZ. Yes, sir.
That testimony came shortly after we had been appointed trustees

and it semed to us sufficiently a matter of concern that we went out
of our way to make clear to this committee that any testimony atthat time did not represent the views of the trustees.
We were given the same information you were. We discounted the

information because we felt the basis for those cash flow projectionsat that point was inadequate._ We did not come here, even though wewere advised that we were going to run out of money within 30 days.And we were advised that it would happen then in November. Andstill we did not come here for the same reason.
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We have since that time, put these cash flow figures to the most
searching cross examination and investigation possible and this is
the first time we have felt in a position to give you reliable informa-
tion.
The short answer to your question is, the early information was

wrong.
Senator HARTKE. All right.
Mr. Wirtz, you know I value your honesty and integrity very

highly. I would like to ask you for the record at this time, is there
any statement which is being given today, or any testimony which is
being given today, which is under the same type of apprehension or
restriction or qualification in regard to the projections you have given
us based upon information which has been handed to you other than
that which you have specifically spelled out, or is materially unavail-
able, or is estimates?
Mr. WIRTZ. No, sir.
When it comes to cash flow, that is right.
The reason for this difficulty about 10 minutes ago on valuation of

the assets is in this same area. And you will understand and respect
our reluctance to tell you firmly what those figures are.
But otherwise, no, Mr. Chairman.
Senator HARTKE. I understand.
As long as we have those qualifications in front of us, so we know

we are operating on the basis of information which is subject to
change, and is being given to us on the basis or prior reports and
prior accounting, that is perfectly all right.
A thought occurs to me, and I want to mull this over myself over

lunch. In regard to the questions of the leased equipment, in the event
the Congress should decide on nationalization of the railroads, under
such circumstances, the leased equipment would immediately be ac-
quired in that nationalization process?
Since that is true, any payment that they would ultimately receive,

either by virtue of continuation of that lease or appropriation by the
Government, would necessarily be deferred.
If that can be done under the doctrine of eminent domain, and

nationalization, then it sems to me that that same authority would
exist to postpone the payment of these leased payments at this time,
which in and of itself would amount to approximately, if your state-
ment is correct, of a half million dollars a day, of an additional cash
flow on an annual basis of $175 million for next year, which is about
the amount that you have asked for.
I know this presents certain constitutional questions, but let me

just continue a moment.
I think also that the reality of the situation is that in the event

that the lessors did decide to repossess, that all they would do is they
would have repossessed equipment which they could not use.
I am not unaware of the fact that you are also continuing arrange-ments whereby you are presently attempting to replace some equip-ment under similar arrangements. Of course, if that possibility de-veloped .into reality, you might have greater difficulty in acquiringnew equipment. But, we are not dealing with an ordinary situation.
I leave that with you and we will recess until 1 o'clock.
Mr. LANGDON. Before you recess, sir, may I ask you to take intoaccount during lunch, the fact that the most serious single operating
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problem on the Penn Central is lack of equipment. And if there is
anything done to question the integrity of the arrangements that have
been made with regard to our present equipment, it will be absolutely
impossible to make any arrangements as in contemplation for new
equipment in 1971, and upon that new equipment depends, more than
any one single factor, the revenue that we hope to live on or at least
get by with in the years to come.
If equipment obligations become subject to question, then the Penn

Central will be absolutely—and other railroads, too—absolutely un-
able to move forward with the acquiring of new equipment and upon
the acquisition of that new equipment depends our future more than
any one single operating factor.
Senator HARTKE. Yes.
Mr. Langdon, let me point out to you a factor which I would like

you to think about over the lunch hour, and that is the fact that the
proposals being submitted here today deal specifically with the Penn
Central. One of my first questions to Mr. Wirtz was whether these
things were peculiar to Penn Central or whether they were also in-
dustrywide?
If one of the suggestions be pursued, that is of an equipment pool,

then the possibility exists that without providing for any type of
guaranteed loan, without any direct loan, and without nationalization,
the Government could move into the equipment pool field and maybe
assume the obligations of these payments, and thereby continue to
operate a railroad on an entirely different basis.
I am not suggesting that that is going to be followed, but that cer-

tainly is an avenue which I have not heard discussed.
Thank you.
We will recess until 2 o'clock.
(Whereupon, at 12 :10 p.m., the committee was in recess, to resume

at 2 p.m.)
AFTERNOON SESSION

Senator HARTKE. Good afternoon, gentlemen.
Can we return, Mr. Wirtz, now to where we left off and see if we

can come up with the amount of encumbrances that are on the non-
operating part of the railroad?
If you want to give it in any other way—what I am trying to find

out is just what assets are really available and how much they are
encumbered and what the potential is.
Mr. WIRTZ. Yes, sir. I hope the subject isn't so serious, Mr. Chair-

man, that I will abuse it by giving you my answer in terms of a
story that is a part of the Midwestern folklore that you and I know.
You asked me for some information and I couldn't help thinking

of the story of the traveling salesman in the Midwest who asked the
waitress for two softboiled eggs and a kind word for breakfast. She
brought him the softboiled eggs, as I am about to bring you this in-
formation. He asked for the kind words and it was "Don't eat the
eggs." [Laughter.]
My point is this: You asked for the encumbrances first on the vari-

ous assets and I can give them to you in this rough form. Perhaps
this suggests that. because these have been put together very quickly
that we check them and correct the record if they are wrong. But
this is the range.
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If we were to look at Penn Central Transportation Co. itself, the
encumbrances, liabilities, are in round figures $3 billion.. Now, that
isn't the question you asked, because you asked about particularly the
nonrailroad properties. We approach the answer to that by looking
at three other units. Pennsylvania Co. is the big part of the answer
to that, because most of those nonrailroad assets are held by that
company.
The figure, combining the current liabilities and the long-term lia-

bilities there is $166 million for Pennsylvania Co. itself, but that is
only part of the picture because your interest is really in the sub-
sidiary corporations below that. So I think that the closest answer to
the question you asked, which is Pennsylvania Co., plus all of those
subsidiaries below Pennsylvania Co., including Arvida, Great South-
west, and so forth, is in round figures $750 million in liabilities, di-
vided between short-term and long-term. I can give you that by the
various individual corporations.
Now, that's 750 then for Pennsylvania Co. and its subsidiaries,

there are two sets of nonrailroad assets that don't come into Pennsyl-
vania Co., but come directly to Penn Central Transportation Co. One
of those is Madison Square Garden. The total liabilities with Madison
Square Garden Corp. are $105 million. We have a 24 percent interest
in that. And therefore you have to discount that to about $26 million
and then we also have a subsidiary corporation, Manor Real Estate
Corp., in which we have a good deal of industrial property along the
lines. This is arguably—and also a number of coal properties—this
is arguably nonrailroad, although it comes much closer to the rail-
road. The figure there is $52 million in liabilities.
So, to recapitulate, as far as Pennsylvania Co. and its subsidiaries,

$750 million, and these other two, the Madison Square Garden inter-
ests and the Manor Real Estate interest, adding in round figures an-
other $75 million of liabilities.
Now that egg is good. Those are solid figures. You are right, it is

possible for us to tell you what those liabilities are. But when you
get to the other side of the picture it is very difficult to give you that
with reliability. But I will describe the assets which are set off against
these, and give you therefore a picture of the assets in Pennsylvania
Co.
Pennsylvania Co.'s holdings are almost entirely securities of one

kind or another. And they include these: in Arvida Corp. a 50 per-
cent interest; in Buckeye Pipeline roughly a 100 percent stock inter-
est; part of the Madison Square Garden interest is there, 10 percent
of the 24. There is the Norfolk & Western interests and then there
are a number of miscellaneous railroad properties. Then another
large one is Great Southwest Corp. Then there is a group of leased
line obligations or stock. Then there are notes from the Transporta-
tion Co.—the Transportation Co. is here, the Pennsylvania Co. here.
I am talking about the Pennsylvania Co. But they hold our notes
for a total of $60 million, $49 million of it unsecured, $11 million se-
cured.
They also hold—this is the Pennsylvania Co.—a substantial block

of Lehigh Railroad Co. bonds. They also have made advances, par-
ticularly to the American Contract Co., in the amount of $20 million.
And to the Philadelphia, Baltimore & Washington Railroad in the
amount of $33 million.
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Now I want to just illustratively, so I won't be misunderstood, point
out why it is so hard for us to place a valuation on these assets. Take
for instance the last or next-to-last one, Pennsylvania .Co. has made
an advance to the American Contract Co. Another subsidiary of ours.
That is for that executive jet airline. To place any particular value
on that at this point would strain our credibility just completely out
of joint.
Another of the assets, Lehigh Valley Railroad Co. bonds, well, Le-

high is in bankruptcy too. We can't give you that.
So all I can say to you, Mr. Chairman, is I have given you the

liability side. When I come to the asset side I cannot give you a reli-
able figure on it and I do refer and with your undestanding to one
other thing: we are actively engaged in trying to get rid of or trying
to sell a number of these properties. And to go into the detail there
would be both inappropriate and—that is not the real point. It is
that is hard to button up.
May I make one other point lest there be any misunderstanding?

Of course our view on this makes clear it is the cash flow point, but
we would like to come back, as a result of a very careful considera-
tion of this, to your views this morning, your suggestion about work-
ing out some sort of arrangement, if once worked out, which means
whatever credit is made available would result only in money going
into some kind of registry or escrow, so it could not be taken out
unless we satisfied the appropriate authorities that we had done
everything within our legal power to get rid of the nonrailroad prop-
erties. We think that that is a very salutary suggestion and one which
would meet our situation exactly.
Thank you.
Senator HARTKE. Now, Mr. Guest, let's come back to your state-

ment. Do you want to do it all or summarize it? Your entire state-
ment will appear, but you may proceed in any manner you care to.
Mr. GUEST. With your permission, Senator, I will summarize this

document I have in front of me and I would like the committee to
appreciate that some of the things I am saying are things I am not
saying of my own knowledge, since I came in in October and certain
things were done by the trustees or by the officers of the Transporta-
tion Co. Of course I have reviewed them with them. I have satisfied
what I say has been done has been done. I have participated recently
in a number of discussions.

Senator HARTKE. Yes.
Mr. GUEST. The areas covered by this statement of mine are the

possible buyers of equipment trust certificates and there are seven
groups of people who have been approached individually, not as
groups. The first type are commercial banks and finance companies.
Now, the commercial banks already have very sizable loans to the

railroad, as well as to the subsidiaries that Mr. Wirtz just spoke of.
And in the case of a number of the leading commercial banks of this
country they are subject to a proviso which prohibits them from mak-
ing loans in excess of 10 percent of their legal capital and surplus.
I think I am correct on that, Mr. Wirtz.
Mr. WIRTZ. I am not sure of the percentage. It varies from State

to State.
Mr. GUEST. Therefore, with all of the best will in the world, they

would not be able to buy trustee certificates unless they got an opinion
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from a lawyer saying they were exempt from the 10 percent limita-
tion to a single borrower.
However, we have talked with other banks that do not have this

hindrance, as well as certain banks that have not participated in any
loans to the railroad to date. The attitude of all of the banks that I
have spoken to, and some which the compaiy officials and trustees
have spoken to, is that until they can see a positive cash flow they are
not prepared to commit funds on any basis of an unguaranteed na-
ture.

Senator BAKER. Did I understand you to say equipment trust cer-
tificates or trustee certificates?
Mr. GUEST. I may have misspoken. I meant trustee certificates.
Senator BAKER. Did you say of an unsecured nature?
Mr. GUEST. Unguaranteed.
Now, the question of whether they might be secured or unsecured,

they have indicated that that would not make any difference to them.
This was the point we were discussing before lunch as to whether
security makes much difference to a lender if he can't see how he is
going to get repaid, if all he has to do is accept the security and then
try to realize on it.
They have indicated they are aware of that problem, but until they

see a positive cash flow they are not prepared to give any indication
to the trustees that they would buy their certificates.
The second group in this category are finance companies.
I understand that officers of the transportation company have

talked with one or more finance companies about pledging the rail-
road's receivables. This is something which I think is feasible, though
it raises problems as to the mechanics, how much can be actually bor-
rowed. And there again how can it ever be repaid if the company is
running out of cash.
The third group is life insurance companies. They already hold a

large number of bonds of the transportation company as well as
equipment trust certificates which, as you know, are still being serv-
iced. They have indicated that they are not interested in purchasing
certificates, either secured or unsecured, until they see a rectification
of the cash flow.
The third group are the pension funds in this country of which

there are three categories, I would say. The first group are the State
and municipal pension funds which are among the largest institu-
tions in this country and we do business with them a great deal in
selling high grade securities. We have contacted a number of the
pension funds in the territory where the Penn Central operates. They
have told us they act strictly as fiduciaries

' 
they are governed by State

laws and regulations as to what they can do and cannot do. In many
cases they require what is known as a bond rating from an acceptable
bond rating agency such as Moody's or Standard. And their hands
are very largely tied. At the same time they did express interest in
being helpful if they could, but nothing you could really hang your
hat on, if I may use that expression.
Two other types of pension funds have also been contacted. A large

number of pension funds are operated by banks in their trust depart-
ments which is a separate department from the commercial loan de-
partment. There we have had the same answer as we did from the
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insurance companies, where is the cash flow. Until we see evidence
of that, no interest.
The last, certain large companies operate their own pension funds,

without the advice of a bank. They have been contacted and they
indicated there was no point in talking to them at this time either.
Another group who has been contacted, and here I speak with some

diffidence, because this involves the investment banking fraternity of
Wall Street, before we came into the picture, officers of the railroad
contacted I believe four leading banking firms, other than Kuhn,
Loeb, of course, people who had done business handling railroad se-
curities

' 
and asked "Would you underwrite or act as placement agents

for trustee certificates," and they all said "No." The reason being that
they did not think they could be sold to their customers with any
sense of responsibility at all on behalf of the part of the investment
banking firm. Suppliers to the railroad.
I think Mr. Wirtz mentioned the arrangement with General

Motors, which is pending. I believe or I have been told that discus-
sions are proceeding with one or two other suppliers. The amount of
credit that the suppliers would make available to a railroad as large
as this is not very great, of course. I know this is being explored,
however.
In connection with suppliers I might add leading companies who

frequently act as intermediaries on behalf of some of the equipment
manufacturers, two or three of them have been contacted and they
indicated inability to be helpful.
Other railroads—in the General Motors transaction I understand

there is an arrangement, I think five other railroads have agreed in
case of some certain contingencies, they might take over the locomo-
tives. This is a method of facilitating the financing. Apart from that
I don't believe there are any indications of credit available from
other railroads.
The last item is shippers. I believe the trustees have contacted one

or two of the larger shippers on the Penn Central system to see if
some form of credit could be obtained there and I think there are a
number of difficult legal problems for the shippers, as well as the
railroad. But the answer is the legal problems or not, they didn't
indicate they could come up with any money.
I think I have covered the groups that have been contacted and

the types.
The last thing I would like to say is that none of these observations

would apply to a trustee certificate that was carrying a guarantee of
the United States. I believe that they would be perfectly marketable.
I think the amount of money that Mr. Wirtz spoke about in the area
of $175 million could certainly be raised with the bona fide of a
Federal guarantee. I think the only thing that you would have to
be careful on, the guaranteeing authority would have to make sure
that the terms of the security and the terms of the guarantee were
such that they would be attractive to the kind of investor who wants
them.
For instance, a pension fund might want to have a long-term se-

curity as opposed to a short-term security. Details of that type would
have to be carefully worked out before any guarantee program was,
enacted.
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Senator HARTKE. What you are saying in substance is you have
made a preliminary review of certain selected potential investors,
but have you put together a proposal and attempted to market it on
a competitive basis?
Mr. GUEST. No, sir.
Senator HARTKE. Is there any reason why you shouldn't do that?
Mr. Baker?
Mr. BAKER. Senator, I think, as I said earlier, there was taken to

the court before we were appointed, -a request for the right to issue
$50 million of trustee certificates and an application made to the
Interstate Commerce Commission for approval thereof. Then the
hearings were recessed. We were advised by our financial advisors
that to go through with that and simply offer it and have no takers
left you in worse shape than you were before.
I must say I don't know how we could be in worse shape, so 
Senator HARTKE. What worse shape can you be in? If you need

money, you attempt to borrow and get turned down, so what dif-
ference does it make?
Mr. BAKER. Yes. I think we can go through this exercise perfectly

well. I think every bit of information we have had is that with no
positive cash flow, no one will take these up. But there is no reason
why we shouldn't go through that process any more than that we
should stop now in trying further on all of the various sources, as we
certainly will. We were at first dependent on the financial officer § of
the company as we found the company for their advice. Then as I
said we took on Mr. Robert Fuller, who is a very experienced man in
this area as an outside advisor. Also in late August and early Sep-
tember two of the trustees, Mr. Langdon and Mr. Bond, both spent a
lot of their own time feeling out the market for such securities and
I think it might be helpful if perhaps we had Mr. Bond say a few
words about how he approached that and what he found and Mr.
Langdon also.
Mr. BOND. Well, I have very little to add, Senator. We did make

these calls personally and in every case we were given a cold turn-
down.
So our reaction is exactly as Mr. Guest has portrayed it. I see no

reason why we can't pursue this other avenue, but to date everywhere
we have gone to the banks and insurance companies, either indi-
vidually or collectively, the answer is the same, "Come back when
your cash flow is positive and we will be glad to talk to you."
But we have had absolutely no support at all for the sale of them

without a guarantee.
Senator HARTKE. Mr. Guest, let me ask you, do you agree that such

a proposal should not be made? Should be made? What is your posi-
tion on that?
Mr. GUEST. I would certainly agree with Dr. Baker that if it was

decided by the trustees that it would be desirable, as evidence of
good faith, to attempt to do this, I would fully concur with Dr.
Baker's view.
However, I would not, I think, advise the trustees to expect any

significant amount of bids on a realistic basis.
Senator HARTKE. What harm could it possibly do?
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Mr. GUEST. I think as Dr. Baker said that it would hurt whatever
credit is left, but there isn't much left, so I agree with you there is
not a great deal of harm that would be done that way.
Senator HARTKE. Not a great deal.
Can you tell me any harm it would do?
Mr. GUEST. The only harm I can think of, sir, is the delay in get-

ting the papers ready for such an offering.
Senator HARTKE. How long would that take?
Mr. GUEST. I would have to ask Mr. Blanchette what he thinks

there.
Mr. BLANCHETTE. Depending on the details required by the Inter-

state Commerce Commission in a package where you know neither the
borrower, nor the interest rate, nor the security, nor the other terms of
the loan, because no one has already bid on it, I imagine a prospectus
could be gotten up in fairly short order if one is required 

Senator HARTKE. What do you mean by short order?
Mr. BLANCHETTE. I hope my clients won't bind me to this, I would

say within a month.
Senator HARTKE. Could it be done by the first of the year?
I understand that Congress is going to reconvene on the 18th or

19th of January. Could it be done and completed before the Congress
reconvened?
Mr. BAKER. Yes.
Mr. WIRTZ. Sure the answer is yes, Mr. Chairman.
Mr. BAKER. Could I say this, it seems to me, personally, that

nothing would be lost by this, we better go through the process. The
people educated in this field don't give us the slightest hope, but it
seems to me in the same category as I am going on and wanting to
raise money anywhere we can, through any kind of sale, through any
mechanism we can possibly think of. And our success in that, if we
can be successful, reduces our need of government help, there is no
question.
Senator HARTKE. If you put it out on competitive bidding though,

that would not detract from it, would it?
Mr. BAKER. I don't think so.
Senator HARTKE. Would it, Mr. Guest?
Mr. GUEST. No, sir, it might improve chances, because there may

be people that have not been contacted that might come out of the
bushes.
Senator HARTKE. That is right.
Now you said you contacted the Pension funds. Did you pursue the

idea suggested by Mr. Dennis of the Railroad Retirement Fund?
Mr. GUEST. I was aware of it, sir, but I have not made any con-

tacts with the Railroad Retirement Fund, though I was aware of
what Mr. Wirtz I think said this morning, that he knew about it, but
it might require legislation.

Senator HARTKE. I understand. This is a government-controlled
fund.
Mr. WIRTZ. Mr. Chairman, there will be further investigations

along that line.
Senator HARTKE. All right.
The reason I asked these questions about the encumberances and

the assets and so forth, from what you have said here, and assuming
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that any further pursuit of any other efforts to sell any trustee. cer-
tificates failed, what you are really saying is that no one considers
this an investment which is worth pursuing, isn't that correct?

Isn't that what you are saying, Mr. Guest?
Mr. GUEST. I think they regard this, for a fiduciary, an extremely

risky investment to make at this time.
Senator HARTKE. Don't you believe also, when you come to the

Government, you really come to the Government as a source of fund
of last resort, isn't that true, Mr. Wirtz?
Mr. WIRTZ. Yes, that is right.
Senator HARTKE. In other words, every effort, every pursuit of

every possible means, without utilizing government guarantees, gov-
ernment loans, or grants 
Mr. WIRTZ. Right.
Senator HARTKE. Should be pursued and should be demonstrated

to its fullest extent before the Congress should act affirmatively. Isn't
that true?
Mr. WIRTZ. Yes, I think you would read what all of us have said

here properly, as indicating if there is any question about this, which
question would be resolved only by actually undertaking this effort
and in complete and total good faith, I think we should do it. I think
that is the view of the trustees.

Senator HARTKE. Yes.
Mr. Guest, let me ask you, what you have said in substance is that

there is no reasonable assurance that the Penn Central would be able
to repay these loans? Isn't that true?
Mr. GUEST. I don't think I can say that yet, sir, because I have not

yet been able to develop a feeling of what Mr. Moore can do for this
railroad in turning it around.
Senator HARTKE. What I am saying is the judgment of the finan-

cial community that you have contacted so far is to that effect, is it
not?
Mr. GUEST. Yes, it is not an entirely informed judgment, I think,

because Mr. Moore has not yet had a chance to tell investing groups
and the public as a whole as to what he is trying to do and how long
he will need to do it. I think there is some positive elements here
which can be developed. I don't think they can be developed in a
short time though.

Senator HARTKE. Mr. Baker?
Mr. BAKER. I would agree, but it is that the investing community

doesn't think we will be able to make this last long enough to even
think about repaying them. But it isn't that we could last through
this tough period ahead that we couldn't repay them. We believe we
can. And I think there will be some credibility, we have some credi-
bility in that regard. We think Mr. Moore is going to be able to turn
this around if we can get the financing to get us over this period.
Senator HARTKE. Do you think the credibility of the corporation is

better than it was last June?
I suppose the answer to that is self-serving, you would have to

say yes.
Mr. BAKER. We sure do hope so.
Senator HARTKE. I suppose there is no asking witnesses that ques-

tion. I will answer it for you. You see, the administration's bill—and
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Secretary Volpe will be here tomorrow—requires that the general
financial condition of the railroad would be such as to hold out a
reasonable assurance of its ability to repay the loan within the time
fixed therefore and afford reasonable protection to the United States.
Now I think that under this criterion, unless it be changed some-

what, that it would be impossible for Penn Central to even qualify
for a loan under that type of legislation.
Mr. BAKER. This would depend somewhat on the period of repay-

ment in the loan. If it is quite a long time, that is quite different from
a short time.
Senator HARTKE. I plan to move to the subject of diversification,

unless you have some questions, Senator Baker.
Mr. WIRTZ. Before we go on, Mr. Chairman, may I suggest there

has been reference to Mr. Moore's feeling about what can be done
with respect to the future, so at some point I think it would be help-
ful for the committee to have, as we have had, the benefit of that
statement, if that fits in.

Senator HARTKE. Yes, certainly.
Let me say I hope you will continue as you have in the past, to

keep us advised of the railroad's condition officially or unofficially.
Mr. WIRTZ. I mean it might be well to add to this record some com-

ments of Mr. Moore.
Senator HARTKE. Yes.
Senator Baker?
Senator BAKER. Thank you, Mr. Chairman.
Do I understand that it is your collective view that an offering of

trustee certificates, public offering, or a proposal to be submitted to
the underwriters

' 
or whatever, is sort of a vain gesture, that it won't

accomplish much?
Mr. WIRTZ. Yes, sir.
Senator BAKER. And the only reason to do it if you do it is just to

go the last mile to be sure you have done everything.
Mr. BOND. That is right.
Senator BAKER. Does anybody think you will get trustee certifi-

cates sold?
Mr. WIRTZ. I would like to say if we decide to make that effort, it

will be made 100 percent. You say a vain hope. If I thought it were
a totally vain hope, it would be almost to question the chairman's
reaction on this. I would answer only qualifiedly, Senator Baker. I
say if we decide to go ahead on the basis of this, we will really try.

Senator BAKER. I am sure you will. I don't mean to speak in
derogation of your good faith. But isn't it fair to say no one really
expects that you will be able to market these successfully?
Mr. WIRTZ. That is fair.
Senator BAKER. Here we are in a dilemma, and why are we in this?

Isn't it fair to say three things are conspiring against the successful
placement of trustee certificates? One, the amount of money re-
quired is very large. No. 2, there is at least the substantial prospect
that if you wait long enough, the Federal Government will guarantee
or bail it out. No. 3, everybody knows the national interest is so in-
extricably bound up with the operation of the railroad. Don't these
things make it a real problem?
Mr. BOND. It makes it very difficult, yes.
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Senator BAKER. Is there some flaw in that? If there is, I need to
know now.
Mr. WIRTZ. I don't think there is, Mr. Baker. The only thing is I

am not sure the bigness is a barrier, if we didn't have the others. The
great barrier is if we were just an ordinary business, we would stop
and be sold.
Senator BAKER. The creditors of that business would probably shell

out some more money just to protect their investment, wouldn't they?
Mr. BAKER. There comes a time when it is better to wash it out,

sell the assets and be done, in an ordinary business. At that point,
nobody puts anymore money in. That is the way they look at it unless
they know who is going to continue and how. Then they get in-
terested again.
Senator BAKER. But as long as there is a prospect, and I don't

mean this to be critical, but as long as there is a prospect that the
U.S. Government will guarantee trustee certificates, or loan money,
or enter into an operations agency, •or something 

else, 
isn't it vir-

tually inconceivable that investors in substantial numbers, in sub-
stantial amounts, will come forward now and agree to put up this
money?
Mr. BAKER. Extremely improbable.
Senator BAKER. For whatever it is worth, I think we are probably

going to end up doing that. But what would haiwen—I will ask you
this again—what would happen if the Congress didn't extend that
guarantee of credit, in your judgment?
Mr. BAKER. I think we would just grind to a halt. We wouldn't

have money to pay the payroll and it would be sort of like what hap-
pens in a strike the railroad would have to stop operating and you
would get all of the extreme pressures to continue operation brought
on government to continue it somehow. We just wouldn't have—it
would be like running out of money.
Senator BAKER. I can foresee the shutdown of operations and the

trustees going to court and telling the court that they felt they could
no longer operate the facilities and still conserve the assets.
Assume now that is done. What would happen next? Would some-

body file a petition for voluntary bankruptcy, or what?
Mr. BLANCHETTE. No, sir, Of all of the bankruptcy laws, Senator,

section 77 is the only one that does not provide for straight bank-
ruptcy. There is no—the assumption is a continuation of operations,
so there is no specific provision in the statute for shutting down.
There is one instance, however, of the New York, Ontario, and West-
ern, in which a Federal judge couldn't generate cash, so it just
stopped, so the proceedings were dismissed, it was dismantled and
the tracks ripped up and sold to abutting landowners, and so on.

Senator BAKER. There is no provision in that section of the statute
or the corollary provisions of the act for disposition or for involun-
tary dissolution?
Mr. BLANCHETTE. No, sir, Unlike chapter 10.
Senator BAKER. Yes or chapter 11.
Mr. BLANCHETTE. Yes.
Mr. BOND. I think the first thing we would have to do would be

to meet the payroll.
Senator BAKER. Thank you, Mr. Chairman.

50-934 0-71—pt. 3 4
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Senator HARTKE. I want to apologize for being engaged while you
asked a question. What happened, did you say, in the case that
nothing happened and March 31 came and you couldn't meet the
bills? Couldn't you go into liquidation, into bankruptcy?
Mr. BAKER. We are sort of in bankruptcy now, except it is called

something else.
Senator HARTKE. No, you are in reorganization now. The next step

could be bankruptcy—and you correct me if I am wrong—and the
next step under bankruptcy would be they would sell the assets. Not
necessarily sell all of the tracks so that you could buy three spikes
for yourself at wholesale rate and some of that driftwood that is
called ties. What you would do, you go into bankruptcy; they could
form new corporations that would buy parts of this thing; they
could reorganize this even in a bankruptcy proceeding; isn't that
true? Form new corporations and liquidate these assets? Isn't that
true?
Mr. BLANcnErrE. I respectfully will say no, I don't believe it is,

Senator.
Senator HARTKE. In bankruptcy?
Mr. BLANCHETTE. I was telling Senator Baker that unlike any

other provision of the Bankruptcy Act, section 77 relates to railroads
and has no provisions for liquidating or going to what is called bank-
ruptcy. It was just never conceived a railroad would stop operating:.
So, at a point, you would just stop and maybe dismiss the pro-

ceedings, allow the mortgage trustees to foreclose, dismantle the as-
sets or dismember them in one way or another. Some corporation, I
suppose, could be formed to bid.

Senator HARTKE. That is right. And they could bid in separately.
Mr. BLANCHETTE. Yes, but they would still—you still wouldn't be

operating the railroad. The railroad would stop.
Senator HARTKE. You know, some people have suggested the only

way out of this operation, basically anyway, is either nationalize or
liquidate. Some people have advocated liquidation as the only way to
straighten up this mess. After all, you didn't create it, but what I am
saying to you is that maybe the only way to unravel this giant ap-
paratus ultimately is to liquidate it.
Now, I don't think there is any question but what Southwest Corp.

has some difficulties, but ultimately has some property that is worth
something. Arvida is the same thing. Buckeye Pipeline is a going
corporation, isn't that true?
Mr. Wnrrz. Yes, that is correct.
Senator HARTKE. All right. There is a lot of conversation in this

country about the tremendous real estate holdings these corporations
have as railroad properties which they will not piecemeal sell. I know
of some which people will buy parts of them, but they won't buy them
in total.
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At the present time, you are negotiating—I think this is true—
with the transit people with sale of right-of-way, unused right-of-
way, in the eastern section of the United States, are you not? In the
process of sale of right-of-way?
Mr. WIRTZ. Yes. There is no question about what you are suggest-

ing, Senator, with respect to the nonrailroad properties in one way
or another.
Senator HARTKE. Even in some of the railroad properties.
Mr. Wrirrz. I think there is more of a question there.
Senator HARTKE. There is quite a bit of real estate and right-of-

way properties which are held which have tremendous investment
potential in certain sections, especially if you consider the air rights,
which have never been fully developed and explored. Isn't that true?
Mr. WIRTZ. Yes.
Senator HARTKE. The air rights, for example, are not carried on

the books at hardly anything at the moment, yet you have, you see
in the minds of the people, you have a gigantic corporation here. It
has been estimated as much as $7 billion, and as low as $3 billion, I
suppose, but $4 to $5 billion of assets, and somehow or another, a lot
of people have a gnawing feeling in their minds, saying, look, why
does Uncle Sam have to dip into the taxpayer's purse to bail out this
tremendous operation when all around them they see this gigantic
corporation owning property in almost every village and town
throughout the country, a lot of which is still not presently being
used for anything. Some of it has potential use for industrial pur-
poses, and at the present time—I am not criticizing, I am just saying
these facts remain, they are out in the wide open here. That is why I
think it is very important that we have a complete revelation here.
We must unravel this situation as to the final condition of these in-
cumbrances, where they lie, how they ultimately exist, I don't think
there is any question but what you could dispose of Southwest Corp.
today and come up with quite a bit of cash.
Mr. WIRTZ. That is a serious question.
Mr. BOND. I think we should talk to that for a moment.
Senator HARTKE. All right. I understand that they have taken

profits which ultimately are going to have to be written off. They
have taken paper income which are now going to have to be written
off as loss. Is that what you are going to tell me?
Mr. BOND. Our concern, when we get through, if we liquidate all of

the assets, there would be practically nothing left. For example, the
Great Southwest is a case in point.
Senator HARTKE. What value is it to you now?
Mr. BAKER. Nothing left for us at the moment.
Senator HARTKE. The primary purpose of these hearings, as far as

I look at them—I am not talking about legalities; I am not talking
about disabilities. I am talking about keeping a railroad going—we
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are not primarily concerned with Great Southwest Corp. or Arvida
or Buckeye Pipeline at this moment. Buckeye might be in a semi-
public service capacity, but Southwest is certainly not a public serv-
ice or interested operation. The railroad is.
When we had hearings in early May, I tried to get those people to

talk about the railroad and railroad service. They wanted to talk
about investment portfolio; they wanted to talk about investment
risk; how they were ultimately getting money.

All I am saying now is there is a lot of talk, substantiated, unsub-
stantiated, that you have a gigantic corporation, tremendously
wealthy in assets, which repeatedly have been said to be so heavily
encumbered they cannot support any type of trustee certificates. I
think it has to be very clear, as far as I am concerned at least, and I
would think as far as the Senate and Congress is concerned and the
people generally, that all of these issues have to be cleared up. And
there may be merit in just passing legislation authorizing the revi-
sion of section 77 to the extent that it would provide for liquidation.
Then certainly as far as these other people who are investing in this,
they might have a lot of yelling and knashing of teeth, but when we
are talking about a proposition in which this railroad alone antici-
pates it is going to need in the neighborhood of $450 million to have
a successful operation in 3 years, you know, I think that in view of
all of the other demands on the Federal Treasury at the moment, that
there is going to have to be an ironclad case made or I personally
would not want to ask the Congress to go along with it.
Mr. BAKER. Can I try to answer that?
Whether we try to sell now every single piece of property that we

can control that is not necessary to the running of the railroad,
which we now want to do, or whether this be done under what you
referred to. as a normal bankruptcy, rather than a 77 one, the intent
would be identical. We want to get rid of every single piece of
valuable property for anything we can sell it for as long as it is not
necessary to the operation of the railroad, which we feel is what we
have been hired to do, to try to keep this railroad going.
So, that is our intent. We want to get rid of every last piece of

property, no matter whether it is owned indirectly through the
Pennsylvania Co. or whether we own it directly, that we can possibly
do. That is our intent.
Senator BAKER. I am sure that is so. Let me ask this question? Are

you encountering any resistance from the management of any of
these subsidiary companies in this respect?
Mr. BOND. Well, first of all, Senator Baker, we have made some

changes .in the top management of the Pennsylvania Co. which we
think .will be helpful, and at the moment we are not encountering
opposition. In fact, we are working very diligently right at this
moment to attempt to make some of the sales of these assets.
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Senator BAKER. Do you have the cooperation of the management
of each of the subsidiaries?
Mr. BOND. We believe we do. Mr. Hellenbrand, here next to me, is

the president of the Pennsylvania Co., and he can speak to this if he
wants to, but it is my impression we are not having difficulties.
Senator BAKER. I fully understand in each case you are not neces-

sarily the sole owner of the subsidiaries. In some cases, you are not
the owner to the extent that by statute you would be entitled to au-
thorize the dissolution and sale of the assets. But what I am reach-
ing for is this: Are you receiving the cooperation of the management
of the subsidiaries to the degree and to the extent that you can
handle the assets and resources of these subsidiaries as if they were
not subsidiaries but rather divisions?
Mr. BOND. I will ask Mr. Hellenbrand to answer that.
Mr. HELLENBRAND. To answer that question, I think we really have

to separate the companies. I don't think we could appropriately take
the position that we own 100 percent of the assets of a company
when we only own 58 percent of the stock. Our obligations to the
stockholders would be as fiduciaries, and I don't think under any
concept of law we can represent ourselves as owners of 100 percent of
the assets of the company if we only own 58 percent of the stock. So
acting responsibly and responsively to the requirements of law, I
don't think we have any feeling that anybody is being unresponsive
or uncooperative. And certainly the Pennsylvania Co. and its board
of directors is moving forward, I would say, aggressively and I hope
imaginatively.

Senator BAKER. I hope you understand, and I am sure you do
understand, why I put the question in that form. What I am trying
to determine is whether or not, in spite of the degree and extent of
the ownership of subsidiaries by the transportation company, you
are able to deal with the assets of the subsidiaries for the maximum
benefit of the transportation company. I would judge that your
answer would be that you are not because in some cases you do not
own 66 2/3 percent or whatever would be necessary unilaterally to
authorize a dissolution. But that would not necessarily mean to me
you are being antagonistic, because you have other equity interests
to protect.
I am not trying to criticize; I am just trying to establish the rela-

tive availability of these resources for the operation and credit of the
Transportation Co. So if I can rephrase it, I gather your answer is
no, they are not being treated as if they were noncorporate divisions
of the Transportation Co., but, yes, they are being as cooperative as
you could expect under the circumstances, taking into account the
antagonistic claims or positions of certain minority stock ownership.
Mr. HELLENBRAND. I would go a step further than that to indicate

that each of these companies has its own debt and creditors and its
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own liens and mortgages, and even if one were to think in terms of
liquidation, and we have considered all of those alternatives, as you
might imagine, it is the phasinff

b 
out of trying to find the best oppor-

tunity to get the best result, taking into consideration every possi-
bility.
Senator BAKER. Are you treating your equity ownership in the

subsidiaries in a way that will do the most to alleviate your current
difficulties in the Transportation Co.?
Mr. BOND. For the Transportation Co., yes.
Mr. Wirtrz. Categorically, yes, Mr. Baker. Where we are a part

owner, we try to do the best for ourselves we possibly can. But where
obviously a subsidiary company has its own board of directors

' 
with

some representatives of other interests, we expect them to look after
those interests, too.
Senator BAKER. That is why I put the question the way I did.
Are you doing it to the maximum extent possible in the circum-

stances?
Mr. BOND. The answer to that is yes, sir.
Senator BAKER. Can you give me a second categorical answer that

you are receiving maximum cooperation from the management of
each of the subsidiaries under the circumstances?
Mr. HELLENBRAND. The answer is yes.
Mr. BOND. Yes, I also think in the suggestion made by the chair-

man that if the loan were made, one of the conditions might be if
some of these assets were sold, that this would be deducted from the
amount of the loan. This is this kind of thing that I think fits in
with what you are suggesting.
Senator HARTKE. There is one other situation here that I pointed

out before. If you try to market these certificates, of course, you have
to have first approval of the judge, and then the Interstate Com-
merce Commission? In case you fail in either of those events, that in
and of itself would be truth of the fact that no further action would
be necessary.
Do you follow me?
Mr. BOND. Yes.
Senator HARTKE. Mr. Wirtz, what would be the situation today if

the Penn Central had received a guaranteed loan before it went into
reorganization?
Mr. WIRTZ. A guaranteed loan of how much?
Senator HARTKE. In other words, if we had passed this legislation

when we were first asked to do so, wouldn't we have been in the same
position we are now, except $350 million shorter?
Mr. WIRTZ. Yes.
Senator HARTKE. I just thought that was a rather interesting

point. In other words, if we had acted at the request of the ad-
ministration last spring and granted the authority to proceed with
the $750 million

' 
we would have been $350 million short and you

would still have been back here asking for more now?
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Mr. WIRTZ. I am sure we all have certain very human traits—
caution, timidity, respect, but that should not confuse the answer to
your question. Speaking for myself and I think I am joined in by
my colleagues, it would have been a great mistake to finance Penn
Central Transportation Co. on the basis that was sought last summer.
If it had happened, it would have only postponed the day of reckon-
ing in our view; and we think we are coming in now on a quite
totally different basis.
Senator HARTKE. As I understand you, according to your statement,

you say diversification was a mistake. Are you trying to reverse that
policy at the present time? You are interested in trying to sell off
the assets as soon as you can of nonrailroad, nonoperating assets, and
as far as you are concerned, any cash that is required from those
sales will be used strictly, as far as you are concerned, in the opera-
tion of the railroad. Is that right?
Mr. WIRTZ. Yes. Just one little point in your last statement, that

would be true only to the extent of our legal authority to do it. But
with that qualification, yes, affirmative on your whole question.
Senator HARTKE. A good reason for that, the fact that witnesses

from the old Penn Central management did tell us that the diversifi-
cation produced income to keep the railroad running, that it covered
railroad losses. They told us that the Pennsylvania Co. invested $144
million of cash in the program, its realized returns were $146 million
between 1964 and 1969.
Last Thursday the Interstate Commerce Commission sent up a pre-

liminary cash flow analysis of this diversification program. Without
objetcion, I would like to enter into the record the letter from the
ICC addressed to us which give this correction, that information
concerning the diversification program.
This says: "A report indicates that the diversification cost the

Penn Central $153 million in cash."
In other words, $153 million more went out of the railroad than

came back in. It took the ICC about 5 months to figure this out. I
think they should have figured it out before and I would hope they
would take a look at some of the other railroads before we find our-
selves faced with some of the same situation.
Anyway, it is clear now that the railroad furnished its cash for

nonrailroad business, not the other way around as some people would
have had us believe.
(The information referred to follows:)

INTERSTATE COMMERCE COMMISSION,
OFFICE OF THE CHAIRMAN,

Washington, D.C., November 18, 1970.
HON. VANCE HARTKE,

Chairman, Subcommittee on Surface Transportation,
Senate Commerce Committee,
U.S. Senate, Washington, D.C.

DEAR MR. CHAIRMAN: Members of our staff have recently completed a study
of the flow of cash from the transportation companies to the nonrailroad corn-
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panies associated with the Penn Central Transportation Company. I have en-
closed preliminary schedules which indicate that there was a net cash expendi-
ture by the transportation companies of $153 million for the period commencing
January 1, 1963, and extending through June 30, 1970. This figure does not in-
clude some $56 million computed to be the interest applicable to these funds.
The review was undertaken to determine the cash impact on the railroad

companies included in the Penn Central group resulting from cash investments
in unrelated activities. In this analysis the Pennsylvania Company was treated
as a part of the transportation system. It had been a railroad related, wholly
owned subsidiary of the former Pennsylvania Railroad Company prior to the
merger, and its holdings have largely involved the ownership of rail property.
Thus, references herein to "railroad" include the Pennsylvania Company as
well as all railroad subsidiaries in the Penn Central group.
The scope of the review was limited to the period subsequent to January 1,

1963, and this was the beginning of the diversification program of the Pennsyl-
vania and New York Central Railroads, although the merger of the two did
not take place until February 1, 1968. References to cash investments made
prior to that date include the two companies collectively. Before January 1,
1963, they had no substantial interest in nonrailroad holdings except for in-
vestments in land and hotels in New York City, owned by the New York Cen-
tral, not considered relevant to our review. In determining the cash impact
on the transportation group, all major transfers of assets, such as dividends,
advances, and security purchases were considered.
The staff's analyses gave consideration to the following nonrailroad affiliates

acquired since 1963:
1. Buckeye Pipeline Company—Acquired in 1963 by cash and stock exchange.
2. Great Southwest Corporation—Control acquired in 1965 through purchase

of capital stock.
3. Macco Realty Company—Control acquired in 1965 by purchase of capital

stock. Control was later vested in Macco Corporation which was merged into
Great Southwest Corporation in February 1969.
4. Arvida Corporation—Control acquired in 1965 by purchase of capital stock.
5. Strick Holding Company—Control acquired in 1966 by purchase of capital

stock—sold on December 31, 1968.
6. Madison Square Garden Corporation—Increased equity in 1968 and 1969 to

approximately 25% through exchange of stock and additional purchase of stock.
7. Executive Jet Aviation, Inc.—Purchased 58% of capital stock during the

period from 1964 through 1966, but stock was placed in a voting trust. Economic
control retained through large advances of cash.

All except Strick Holding Company, which was originally a New York Cen-
tral subsidiary, had been Pennsylvania Railroad affiliates prior to the Penn
Central merger.
If we can be of further assistance, we are, of course, anxious to help.

Sincerely yours,
DALE W. HARDIN,

Acting Chairman.
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[Attachment 1]

Summary of cash impact from diversification

[In millions]

Cash expended by transportation group:
Stock purchases $157
Dividends paid downstream 19
Loans and advances 33

Total cash expended 209

Cash received by transportation group:
Dividends 41
Proceeds received from sale of assets 15

Total cash received 56

Net cash expenditures from the transportation group 153
Estimated interests costs_  56

Total cash expended from diversification 209

[Attachment 21

ANALYSIS OF CASH IMPACT BY COMPANIES FROM DIVERSIFICATION

[In millions]

Companies

Cash from
transportation

group

Cash to Net cash from
transportation transportation

group group

Buckeye $50 $37 $13
Arvida 22  22
Great Southwest 26 4 22
Macco 61  61
Madison Square Garden 5  5
Executive Jet 21  21
Strick 24 15 9

Total 209 56 153
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[Attachment 4]

COMPUTATION OF INTEREST COST RELATIVE TO MONEY BORROWED TO REPLACE MONEY EXPENDED IN CONNEC-

TION WITH DIVERSIFICATION PROGRAM, JAN. 1, 1963, THROUGH JUNE 30, 1970

(In thousands(

(1)

Year

(2) (3) (4) (5) (6) (7)

Net cash
Cash paid Cash outlay Total Interest

out received by year cash outlay rate Interest'

1963 $28, 169 $129 $28, 040 $28, 040 4. 52 $634
1964 19, 155 3,438 15, 717 43, 757 4.63 1,662
1965 74, 884 5,965 68, 919 112, 676 4.67 3,653
1966 35, 319 5,800 29, 519 142, 195 5.71 7,277
1967 21,490 6,510 14, 980 157, 175 6.25 9,355
1968 13,870 6,931 6,939 164,114 7.76 12,466
1969 13,088 2 24, 716 (11, 627) 152,487 8.66 13,709
1970(6 months) 3,632 3, 100 532 153, 019 10.00 7,638

Total 209,607 56, 589 153, 019  56, 394

I Interest computed by average balance outstanding for year.
2 Includes $15,000,000 received for sale of Strick Holding Co., 1968.

Penn Central Transportation Co., Equipment Financing—Interest Rates
Per cent

1960  5. 22
1961  5. 04
1962  4. 91
1963  4. 52
1964  4. 63
1965  4. 67
1966  5. 71
1967  6. 25
1968  7. 76
1969  8. 66
Last quarter of 1969  10. 00

'Source of interest rates from sheet 1. The above affective interest rates were
presented to the commission by Mr. Jervis Langdon on behalf of Penn Central
Transportation Co., in his verified statement in support of freight rate increases
in docket 267.

Senator HARTKE. I find it shocking that they decreased the car fleet
by 20 percent, at the time when they needed more freight cars and
more equipment to handle the traffic. This further indicates that their
primary emphasis was not on the transportation business but on the
nonrailroad business.
As I understand it, you intend to try to do everything you can to

correct that situation within the limits of finances and legality?
Mr. Wurrz. Yes, sir.
Senator HARTKE. I understand, Secretary Wirtz, that you have in-

dicated that you do not want to be bound by the previous contracting
statements as they were submitted at their face value and that in-
cludes some of the testimony given to us at the last hearing. Is that
correct?
Mr. WIRTz. There was with particular reference to the cash flow

statement with respect to which that would be true as you put it.
With respect to the general corporate accounting and reporting, we
have tried to state very carefully that we feel that it did reflect a
policy at that time of putting the best possible face on things, and
the real question is 

Senator HARTKE. Dubious allies for the truth, is that what you say?
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Mr. WIRTZ. That is correct. If you think of the truth, Mr. Chair-
man; I don't mean to be pious but if you think of it in terms of the
technical accuracy of what is said, that is one thing. If you think of
it in terms of what was reasonably conveyed, that is another. On the
basis of the second, I think there is real question about the accuracy
of the picture that was conveyed.
Senator HARTKE. I see no useful purpose in discussing the poten-

tials of the Railroad Emergency Board decision or the potentiality
of the strike at this time. They present problems we are all acquainted
with.
Have you had any discussions with the Department of Transporta-

tion concerning the implementation of the Railroad Passenger Bill?
Mr. WIRTZ. Yes, sir.
Senator HARTKE. How are they proceeding?
Mr. WIRTZ. Both the railroad administration and the Department

of Transportation-
Senator HARTKE. Senator Baker?
Senator BAKER. Let me ask one or two clarifying questions, just to

make sure I have the picture fully in mind with respect to the corpo-
rate structure.
Is the Pennsylvania Co. a holding company as such?
Mr. WIRTZ. It is a holding company. Its assets, Senator, are just

common stock of the Transportation Co., plus an interest in two-
Mr. BAKER. Excuse me. I hope that he is talking about the Penn-

sylvania Co., not the Penn Central?
Mr. WIRTZ. I beg your pardon.
Mr. BOND. It is a holding company. It holds things such as Great

Southwest, Arvida.
Senator BAKER. Are these companies subsidiaries of the Pennsyl-

vania Co.?
Mr. BOND. That is correct.
Senator BAKER. Are they subsidiaries, not only through stock

ownership, but also for accounting purposes?
Mr. BOND. You better explain this.
Mr. HELLENBRAND. They are subsidiaries by reason of the stock

ownership. For accounting purposes, their consolidated statements
filed, if that is your question, a definition of a subsidiary has differ-
ent connotations for different purposes. But the Pennsylvania Co.
holds either stock investments or investments in bonds or advances,
things of that kind. It does not operate a business other than the
ownership of these securities.

Senator BAKER. Does the record show some place the extent of the
ownership of the Pennsylvania Co. in the subsidiaries?
Mr. BOND. Yes, sir. You mean the percentage ownership.
Mr. HELLENBRAND. I will be glad to tell you.
Pennsylvania Co. owns 58 percent of the common stock of Arvida,

some 90 percent of the common stock of Great Southwest Corp., 100
percent of the common stock of Buckeye, but there is some preferred
outstanding.
I might just go back for a moment to point out that as Mr. Wirtz

indicated earlier that the Transportation Co. owns 100 percent of the
common stock of the Pennsylvania Co., but there is a reasonably sub-
stantial amount of preferred stock out held by the public of the
Pennsylvania Co.
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Senator BAKER. Do you have a majority of the board of directors
in the case of each of the subsidiaries?
Mr. HELLENBRAND. No, we do not. It varies. We have referred here-

to only three subsidiaries, and there are a large number, and on some
we do, some we do not. In neither Buckeye nor Arvida have we had
a majority of the board of directors. And since the change in the
management of the Pennsylvania Co., that matter will be under con-
sideration by the Pennsylvania Co. board of directors.
Senator BAKER. Are all of the subsidiaries Delaware corporations,

or New York or Pennsylvania corporations?
Mr. HELLENBRAND. Great Southwest is a Texas corporation. I think

Buckeye and Arvida are Delaware corporations, but I am not sure.
Senator BAKER. Can you tell me offhand whether or not the. State

statutes in each case provide for a two-thirds stock ownership for
dissolution?
Mr. HELLENBRAND. I just can't tell you offhand. Wherever you have

dissolution, and we have considered this, you have the problem of
having an undivided ownership in a piece of property, and there are
other techniques which could be considered in solution of that prob-
lem, and I think are more susceptible to satisfactory solution than
straight dissolution.
Then you get into the whole question of what you may lawfully

do with the proceeds to which Mr. Wirtz averted a few months ago,
which is a separate set of legal problems aside from what would
happen in the straight sale of the securities.
Senator BAKER. I think that is all, Mr. Chairman.
Senator FIARTKE. Any other statements from you gentlemen?
Mr. Moore, did you want to make a statement?
Mr. WIRTZ. We would be very grateful, Mr. Chairman.
Mr. MOORE. Senator Hartke, I have no prepared statement. I am

sure you know I came to this property on September 1 as president
and chief executive officer. And needless to say it has been a mam-
moth undertaking.
I spent the entire 21/2 months on the property, out on the road,

argely looking over the yards and terminals, the main tracks, meet-
ing with the shippers in key locations along our railroad. I have been
to at least 15 of those places.
In addition to that, in the evenings I have taken it on myself to

have an employee meeting, having all of the employees get together
and speaking to them, telling them the problems of the company and
soliciting their efforts in getting the railroad back on the track.
I have talked to some 12,000 to 15,000 of our what you might say

rank and file and supervisory employees. After I have addressed
them, I am throwing the sessions open to questions and doing my best
to answer any questions or take any recommendations that they might
have as to what Penn Central needs to do. I am convinced that in the
past 21/2 months we have made tremendous improvements in the serv-
ice .on Penn Central. That is, the on-time performance of both our
freight trains and our passenger trains.
. The fact of the matter is this is pretty well recognized within the
industry, among the shippers, and by the public. Frankly I haven't
found any problems in the operation of Penn Central that I consider
insurmountable. True, it is going to take money to do the things that
we need to do. Right now we could spend in the neighborhood of $20
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to $25 million on projects where we would get a 50 to 60 percent re-
turn on our money on an annual recurring basis. If we had the money
to do it with.
We have too many facilities that are outdated, outmoded, hand-

operated interlocking plants, numerous crossings that still have cross-
ing watchmen, hundreds of things we can do to put the property on
a better financial basis.
I could mention numerous other items that we have already done,

but I see no need in burdening you with them.
I think the best indication that we have, the best yardstick, in the

past few weeks we have been operating this railroad with some 20,000
to 30,000 less pieces of equipment than we did a year ago. By that I
mean boxcars, gondolas, coal cars.
It is true our business is off, but still it is not off that much. That

indicates to me and to others that we are doing a much better job in
keeping the cars moving and getting them off our railroad and hope-
fully getting more business to move.
There has been a lot said about the vast number of employees on

Penn Central. I would like to point out that in the last year that has
been reduced by 5,630 people for a saving of around $46 million. We
still have more improvements that can be made in that area, and
improvements that we intend to make.
If we can get the money that Mr. Wirtz has stated we need, I am

confident that we can accomplish the successful reorganization of
Penn Central within the 3 to 5-year goal that has been set.
In fact, I am more convinced of this now, much more, than I was

when I joined Penn Central on September 1.
Senator HARTKE. Do the programs that you have instituted, Mr.

Moore, constitute a significant change from the prior programs of
the Penn Central operation or are you just doing it better than they
did with the same program?
Mr. MOORE. No, we have made quite a number of changes in the

operation of the trains and our organization setup. We don't have
near the number of people particularly in the real top positions. Just
a few months ago we had around 35 vice presidents, and executive
vice presidents. We now have 11.
We have established a yard and terminal force, a man that is in

charge of Penn Central's yards and terminals and he has under him
a staff that is dedicated entirely to looking after the movements of
cars through our yards and terminals. That has been one of Penn
Central's main problems, delaying cars at their major terminals.
We are getting around a lot of that now by run-through trains.

That is trains that are made up at one location, say, in New York
City, and go all of the way to Detroit, with freight destined for those
areas and bypasses many of the major terminals. Those are just a
few of the many things that we are doing to improve the operation.
Our locomotive fleet, which consists of over 4,000 locomotives, is

not being kept up.
Senator HARTKE. Have you found them all?
Mr. MOORE. Yes, sir.
Senator HARTKE. You had some of them lost you know.
Mr. MOORE. I heard that. I think we have got a good hand on that,

not only locomotives, but cars. Our bad order ratio, that is the num-
ber of locomotives that were out of service for repair, have been
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running around 10 to 12 percent, which is far too high. It shouldn't
be over 6 to 7 percent.
We have made great progress in reducing that. One of the first

thing we had to do on the property, of all things, was to buy 50
caboose cars, we didn't have enough cabooses to put on the rear. of
the trains to operate the trains we needed to run. We were delaying
anywhere from 10 to 15 trains a day, anywhere from 3 to 8 hours,
for lack of a caboose, which was unbelievable.
Senator HARTKE. Any other statements, gentlemen?
Questions, Senator Baker?
Senator BAKER. No.
Senator HARTKE. On behalf of the committee, I want to thank you

for your appearance and testimony today. I think you have given us
honest, forthright evaluations and a very clear presentation. It ap-
pears the nation is faced with a rather serious problem and with the
alternative of supplying either massive assistance to the Penn Central
or watching this major railroad in our country come to a halt.
I want you to know that it seems to us that the transportation serv-

ice which is provided by the Penn Central is a matter of broad na-
tional concern that does deeply affect the national interest. We do
appreciate your candor and we ask that you continue to be frank with
us, honest with us, and we will try to be as helpful as we can to make
sure we meet all of the problems that do come forward.
I think one thing does emerge very clearly: The administration's

original proposal was too broad. The purpose of continuing the essen-
tial rail service, which we all support, in my opinion can be achieved
through a much more limited measure. I think only railroads which
are already in reorganization—I am speaking personally, not on be-
half of the committee now—which are unable to obtain private fi-
nancing, and that includes the sale of trustee certificates, which are
on the verge of closing down for lack of funds should receive Federal
assistance. Assistance should be, as you have indicated, restricted to
those operating expenses necessary to keep the trains moving. It
should not be used to bail out investors or creditors. Finally, I think
the Government is entitled to receive adequate security for the risk it
undertakes. In line with that, I am going to ask the staff to see
whether or not they can draft some preliminary legislation which
includes some of these basic ideas so that the committee can consider
that rather than the administration's bill which is the only legislation
before the committee at the present time.
Thank you, gentlemen.
(The statements follow:)

STATEMENT OF GEORGE P. BAKER, RICHARD C. BOND, JERVIS LANGDON, JR., AND
WILLARD WIRTZ, AS TRUSTEES OF THE PROPERTY OF THE PENN CENTRAL

TRANSPORTATION CO., DEBTOR

Mr. Chairman and Members of the Committee, we are grateful to the Com-
mittee for this opportunity to discuss the situation at Penn Central.
This picture is best presented in a manner which runs some risk of over-

simplification. A summary description of the Penn Central family of companies,
its operations and its corporate structure is included with this testimony as
Attachment A. "Penn Central" is such a complex of interrelated separate corpo-
rations that any detailed description of it would invite confusion. Its activities,
its assets and liabilities, are so extensive that detailing them in technically
accurate accounting or corporate reporting terms would obscure more than il-
luminate.
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What is said here is for purposes of identifying the central issues of national
concern; it is not the kind of presentation upon which private investors or
creditors would or could rely.
As Trustees appointed under Section 77 of the Bankruptcy Act, our steward-

ship is accountable to Judge Fullam in the United States District Court for the
Eastern District of Pennsylvania. The views we express here are subject to
that Court's ultimate determination with respect to all matters regarding the
Debtor's estate. Judge Fullam concurs fully in the view, however, that all as-
pects of the reorganization should be presented here fully and openly. Penn
Central is plainly a matter of broad national concern deeply affecting the public
interest.
We will first summarize the situation at Penn Central, then indicate those

measures of self-help which appear to be indicated, and finally suggest certain
types of action beyond the control of management, the Trustees or the Court
which will in our present judgment be necessary to revitalize the railroad.
It will be helpful to identify at the outset, however, the key elements in our

general approach to this situation.
Penn Central is obviously in grave difficulty. The Penn Central Transporta-

tion Company (PCTC) will run out of cash—except as emergency action is
taken—during the first quarter of 1971, even though most of its tax and debt
payments are being deferred. Its losses this year, 1970, will be (on a fully
accrued basis) over $300 million.

There are at the same time very real prospects for improving this situation.
Under new and vigorous management, freight business is already being brought
back. The National Rail Passenger Service Act is about to become operative.
Large as the corporate deficits and losses are, the size of the enterprise is such
(gross revenues run about $1.5 billion a year) that a ten to fifteen percent
improvement in operating results will meet at least the imperative needs. This
is our goal.
Although we cannot at this point make firm representations that the Penn

Central can be restored to profitable operation, it is our considered judgment
that there is a reasonable prospect of achieving this goal within from three to
five years. But this will depend entirely on the raising of interim financing in
the amount of $175 million to $250 million in the next four months, and pos-
sibly that much more over the next 36 months. The alternative is some form
of "nationalization" of the railroad—which we reject as a counsel of needless
despair.
We proceed on the basis that there is going to be a Penn Central railroad

because it is absolutely essential to the national economy, that it is better that
this be a private rather than a public enterprise, and that the prospect of a
successful free enterprise reorganization of Penn Central is worth pursuing.

THE PRESENT SITUATION

The relevant financial data are those involving "cash flow," "assets and lia-
bilities," and "profit and loss." The "cash flow" picture is the most critical in
the short run. Simply stated, it portrays the receipt and disbursement of cash,
and measures the ability of the operation to survive. The statement of "assets
and liabilities" is important in determining what assets can be reduced to cash
and what may be done with the proceeds under the law. The "profit and loss"
statement reflects the viability of the operation in the long run, including the
prospect of generating earnings and thereby attracting new money for growth.
(a) Cash Flow
The present (November 20, 1970) cash balance in PCTC is about $30 million.

This is about what it was as of June 21, 1970. This results only from the fact
that a variety of otherwise obligatory payments have been suspended under
the powers of the bankruptcy court. The obligations which would have been
paid during the period since June 21, 1970 would have been in an amount of
approximately $350 million. In state and local taxes alone, we have had to
defer payment of some $35 million in the last half of 1970.
We believe we can maintain a minimum cash balance through the remainder

of 1970.
Projections for 1971 indicate that under present circumstances (deferment

of tax, debt and other payments by Court order; and present wage levels) a
cash balance would be maintained into the first quarter of 1971. The most
sharply honed projections presently available show that balance dropping vir-

50-934 0-71—pt. 3 5
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tually to zero by March 31, 1971. If the railroad could survive the first quarter,

the cash balance—still assuming present wage levels and deferment of debt,

tax and other payments—would rise during the rest of 1971 and would be about

$100 million by December 31, 1971.
This 1971 projection assumes Interstate Commerce Commission (ICC) ap-

proval of the full 15% freight rate increase application, and takes into partial

account the National Rail Passenger Service Act becoming operative as of

May 1, 1971. The projection assumes limited but significant expenditures for

equipment and roadbed improvements. It assumes a number of efficiency and

economy measures.
This 1971 cash flow projection does not take account, however, of the pros-

pect of wage increases. Presidential Emergency Board No. 178 has recently

made recommendations for wage increases for 1970 (retroactive to January 1,

1970) and 1971 and 1972, for a number of rules changes, and for new railroad

industry bargaining procedures. If these recommended wage increases are fig-

ured into the cash-flow projection, the result is a cash deficit at the time of
payment of the retroactive increase which would be about $47 million for union
employees for 1970. There would be the effect, if both the 1970 and 1971 Emer-
gency Board recommendations were accepted and were paid for in 1971, of a
cash shortage for that year of approximately $100 million. ( See Attachment B).
In summary, so far as the cash-flow prospect is concerned: Even assuming

the continued deferment of tax, debt and other obligations, the granting of
freight rate increases, and the continuation of present wage levels—even on
that spartan basis, there will be a near exhaustion of cash toward the end of
the first quarter. On those same assumptions, but allowing for the wage in-
creases recommended by the Emergency Board, it would be necessary to aug-
ment the sources of net cash by $50 million in February 1971, and by an addi-
tional $50 million during the rest of the year. Resumption of the payment of
local taxes—which we consider an obligation of first priority, for it affects
materially such functions as public education—would take another $64 million
annually.
These figures have to be put in the perspective of the vast scale of Penn

Central's operations. There is no minimizing the magnitude of a prospective
cash shortage of between a hundred and two hundred million dollars. But we
are talking about a business in which the gross revenues are almost a billion
and a half dollars a year. An improvement of between 12 and 15 percent in the
receipts-disbursements relationship, by increasing revenues or by cutting ex-
penditures or by both, would meet at least the immediate needs. This is still
formidable. It is by no means beyond achievement.

(b) Assets and Liabilities

The Trustees are making a realistic evaluation of the assets of the Debtor's
estate, as a key element in developing a plan or reorganization. This evaluation
is not yet sufficiently complete to permit reliable statement regarding it.
One factor in this situation, however, is necessarily and appropriately noted

further here. PCTC holds, to a considerable extent through its subsidiary Penn-
sylvania Company, very substantial "non-railroad" assets: 100 percent of the
common stock of Buckeye Pipe Line Company; 90 percent of the voting stock of
Great Southwest Corporation ( which has large real estate and amusement park
holdings() ; 58 percent of Arvida Corporation (real estate) ; 24 percent of Madi-
son Square Garden; several New York City hotels. These holdings, if they were
debt free, would have total values of hundreds of millions of dollars.
Most of these assets, however, are heavily encumbered. There are mortgages

on a substantial part of the real estate. All of PCTC's common stock in the
Pennsylvania Company is pledged to secure $300 million borrowed by PCTC in
1969. There are other substantial creditor claims against these non-railroad
properties. It is seriously questionable (i) whether these "non-railroad" hold-
ings have a net value to PCTC; and (ii) how much bankruptcy litigation lies
in the way of their being usable.
There will be further development later in this testimony of the Trustees'

plans and present efforts to exhaust every possibility of using these non-rail-
road properties—responsibility and consistently with legal claims against them
—to meet the railroad's needs. It is appropriate at this point simply to note the
fact of these very large holdings, but also the seriously constraining fact of
their substantial encumbrance.
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(c) Profit and Loss
Present information (with the figures for the first three quarters already

available) indicates that there will be a loss for 1970 of over $300 million. This
is on an "accrued" basis, which means that this is what the railroad would have
lost if it had paid taxes, and debt service, and other claims; it also includes
the wage increases recommended by the Presidential Emergency Board.
Public comment regarding the reasons for this loss situation has ranged

from broad indictments of previous PCTC management policies to explanations
that the whole railroad industry is on an unsound economic basis and that
Penn Central itself is unmanageable. Our present conclusions are that the right
answers come from recognition, in varying degrees, of elements of truth in
virtually all of these factors—except that we find no basis for the idea that
this situation cannot be handled effectively.
We have reviewed in detail in this connection the most recently assembled

figures, which compare the profit and loss record for the first nine months of
1970 with the record for the comparable period in 1969. This comparison is in-
eluded with this testimony as Attachment C. The PCTC loss for the year 1969
was reported to ICC as $83 million. A comparison of this figure with the pres-
ently estimated loss of over $300 million for 1970 appears to reflect a toboggan-
ing situation, out of control. This comparison is misleading. Without question-
ing the consistency of the 1969 report with generally accepted accounting prac-
tices, it appears to have reflected a corporate policy at that time of putting the
best conceivable face on the facts—to the point that these facts were dubious
allies of the truth. The difference between the 1969 and 1970 situations is sub-
stantially less than what this comparison suggests.

Nevertheless, even with this discount factor recognized, the comparison be-
tween the first nine months in 1970 and the comparable period in 1969 is a
basis for identifying the elements in a situation which has—up to the present—
been deteriorating seriously. The principal elements include these:

Operating revenues are up somewhat (about $55 million). But this is a
consequence of freight rate increases. The volume of freight handled is
down; and passenger and mail revenues are down in terms of both volume
and revenues. Penn Central, in short, has been losing business.

Operating expenses have gone up ominously (about $147 million). The
biggest factors have been increased costs of materials, services, supplies,
and labor.

Costs of freight loss and damage claims and costs resulting from vandal-
ism show a disturbing increase.

Interest obligations have increased by about $16 million. (Except for
payment on equipment debt, these interest charges are currently being de-
ferred.)

Financial income from PCTC subsidiaries (dividends and tax allocation
payments) has dropped sharply (over $50 million.)

This comparison is only suggestive of some of the elements in an obviously
more involved situation. There are special factors in the Penn Central record,
particularly the incomplete merger of two large organizations and an abortive
effort to "diversify" assets, but this comes down most of all to the classical
story of lost business and higher costs resulting in losses.
There will be a continuing loss situation in 1971. The amount of the loss will

depend on a number of factors, including what increase is made in wages and
what freight rate increases are allowed. A working assumption based on the
Emergency Board wage increase recommendations and on the full 15% freight
rate increase presently pending before the Interstate Commerce Commission pro-
duces a projected 1971 loss of approximately $200 million. (This, again, is on
an "accrued" basis.)
We have also made an effort at profit and loss projections beyond 1971. There

are so many variables that specific prediction is impossible and would be un-
reliable. There is no reasonable prospect of PCTC showing a profit in 1972,
or probably in 1973. A reasonably foreseeable combination of general economic
conditions, industry circumstances, and changed PCTC operational and fiscal
practices would result in a PCTC profit in 1974 or 1975. Other perhaps equally
likely prospects would postpone this possibility.
The Trustees proceed at this point on the considered conclusion that present

indications warrant the working assumption that PCTC can be made a profit-
able enterprise within from three to five years. The evidence does not warrant
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representation to this effect. What it does warrant, in the Trustees' judgment,
is the adoption of a course of action for the next three years which will test
fully this prospect of ultimate viability.

SELF-HELP MEASURES BY PENN CENTRAL

(a) Operations
Penn Central, faced with a crash crisis of the magnitude just described, must

answer at least two preliminary questions bearing on the immediate future:
Can railroad operating revenues be significantly increased?
Can railroad expenditures be drastically reduced?
On the first question, the 1971 cash projection already incorporates an in-

crease of $309 million in freight revenues. Of this, $150 million is attributable
to an anticipated increase in business, with the balance traceable to a further
rate increase which hopefully will become effective during the year. While an
even greater increase in revenues could occur in 1971, it would be unrealistic
to count on it. Moreover, if the economy should slip, the revenue increase in
the projection would be undermined and might even disappear, in which event
Penn Central's cash deficit in 1971 would be still larger.
On the second question, there would appear to be no real prospect of 1971

expense levels lower than those set forth in the projection. The operating ex-
pense figures already reflect improvements, including personnel reductions, made
and being made by Penn Central's new management. Striking evidence of this
is found in transportation expenses which are projected for 1971 at a slightly
lower level than in 1970 despite the recommended wage increases and substan-
tial increases in traffic. For maintenance of way Penn Central should have a
substantial increase in materials applied (rail, ties, and ballast), but the 1971
projection anticipates the same level of maintenance work as in 1970, with
some increase in cost despite improved productivity. In maintenance of equip-
ment a full program for the repair and upgrading of over 20,000 cars is planned
for 1971 at an increase in expense of $67 million. This increased car repair
program had been too long postponed and is inescapable if Penn Central,
chronically short of cars, is to carry the increased traffic and produce the addi-
tional revenue included in the projection.

Capital expenditures for 1971 likewise present no opportunity for curtail-
ment. For road projects $74,600,000, a minimum figure, has been earmarked,
including:

Road capital:
work in progress_  $4,400,000
Safety _ 17,800,000
Industrial development  19,200,000
Economy—savings 75 percent and over 4,300,000
Economy—savings 50 percent-74 percent  7,500,000

Government directives 4, 100,000
Other (yard improvements, and so forth) 17,300,000

Total road capital 74,600,000

For equipment the program calls for a much larger involvement, as follows:

Equipment capital:
Locomotives:

New Locomotives (231 units) $50,450,000
Upgraded locomotives (38 units) 3,400,000

Total locomotives 53,850,000
Freight car program (7,492 new units) 137,621,000
Work equipment 6,700,000

Total equipment capital _ 198, 171,000

Again it must be emphasized that the new equipment and maintenance pro-
grams included for 1971 are vital if the revenue projections are to be realized.
Penn Central must make a start in acquiring an adequate car ownership. In
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the last five years the combined ownership of the former Pennsylvania and the
former New York Central has dropped by 35,000 cars, or almost 20%. This is
one of the major reasons why Penn Central's service was unsatisfactory and
why the railroad failed to keep pace with the growth of traffic in its territory.
Going beyond 1971 and considering the opportunities for increased revenues

and reduced expenses in Penn Central's future generally, it is important to note
the widespread impression that Penn Central ought to have earning power be-
cause it serves all of the important industrial centers throughout the eastern
United States. But this very fact is responsible for some of the disabilities
which contributed, at least in part, to Penn Central's downfall and contribute
today to a high level of expenses.
Railroad transportation is at its best when it can be performed by the opera-

tion of so-called unit trains in turn-around service with loop tracks at each
terminal where even the loading and unloading can be done while the train
is in motion. In such an operation, equipment utilization is at its highest level
and so is productivity, and no form of land transportation can even approach
railroad efficiency under these or comparable conditions. Costs are low, service
is tailor-made, and profitable rates are attractive to the shipper.
By sharp contrast, railroad transportation is at its poorest when trains have

to be made up of individual cars that have been brought together at a series
of concentration points by innumerable yard crews, each operating heavy power
over miles of slow speed industrial track located in high cost and heavily
taxed urban areas, sometimes in the city streets themselves, with high exposure
to vandalism and loss and damage to the freight itself. The process of classify-
ing individual carloads into trains for mainline movement is itself a relatively
expensive and time-consuming operation. At destination points, in order to
effect delivery the same tortuous and expensive terminal operation is repeated
but in reverse. Equipment utilization is poor, service is generally erratic, prod-
uctivity is low and costs are high. This retail type of business—where detailed
pick up and delivery is effected by rail—is highly susceptible to the adverse
impact of inflation. In fact, it is more susceptible to inflation than any other
aspect of railroad service.
This latter point is of major significance to Penn Central for while there are

many unit trains and long haul through services, a heavy proportion of its
transportation work load represents railroad service "at its poorest". Penn
Central, in a very real sense, is a giant terminal complex. As one indication of
the character of its service demands, a comparison of yard crews on Southern
Railway with those on Penn Central (which is only twice as large) is en-
lightening:

Penn Central Southern

Yard crews 2,636 511
Number of yard crew locations 381 77
Locations using 10 or more crews 79 15

Similarly, yard transportation expense (freight) on Penn Central is more
than 15% of the freight revenue dollar while on railroads generally it is less
than 10%. Stated differently, if Penn Central had the same proportion of its
revenue dollar devoted to yard transportation service as other railroads, its
expenses, for this reason alone, would be $80 million less on an annual basis.
Penn Central's ratio of yard switching tracks to main tracks (excluding branch
lines) is almost three times higher than a similar ratio for the Baltimore and
Ohio or Southern Pacific, for instance. On the Penn Central there are more
than twice as many yard crews as road crews while on the Southern there are
fewer yard crews than road crews.
The result is that Penn Central, as a mammoth terminal operator as well as

road haul carrier, has many unfavorable transportation characteristics which
are largely inherent, including short hauls, lower traffic density and freight
revenue per mile of line than any other major eastern railroad, low train load-
ing and equipment utilization, high man hours per million ton miles, high loss
and damage expense.

Difficult as these operating conditions are, Penn Central's performance can
be vastly improved. The opportunities for such improvement are certainly there.
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Under the new management much is already under way, and more will come
later.

1. One factor in Penn Central's low revenue level is directly attributable to
shortage of freight cars. Penn Central's program for 1971 includes 7,492 new
cars at a cost of $137,621,400 in addition to the repair program already men-
tioned which will reduce the unserviceable ratio from more than 9% to less
than 4%. This equipment schedule for 1971 is merely the start of what is ex-
pected to develop into a broad program of providing Penn Central with its fair
share of an adequate national freight car fleet.

2. A second factor bearing on Penn Central's low revenue level is the gener-
ally poor service that has been provided since merger. In the last two months,
however, service to shippers and receivers has improved markedly. There is
much evidence that business, diverted to competitors in the past, is now return-
ing to Penn Central as schedules are better maintained and car handling im-
proved. If first-class service can be provided generally, and we are confident
that it will be under the new management, opportunities for greater volume of
freight traffic on Penn Central are clearly present. It should be emphasized,
however, that our customers must have ready access to all of the freight cars
they require not only to fill present needs, but to accommodate expanded pro-
duction.
3. Penn Central's low equipment utilization can be improved through adher-

ence to better operating practices, the scheduling of empties as well as loads,
and terminal procedures which are modern instead of traditional. Cars must
be better classified as to condition so that a customer requiring a grade A box
car is not supplied with a box car good only for rough loading. Defective equip-
ment known as "rolling rejects" have been common on the Penn Central, and
the expense of moving such cars from one loading point to another is large
and totally wasted. Moreover, the cross-hauling of empties must cease as more
cars are distributed on a system, not regional or local, basis. Here, as in the
case of more business on the railroad, the opportunities for an improved Penn
Central performance are impressive. The new management is already on the
move.
4. Another phase of the recovery process for Penn Central is what may be

described as plant rationalization. Involved here is the abandonment of 3,818.8
miles of line with the elimination of maintenance cost of $17 million. In addi-
tion, the non-recurring revenues would include:

Million

Salvage $19. 9
Reusable material 20. 4
Real estate 10. 6

Total  50. 9

The new management is moving ahead with the preparation of the necessary
applications to the Interstate Commerce Commission, but under present proce-
dures (which we hope can be changed) it will be many years before Penn Cen-
tral will begin to have substantial savings from this source.

(b) Financial
Two sets of problems and possibilities face the Trustees, particularly in con-

nection with meeting the immediately prospective need for additional funds.
One involves the possibility of selling certain corporate assets, especially the
"non-railroad" properties; the other the possibility of private borrowing.

1. Sale of Corporate Assets—The material facts have already been suggested:
there are substantial corporate assets (particularly "non-railroad" holdings)
which, if they could be liquidated, would provide sources of considerable funds;
but there are critical, practical questions regarding such liquidation.
In a significant and meaningful sense, we would, if this were possible, simply

put For Sale signs on the non-railroad properties held or controlled through
subsidiaries by Penn Central. This would include the Pennsylvania Company
itself, its three principal subsidiaries—Buckeye Pipe Line, Great Southwest
Corporation, Arvida Corporation, the New York City hotels, and the 24% inter-
est in Madison Square Garden Corporation.
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The "diversification" policy which was in effect at PCTC was in our judg-
ment, given the advantage of hindsight, a mistake. It conceivably postponed
the showdown at Penn Central. The frequently repeated statements that "the
railroad was milked to buy real estate" and that a great deal more money went
"downstream" from the transportation company to these various subsidiaries
than came back to it represent an incomplete judgment. It also has to be taken
into account that these investments resulted in the borrowing of hundreds of
millions of dollars for the use of the transportation company, with these real
estate and other assets being used as collateral.
On net, however, the diversification policy worked badly. Some of the invest-

ments soured. Some, particularly in real estate development projects (especially
Great Southwest Corporation), involved a need for additional cash just at a
time-1969 and 1970—when credit opportunities tightened up severely. Under
different general economic conditions, the policy might have worked. But as
things turned out, the diversification policy often meant (i) the unavailability
of cash to support the railroad operation, and (it) opportunities for bookkeep-
ing and reporting practices which had the effect—whatever their purpose—of
postponing a day of reckoning at Penn Central which would have been less
bleak if it had dawned earlier.
Under present circumstances, in any event, Penn Central Transportation

Company should be taken out—so far as making it an effective railroad opera-
tion is concerned—of every business not significantly connected with running
the railroad, except where there are clear cash earnings advantages. We are
taking this course to the maximum extent consistent with the legal constraints
involved.
As a matter of internal organization, the running of the railroad (including

the financial aspects) has been separated out from relationships with most of
the non-railroad subsidiaries.

Active exploration is under way, furthermore, of the opportunities for rea-
sonable sale of most of the non-railroad holdings. It would plainly be improvi-
dent to liquidate these properties on a fire-sale basis if taking some additional
time would permit more advantageous terms. Being in bankruptcy reorganiza-
tion, the legitimate claims of various interested parties on these properties—
by mortgage, pledge, or otherwise—have to be taken into account. To fail to
do so would be to invite protracted litigation. It is not being assumed that the
encumbrances on these properties preclude their advantageous liquidation. It
is simply being recognized that the Trustees must proceed here with due ac-
count to these possibly competing or conflicting interests.
In general, the Trustees are proceeding on a policy of maximum practicable

—meaning, virtually, maximum possible—liquidation of "non-railroad" assets.
2. Private borrowing.—The Trustees are pursuing every posibility of private

financing.
An investment banking firm, Kuhn Loeb & Co., has been retained by the

Trustees to assist in this effort.
One major financing arrangement is being effectuated to cover the purchase

of 145 locomotives from General Motors Corporation, for some $33 million. This
is on an equipment lease basis.

Negotiations are underway to factor the PCTC accounts receivable. There is
at least the possibility of developing an emergency potential here, although the
disadvantages and difficulties are considerable.

Extensive efforts have been made to determine the feasibility of the issuance
of Trustees' Certificates. These efforts have included discussions in depth with
various banking and industrial investor groups, and with Federal Reserve
Board banks. The short of the results of these efforts is that the Trustees are
flatly and directly advised that Trustees' Certificates will not, under present
circumstances, be sold.

FEDERAL ASSISTANCE

We would wish greatly that it were possible to advise the Committee, the
Court, and the public that there is reasonable prospect that Penn Central can
by its own efforts alone recover its strength. It cannot.
We do, however, say to the Committee that in our considered judgment there

is the reasonable prospect that the Penn Central can be restored to effectiveness
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as a railroad and made viable again as a corporation through a combination of
efforts and measures consistent with the ideas and ideals of free enterprise.
Present evidence indicates the need for from $115 million to $250 million of

additional funds—available only for use in meeting PCTC operational needs
(including labor costs), equipment and roadbed improvements, payment of
local taxes—in 1971, a substantial part of this early in the year. The evidence
further indicates, though less clearly, that approximately this much more will
be needed over the two following years . . . meaning a total of another $175
million to $250 million in the two-year period, 1972 and 1913.
The likely, almost certain, prospect is that some form of joint private-public

financing arrangement will have to be worked out if this need is to be met.
Mr. Chairman and members of the Committee: What we have just said, and

what follows, will inevitably be shortened to the report that the Penn Central
Trustees came here today asking for hundreds of millions of dollars of money.
This is right.
But unless we can clear it up this will be put in a context we think is not

right. That will be the context of reference to a huge corporation . . . mis-
handling its own affairs . . . diverting its energies and vitality away from the
railroad . . . borrowing heavily and beyond its means whenever it could find
lenders and on whatever terms . . . and coming now to the Government to raise
money to bail out its creditors, its stockholders, and itself.
We speak here to only the last part of this. We are charged as Trustees of

the Debtor's estate with responsibility for exploring fully everything that hap-
pened at Penn Central and with dealing fairly with all private and public
interests which are involved. But our discussion with the Committee, particu-
larly as it involves any financing of Penn Central, specifically rejects any ele-
ment of raising funds to pay creditors or to increase stockholders' equity. We
point out that the expansion we propose in deficit financing, so that the viability
of the enterprise can be tested, puts some of those other interests at increased
risk. Many of the PCTC creditors would probably consider their interest en-
hanced by our proceeding toward (i) liquidation, or (ii) nationalization. When
we propose additional deficit financing—relying on public credit—we are recom-
mending what we think has to be done in order to provide a railroad service
which a substantial part of the country depends on and the public interest de-
mands.
This point is so important that we suggest several general principles which

should control any joint public-private financing arrangement which may be
considered.
The purpose of any Federal assistance program should be to improve Amer-

ica's rail network, rather than to maintain an unsatisfactory status quo. This
will require concurrent programs designed: ultimately, to reform the national
transportation system and re-establish the railroad industry generally on a
healthy private enterprise basis: most immediately, to permit continuation of
essential services which have a prospect of viability.
Penh Central's problems must be viewed first in national context.
While this railroad has many unique characteristics and problems, important

causes of its illness are those which afflict the railroad industry generally.
Some of these the industry may well have brought upon itself but others are
due to Federal financing to the advantage of competing forms of transport and
to an anachronistic regulatory pattern, which treats them as a monopoly they
no longer are.
We are preparing a special presentation of all of those regulatory strictures

which affect adversely and unwisely, in our judgment, the PCTC situation. We
will make this presentation as soon as we can to the ICC, and will urge our
critical financial condition as a reason for expedited processing.
This will include proposals for the emergency abandonment program which

present circumstances dictate. Under stepped-up procedures, the Trustees could
certify those lines of rail which fail to meet the avoidable costs incurred in
their operation. The law should permit the review of these lines on a system
approach rather than on a one-by-one basis, as in the past. If the cost findings
are affirmed and the reviewing agency finds that continued operations on these
lines are not necessary for the preservation of essential rail services, either
abandonment should be directed or regional authorities should be created to
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contract for the continuation of lines for which abandonment would otherwise
be directed.
The recently published ASTRO Report outlines a broad corrective program

of what it terms "creative Federal involvement" to redress the balance and put
railroads on a sound footing within private enterprise. We endorse the pro-
posals contained in the report.
There is the immediate necessity, and now the timely opportunity, to estab-

lish a more rational labor policy in the railroad industry. Presidential Emer-
gency Board No. 178 has recommended significant changes in working rules
and also a new collective bargaining procedure. The adoption of these rules
changes and this procedure will improve greatly the prospects for a sound
future in this industry.
Pending the close consideration which will have to be given to a general re-

form, the pressing needs of the immediate situation must be met.
A program is urgently required to meet the situation of a railroad, like Penn

Central, which is operating under Section 77 of the Bankruptcy Act and which
is confronted with imminent cessation of essential railroad services.
The program should be tailored to insure that new infusions of funds will be

used, not solely to maintain, but basically to improve the standard of service
rendered to the public.
It should also make clear that all internal sources of cash will be used for

railroad purposes to the fullest extent consistent with the law. Diligent efforts
must be made to exhaust all private sources of borrowing. Wherever practicable,
unencumbered assets should be collateralized to secure such loans. This would
include accounts receivable financing, and the assignment of future income from
non-transportation properties.
Use of funds derived from this program should be restricted to meeting the

deficiency by which internally generated cash fails to cover expenses for essen-
tial services including, without limitation: payroll; personal injury and freight
loss and damage claims; state and local taxes which are not assessed in a dis-
criminatory fashion; maintenance of way, structures and equipment; debt serv-
ice (principal and interest) on freight equipment obligations; elimination and
protection of hazardous grade crossings.
No payment should be permitted of unencumbered assets to satisfy pre-bank-

ruptcy debt (except equipment obligations) or for dividends.
The interim program we contemplate would cover the next five years. How-

ever, at a much earlier point in time, the Trustees would undertake to formu-
late a plan of reorganization for the railroad and present it to the appropriate
authorities. In the alternative, should they not consider reorganization feasible,
they would similarly report their findings.
A variety of Federal programs must be considered.
First. Legislative proposals presently before the Committee provide for the

guarantee by the Federal Government of private borrowing by railroads. We
support such legislation, but feel at the same time that either in its terms or
as part of the implementing procedures there should be a reflection of some
of the general suggestions we have made here. It is important to determine in
this same connection whether and to what extent the loan guarantee authority
in Section 701 of the National Rail Passenger Service Act will be available to
Penn Central to meet the problems facing it.
We propose consideration of the possibility that a loan guarantee program

be linked, in the authorizing legislation itself, to the liquidation of the borrow-
ing carrier's "non-railroad" assets to whatever extent might be called for.

Second. Should the loan guarantee program fail to prove adequate, the na-
tional impact of a liquidation of the nation's largest railroad would justify
establishment of a short-term service contract arrangement between the United
States and Penn Central's Trustees to preserve essential rail operations. Pro-
vision could be made for repayment, either in a plan of reorganization or
currently from the sale of non-rail road assets, of portions of the contract pay-
ments deemed to have benefited private creditors. This would include, for exam-
ple, payments on account of state and local taxes which remove tax liens or
improvement programs which enhance the value of mortgaged properties.

Third. There is also the possibility of working out an alternative financing
procedure which would leave for subsequent determination the question of
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whether the original funding which would be required is (i) to be repaid by
the carrier if its operations are profitable, or (ii) is to be treated as a payment
for services rendered if, even with due diligence and the exhaustion of all
private financing possibilities, there is a continuing operating deficit. Such an
arrangement could properly include a specification of essential services.
This statement has necessarily been long. The situation it covers is obviously

serious. The reason for going into it at such length is our conviction that if

the Penn Central situation can be generally understood, whatever doubts there
may be about the past can be replaced by an attitude of cautious but construc-
tive confidence in the future.
We have suggested the combination of self-help and broader cooperation and

assistance which we think will work. Most of what we have talked about is self-
help. But we have made it clear that we are presently dependent, to get back
on our feet, on government cooperation and assistance.

If, five years from now, the Penn Central is viable, credit will have to be
divided among these major influences:

1. Vital government help at a crucial time, which is now.
2. A hard-hitting, aggressive management, able to surmount the difficulties of

high-cost terminal operation either with new and different methods or imagina-
tive pricing concepts or otherwise.

3. A labor force that identifies its self interest with the interests of the rail-
road and is willing to accept changes in out-dated rules and working conditions.

4. A steadily growing economy with inflationary influences at a minimum.
5. A more enlightened government approach to rail transportation including

a willingness to treat it in the same manner as competing modes and to lift
the more onerous regulatory restrictions.

Since Penn Central's public services are vital and cannot be dispensed with,
the choice is between relying on a combination of these forces or turning the
railroad over to the Government.

[Attachment A]

PENN CENTRAL TRANSPORTATION CO. OPERATIONS

Penn Central is the nation's largest transportation company, with some
20,000 miles of railroad lines spread over 16 states, the District of Columbia,
and two provinces in Canada.
Its operating territory stretches from Chicago and St. Louis to Boston, New

York City, Philadelphia, Baltimore and Washington. This territory contains
half of the nation's population and 72 of the 195 metropolitan areas with popu-
lations in excess of 100,000. It also includes 55 percent of America's manufac-
turing plants and 60 percent of its manufacturing employees.
Penn Central itself provides employment for more than 90,000 persons; its

annual payroll costs, including fringe benefits, exceed $1 billion. Were Penn
Central not in reorganization, it would be contributing more than $85 million
annually in state and local taxes.
Penn Central's private net investment in rail transportation properties is

more than one-sixth of the total investment in the American rail industry. The
railroad operates about 3,000 freight and passenger trains each day and moves
about one million tons of freight and 300,000 passengers every 24 hours.

Specifically, there is hardly a major commodity produced or imported in this
country which Penn Central does not handle at one time or another. Coal,
metals, automobiles, foods, paper, grain, chemicals, construction materials and
thousands of consumer products move on the Penn Central every day. The
revenues from all freight revenues total nearly a billion and a half dollars each
year. Additionaly, Penn Central's TrailVan service handles hundreds of com-
modities in containers and highway trailers on flat cars in high-speed trains.
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The importance of Penn Central to the United States is illustrated in many
ways

Penn Central interchanges with 164 railroads at 1,088 points;
Penn Central is the only railroad directly providing freight service to

Manhattan.
Penn Central is the principal railroad serving the ports of New York,

Albany, Boston and Philadelphia and a major railroad serving the ports
of Baltimore and Norfolk.
Penn Central is the leading railroad for the movement of automobiles,

chemicals, metals and manufactured consumer products and the second
largest grain hauler among this nation's rails;
Ten of Penn Central's eleven leading shippers are among the top twenty

percent on Fortune's list of the 500 largest industrial corporations;
Penn Central exclusively serves 34 U. S. Army installations, depots, arse-

nals and plants, 13 naval bases, stations and centers, 12 Air Force bases,
and other defense facilities.

As a passenger carrier, Penn Central is the nation's second largest railroad—
surpassed only by the Long Island Rail Road. Most of its passengers are com-
muters and more than 115,000 of them are served by the New York area trains.
Additionally, Penn Central carries daily approximately 75,000 commuting pas-
sengers in the Philadelphia area, some 14,500 in Boston and nearly 1,000 be-
tween Baltimore and Washington, D. C. It is the only passenger railroad serving
the densely populated Northeast Corridor. The Metroliner fleet has carried more
than 1.7 million passengers and is currently averaging 3,450 passengers each
day. Penn Central's conventional trains between New York and Washington
carry a daily average of 13,675 passengers.

PENN CENTRAL CORPORATE STRUCTURE

The key unit in what is loosely referred to as "Penn Central" is the Penn
Central Transportation Company (PCTC, or "the transportation company")
which resulted from the merger, in February 1968, of the Pennsylvania Rail-
road Company and the New York Central Railroad Company. This is the com-
pany which on June 21, 1970, filed for reorganization under Section 77 of the
Bankruptcy Act. We hold the property of the transportation company as Trus-
tees, responsible to Judge Fullam for the conduct of its business. Its Board of
Directors no longer operates the Company.

All of the stock of the transportation company is owned by Penn Central Com-
pany, which was set up in October 1969. Its principal asset is the stock of PCTC.
Penn Central Company is not in bankruptcy; it exercises no control over

PCTC, nor do the Trustees exercise any control over the holding company.
PCTC owns and operates the Penn Central railroad. In addition, it has a

controlling interest in over a hundred subsidiary corporations. Some of these
are railroad companies, others are not.
PCTC has large holdings in non-transportation properties, chiefly real estate.

Its ownership includes, for example, five large New York City hotels and,
through a subsidiary corporation, a substantial interest in Executive Jet Avia-
tion, Inc. The largest PCTC subsidiary is the Pennsylvania Company, in which
PCTC holds 100 percent of the common stock (the preferred stock being held
publicly). Pennsylvania Company in turn holds a controlling interes,, in a num-
ber of subsidiaries, of which the largest are: Buckeye Pipe Line Company;
Great Southwest Corporation; A rvida Corporation. Pennsylvania Company also
owns, in conjunction with the transportation company, a 24 percent interest in
Madison Square Garden Corporation. Its various other holdings include several
rail companies that operate as an integral part of the Penn Central railroad
network. The largest subsidiaries controlled by Pennsylvania Company also
have "sub-subsidiary" corporations under them. Pennsylvania Company is not
in bankruptcy.
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ATTACHMENT B

George P. Baker, Richard C. Bond, Jervis
Langdon, Jr. and Willard Wirtz

Trustees of the Property of
PENN CENTRAL TRANSPORTATION COMPANY, DEBTOR

SOURCE AND APPLICATION OF FUNDS 

(To Accordance with Regulations of the Interstate Commerce Commission)

Dollars in Millions

SOURCE

1971
1970

Forecast
Advance Advance 1/

Finel.Plan Finc'l.Plan

$(188.2)

96.3

$ (47.5)

96.3

$(300.9)

97.9

Net Ordinary Earnings(Loss)for Company
Adjustments to Earnings:
Depreciation
Deferral of Payments-Reorganization 174.9 174.9 87.5
Accounts Payable Increase 92.0
Accrual for Anticipated Wage Incr's. - - 46.5
Other Adjustments to Earnings (8.9) (8.9) 30.9

Total Adjustments 262.3 262.3 354.8

Net Cash Provided by Operations 74.1 214.8 53.9

Other Sources
Proceeds from Sale of Property & Salvage 35.9 35.9 32.5
Gov't. Contribution N.E. Corridor 1.5 1.5 4.6
Passenger Se/vice Subsidies 28.3 28.3 -
Other - - (14.4)

Sub-Total 65.7 65.7 22.7

TOTAL SOURCE OTHER THAN FINANCING 139.8 280.5 76.6

APPLICATION

Capital Program-Equipment 14.7 14.7 13.0
Capital Program-Road 74.6 74.6 68.0
Debt Retirement (1971-Equipment Only) 63.0 63.0 89.3
Debt Service-Commercial Paper - 21.9
Merger Reserve 10.0 10.0 16.4
Retroactive Wage Payment for 1970 46.5
PassengerService Expenses Net of Revenues 28.3 28.3
Other - 25.2

TOTAL APPLICATION 237.1 190.6 233.8

NET INCR.(DECR.) IN CASH-OTHER THAN FIN. $ (97.) $ 89.9 $(157.2)

CASH ,AT BEGINNING OF YEAR $ 20.5 $ 20.5 $ 58.0

FINANCING TO MAINTAIN CASH BALANCE $ 97.3 $ 119.7

CASH AT END OF YEAR $ 20.5 $ 110.4 $ 20.5

1/ These figures exclude any increase in current rate of pay and any retro-
active adjustment for Labor agreements not settled as of this date.

NOTE: The above figures, for 1971, do not include a $183.5 million Capital
Equipment Program that needs to be financed. The 1970 Forecast does
not include Capital Equipment Financing of $112.3, of which $75.5 has
been secured.

November 20, 1970
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ATTACHMENT C

0  P. 0.6or, Rickard C. Isrid, Jervis
lameritom, Jr. sod WIllerd Rio,
Ir... of rho P i of

Penn Central Transportation Company, Debtor

GENERAL BALANCE SHEET

(In Accordance with Regulations of the Interstate Commerce Commission)

Sheer I of 2

ASSETS
September 30, 1970 December 31, 1969

CURRENT ASSETS
701 Cash (in transit $4,094,256; 1969-$13,484,465) $ 43,839,700 $ 61,117,923
702 Temporary cash investments 211,882 10,077,775
703 Special deposits 842,933 9,135,779
704 Loans and notes receivable 1,332,232 1,495,183
706 Net balance receivable from agents & conductors 101,800,349 92,258,004
707 Miscellaneous accounts receivable 79,510,703 58,854,455
708 Interest and dividends receivable 4,083,335 5,019,842
709 Accrued accounts receivable 175,716,827 135,553,420
710 Working fund advances 1,543,954 1,307,879
711 Prepayments 3,303,145 6,903,184
712 Material and supplies 85,998,488 89,669,579
713 Other current assets 8,292,411 6,421,902

Total Current Assets 506,475,959 477,814,925
SPECIAL FUNDS

715 Sinking Funds 609 609
716 Capital and other reserve funds (exclude. Company'.

issues $4,293,320; 1969-$5,422,071) 24,383,238 6,619,024
717 Insurance and other funds 11,992,641 13,083,267

Total Special Funds 36,376,488 19,702,900
INVESTMENTS

721 Investments in affiliated companies
Stock:
Leased railroads 550,440,239 550,043,865
Other railroads 88,151,380 91,522,530
Pennsylvania Company 118,278,014 118,278,014
Other companies 29,880,129 31,546,379

Bonds, notes and advances:
Leased railroads 119,665,028 186,020,502
Other railroads 117,516,030 102,354,231
Other companies 91,834,362 73,478,895
Total Investments in Affiliated Companies 1.115,765,182 1,153,244,416

722 Other investments
Stock:

Railroads 4,385,841 4,385,841
Madison Square Garden Corp. 11,499,995 11,499,995
Other companies 427,863 427,835

Bonds, notes and advances:
Railroads 4,497,821 4,467,607
Other companies 3.935.72) 2,497,218
Total Other Investments 23,847,245 23.278,496

723 Reserve for adjustment of investment in securities-Cr. 17,591,229
Total Investments 1,122,021,198 1,176,522,912

PROPERTIES
731 Road and equipment property:

Road 1,849,865,167 1,833,946,687
Equipment 1,692,621,696 1,725,339,946
Other property accounts (12,066,402) (14,173,342)

3,530,420,461 3,545,113,291
732 Improvement, on leased property:

Road 265,622,336 263,695,436
Equipment 3,440,594 3,529,793
General expenditures 4,852,976 4,854,626

273,915,906 272,079,855
Total Transportation Property 3,804,336,367 34817,193,146

735 Accrued depreciation - Road and equipment (884,196,277) (875,534,971)
736 Amortization of defense projects - Road & equipment (40,079,586) (41,545,417)

Recorded depreciation and amortization (924,275,863) (917,080,388)
Total Traneportation Property Lees
Recorded Depreciation and Amortization 2,880,060,504 2,900,112,758

737 Miscellaneous physical property 97,606,515 96,050,816
738 Accrued depreciation - Miscellaneous physical property (42,912,281) (41,223,764)

Miscellaneous physical property less
recorded depreciation 54,694,234 54,827,052

Total Properties Less Recorded
Depreciation and Amortization 2,934,754,738 2,954,939,810

OTHER ASSETS AND DEFERRED CHARGES
741 Other assets 17,691,826 35,859,113
742 Unamortized discount on long-term debt 1,244,836 1,406,522
743 Other deferred charges 39,410,901 33,511,978

Total Other Assets and Deferred Charges 58,347,563 70,777,613
TOTAL ASSETS $4,657,975,946 $4,699,758,160
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Gerrre• P. 11•11, III,h•rd C. II•nrl,
L•14.11i•O, Jr ••11 Willard Wirt.

T rro rot ilr• Pr•rr•rey

Penn Central Transportation Company, Debtor

GENERAL BALANCE SHEET

(In Accordance with Regulations of the Interstate Commerce Commission)

Sheet 2 of 2

LIABILITIES AND SHAREHOLDERS EQUITY
September 30, 1970 December 31, 1969

$ 36,430,000
11,093,093
162,457,183

$ 102,048,000
3,378,136

43,317,081

CURRENT LIABILITIES
751 Loans and notes payable
752 Traffic and car service balance - Cr.

753 Audited account-a and wages payable

754 Miscellaneous accounts payable 30,134,392 25,595,191

755 Interest matured unpaid 15,182,652 12,720,449

756 Dividends matured unpaid 312,904 10,805

757 Unmatured interest accrued 3,351,340 15,428,097

758 Unmatured dividends declared 119,366 162,917

759 Accrued accounts payable 286,686,512 230,499,421

760 Federal income taxes accrued 667,857 357,662

761 Other taxes accrued 57,918,705 39,784,234

763 Other current liabilities 44,676,641 10,153.259

Total Current Liabilities 649,030,645 483,455,252

LONG-TERM DEBT DUE WITHIN ONE YEAR

764 Equipment obligations
and other debt 96,516,017 106,058,013

LONG-TERM DEBT DUE AFTER ONE YEAR
765 Funded debt unmatured 1,088,010,225 1,140,722,655

766 Equipment obligations 457,468,766 493,862,259

768 Debt in default 108,524,137

769 Amounts payable to affiliated companies 127,277,433 118,710,975

Total Long-Term Debt Due After One Year 1,781,280,561 1,753,295,889

RESERVES
771 Pension and welfare reserves 6,195,272 6,646,084

772 Insurance reserves 5,169,239 5,489,319

774 Casualty and other reserves 147,177,734 161,028,212

Total Reserves 158,542,245 173,163,615

OTHER LIABILITIES AND DEFERRED CREDITS
781 Interest in default 26,893,608 -

782 Other liabilities 27,509,287 28,797,678

783 Unamortfted premium on long-term debt 72,116 75,911

784 Other deferred credits 57,361,601 61,399,187

785 Accrued depreciation - Leased property 168,291,695 167,343,379

Total Other Liabilities and Deferred Credits 280,128,307 257,616,155

SHAREHOLDERS' EQUITY
791 Capital @tack issued 241,137,030 241,137,030

CAPITAL SURPLUS
794 Premiums and ...moments on capital stock 87,610,462 87,610,462

795 PAd-in surplus 1,002,403,106 1,002,403,106

Total Capital Surplus 1,090,013,568 1,090,013,568

RETAINED INCOME
797 Retained income - Appropriated 1,422,000

798 Retained income - Unappropriated 361,327,573 593,596,638

Total Retained Income 361,327,573 595,018,638

Total Shareholders' Equity 1,692,478,171 1,926.169,236

TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY $4.657.975,946 $4,699.758,160

Dated: Certified a. correct:

C. S. Hill
Controller

Notes,
1. The above statement is presented in accordance with accounting regulation, of the Int

er-

state Commerce Commission and such regulations do not agree in certain respects with

generally accepted accounting principles.

2. The transportation company'. results of operations are included without adjustment,

except as described in note 3 below, which ultimately may result from the company's

entry into reorganization under the Bankruptcy Act on June 21, 1970. These results

include the period prior to the appointment of the Trustee. in Reorganization and

for this prior period do not constitute the report of the Trustee..

Debt in default classified in the balance sheet represents obligations not paid on

their scheduled maturity dates. The payment of certain debt obligation. has been deferr-

ed by court order. The reorganization proceedings have resulted in technical defaults

on subetantial additional portions of the transportation company's debt.

3. Provialon, in the estimated amount of $17,591,229 is made for impairment in value of

investment. in Lehigh Valley Railroad, which entered reorganisation July 24, 1970 under

the Bankruptcy Act, and incidental holdings as to which realization has become doubtful

since reorganization of the Penn Central Transportation Company.
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Cleerge P. lake, Richard C. Bend, Jervis

lunation, Jr. and Willard WW1

Trustees el the Property of

Penn Central Transportation Company, Debtor

INCOME STATEMENT

(/n Accordance with Regulations of the Interstate Commerce Commission)

September

RAILWAY OPERATING REVENUES

January 1 to September 30

1970 1969 1970 1969

$ 115,922,114 $ 114,194,831 Freight 8 1,053,823,896 $ 989,486,094

11,270,918 11,472,045 Passenger 108,626,187 109,938,253

3,990,351 4,363,055 Mail 33,409,160 41,849,461

349,483 68,857 Express 1,885,276 2,461,881

1,774,414 1,921,198 Switching 16,348,680 16,358,503

2,580,490 2,509,236 Demurrage 22,071,938 17,220,230

4,561,578 7,314,189 All Other 41,300,199 45,028,249

140.449,348 141,843,411 Total 1.277.465.336 1.222.342.621

RAILWAY OPERATING EXPENSES

17,941,129 13,596,665 Maintenance of way and structures 164,851,598 137,084,547

24,559,342 21,969,492 Maintenance of equipment 242,760,645 203,855,062

1,793,894 2,000,769 Traffic 17,119,742 17,980,990

71,615,810 65,562,381 Transportation 665,377,830 588,807,728

828,573 895,358 Miscellaneous operation. 8,310,875 8,866,785

8,498,213 8,419,059 General 80,192,250 74,953,787

125,236,961 112,443,724 Total 1.178.612.945 1.031.548.899

15,212,387 29,399,687 Net Revenue from Railway Operations 98.852.396 190.793.722

11,958,748 12,127,688 Railway Tax Accruals 113,140,290 84,103,383

19,002,322 12,832,019 Hire of equipment - Debit balance 148,655,983 135,484,913

418,444 280,699 Joint facility rents - Debit balance 3,605,122 3,572,925

(16,167,127) 4,159,281 Net Railway Operating Income (Loss) (166,548.999) (32.367.499)

OTHER INCOME
Revenue from miscellaneous operations 146,539

9,910 20,677 Income from leaee of road and equipment 148,088 204,539

1,110,526 928,025 Miscellaneous rent income 8,862,103 8,598,546

1,494,753 1,761,810 Income from nonoperating property 14,748,925 15,595,752

6,084 Separately operated properties - Profit 54,751 3,687

444,907 14,173,220 Dividend income 18,705,676 53,477,774

399,033 483,771 Interest income 3,935,127 3,247,745

152,812 52,544 Income from sinking and other reserve funds 1,066,240 542,375

422 427 Release of premiums on funded debt 3,796 3,850

624,411 1,789,292 Miscellaneous income 19,894,680 7,390,961

4,242,858 19,209,766 Total Other Income 67,419,386 89,211,768

(11.924.269) 23.369.047 Total Income (Loss) (99,129,613) 56,844,269

MISCELLANEOUS DEDUCTIONS FROM INCOME

975 Expenmes of miscellaneous operation. 29,335

3,980 5,828 Taxes on miscellaneous operating property 41,428 41,435

45,922 28,965 Miscellaneous rents 537,676 563,600

131,490 146,546 Miscellaneous tax accruals 1,184,208 1,182,602

272,249 812,734 Separately operated propertlea-Loss 2,697,064 3,328,194

117,371 68,993 Maintenance of investment organization 1,066,821 944,376

25,354 92,101 Income transferred to other companies 367,592 179,744

174,994 317,434 Miscellaneous income charges 18,952,705 2,009,752

771,360 1,473,576 Total Miscellaneous Deductions 24,847,494 8,279,038

(12,695,629) 21,895,471 Income (Loss) Available for Fixed Charges (123,977,107) 48,565,231

FIXED CHARM

2,959,303 2,284,641 Rent for leased roads A equipment 24,547,656 19,885,737

Interest on funded debt:

4,205,542 7,778,036 Fixed interest not in default 52,054,400 61,643,491

4,521,400 Interest in default 25,815,499

351,921 1,101,271 Interest on unfunded debt 6,964,805 6,763,574

26,803 28,120 Amortization of discount on funded debt 331,598 286,965

12,064,969 11,192,068 Total Fixed Charge, 109,713,958 88,779,767

(24,760,598) 10,703,403 ORDINARY INCOME (LOSS) (233,691,065) (40,214,536)

(8,817,778) Prior period items (8,817,778)

$ (24,760,598) $ 1,1385,625 NET INCOME (LOSS) $ (233,691,065) 5 (49,032,314)

Dated: Certified as correct.

C. S. Hill
Controller

Notes:
I. The above statement is presented in accordance with accounting regulations of Lne Interstate Commerce Commission

and such regulations do not agree in certain respects with generally accepted accounting principles

2. The traneportation company's results of operations are included without adjustment, except as described in

note 3 below, which ultimately may reault from the company's entry into reorganisation under the Bankruptcy

Act on June 21, 1970. These results include the period prior to the appointment of the Truitt*. in Reorgan-

ization end for this prior period do not constitute the report of the Trustees.

Internet in default provided in th. im_ume statement represents interest on obligations not paid on their

scheduled maturity dates. The payment of certain debt obligations has been deferred by court order. The

reorganization proceedings have remulted in technical defaults on substantial additional portions of the

transportation company'. debt.

3. Provision, in the estimated amount of $17,591,229 is made for impairment in value of investments in Lehigh
Valley Railroad, which entered reorganization July 24, 1970 under the Bankruptcy Act, and incidental holdings

as to which realization has become doubtful since reorganization of the Penn Central Transportation Company.



701

FEDERAL RESERVE BANK OF PHILADELPHIA

OFFICE OF THE

PRESIDENT

50-934 0 - 71 - pt. 3 - 6

PHILADELPHIA, PENNSYLVANIA 19101

November 20, 1970

Mr. Jervis Langdon, Jr.
Penn Central Transportation Company
6 Penn Center Plaza, Room 1836
Philadelphia, Pa. 19104

Dear Mr. Langdon:

In reply to your letter of November 20,

1970 requesting a statement with regard to the

ability of the Federal Reserve Bank to extend credit

to the Penn Central Transportation Company, I am en-

closing a memorandum which states our position on

the matter. This memorandum summarizes the results

of extensive investigation on the part of the staffs

of the Federal Reserve Banks of Philadelphia and New

York. I concur in its conclusions.

I shall maintain a continuing interest in

view of the concern of the Reserve Bank for the

economy of the District, and the importance of con-

tinued operation of the Penn Central Transportation

Company to the economy of the entire region which it

serves.

DPE/b
Encl.

Sincerely,

David P. Eastburn
President
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November 20, 1970

Subject: Federal Reserve Bank lending to the
Trustees of the Penn Central Transportation Company

From: E. A. Aff, Vice President, Federal Reserve Bank of Philadelphia
T. M. Timlen, Vice President, Federal Reserve Bank of New York

This has reference to Mr. Jervis Langdon's letter of November 20,

1970 as to our conclusion on whether credit could be extended to the

Trustees of the Penn Central Transportation Company by the Federal Reserve

Bank of Philadelphia to enable the Company to continue its operations.

On August 25, 1970, Mr. Langdon and the other Trustees met with

representatives of the Federal Reserve Banks of Philadelphia and New York

for the purpose of discussing the status of the Penn Central Transportation

Company and exploring possible approaches to its financial problems, includ-

ing the extension of credit by the Reserve Banks. We agreed to study the

situation and to analyze information provided by the Company. From time to

time, subsequent to that meeting, we have discussed various aspects of the

matter with Mr. Langdon and his associates.

The only statutory authority under which we may consider the ex-

tension of credit in this situation is Section 13, Paragraph 3, of the

Federal Reserve Act. Under that paragraph a Federal Reserve Bank, if au-

thorized by the Board of Governors of the Federal Reserve System in unusual

and exigent circumstances, may discount for individuals, partnerships, or

corporations, notes eligible for discount for member banks when such notes

are indorsed or otherwise secured to the satisfaction of the Federal Reserve

Bank.

We have carefully analyzed the data submitted by Penn Central,

together with other available information. We have studied the question

of the possible amount of funds that would be needed to keep the railroad

operating, its projected cash flow, collateral that might be available,

the possible duration of the loan, and the probabilities of the ultimate

repayment of a loan.

At this time, based on the information available to us, it is

our view that it would not be appropriate for the Federal Reserve Bank of

Philadelphia or the Federal Reserve Bank of New York to extend credit to
the Penn Central Transportation Company under Section 13, Paragraph 3, of

the Federal Reserve Act.

FEDERAL RESERVE BANK OF PHILADELPHIA FEDERAL RESERVE BANK OF NEW YORK
By

/t

Edward A. Aff, Vice Preside Thomas M. Timlen, Jr., Vice Presi ent
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STATEMENT OF JOHN S. GUEST, FINANCIAL CONSULTANT AND GENERAL PARTNER,
KUHN, LOEB AND CO.

My name is John S. Guest. I am a general partner of Kuhn, Loeb & Co., an
investment banking firm with offices at 40 Wall Street, New York, New York.
Under arrangements made with the Penn Central Transportation Company

Trustees and confirmed by order of Judge Fullam, my firm has served since
October 22, 1970, as financial adviser to the Trustees. I am in charge of a task
force in my firm which has the responsibility for this assignment. In this capac-
ity, I work closely with Mr. Robert G. Fuller, who has served as financial ad-
viser to the Trustees since September 21, 1970, and with the financial officers
of the Company.
I have reviewed the extensive efforts taken by the Company to obtain fi-

nancing in the private sources for operating funds, capital expenditures and
equipment requirements. I have made independent inquiry of my own through
direct discussions with senior officials of leading financial institutions. On this
record and also on the basis of my own experience in financial matters, I have
confirmed the conclusion which the Trustees have reported in their testimony
today.
The principal sources of potential financing that have been explored are (1)

commercial banks and finance companies, (2) insurance companies, (3) pension
funds, (4) the broad category of investors served by investment bankers, (5)
suppliers, (6) other railroads, (7) shippers. With one special exception related
to the acquisition of equipment that I will discuss subsequently, all of these
sources have indicated an unwillingness at this time to extend any credit, either
directly or indirectly, to the Trustees of Penn Central. The grounds for this
reluctance, as expressed by institutions which are existing creditors of the Com-
pany as well as by others who are not creditors, is a strong feeling that there
must be some extensive evidence of a turnaround in the financial and operating
results of the Company before any financial commitments can be made. More-
over, it does not appear that the Company has available any significant un-
pledged non-transportation assets such as real estate which would be acceptable
collateral for further borrowing.
The following recites the position of each of these sources as expressed to

the Company at this time:

(1) Commercial Banks and Finance Companies
Penn Central Transportation Company has relationships with approximately

one hundred commercial banks in this country and Canada. The total indebted-
ness of the Company to these banks is in excess of $600 million. Of this amount,
payment of interest and principal has been suspended on over $440 million of
this indebtedness, and $175 million represents equipment debt held by banks
that is being serviced as provided by a court order issued August 19, 1970. In
addition, commercial banks have loaned subsidiaries of the Company over $150
million.
There has been constant contact between the Trustees and their staff with

the commercial banking community. The principal banks with which the Com-
pany does business possess sufficient information to enable them to judge the
risk factors that would be involved in the purchase of Trustees' Certificates.
There are a number of elements which make it extremely difficult for com-

mercial banks to commit to acquire Trustees' Certificates. Twenty-five major
banks in this country have already committed their maximum legal lending
limit to the Company and its subsidiaries. Most of the other major banks
where the Company has important relationships would have only a modest
amount of funds available because of legal lending limit restrictions.
There are, of course, a few large banks that have played a minor role in

financing the Company, but these banks have indicated to financial officers of
the Company that, in view of the large amount of potential loan requirements
from their present customers during the next few years, they would not be
interested in acquiring Trustees' Certificates.
In general, commercial banks fully recognize that they have a major stake

in assisting with the reorganization of the Company and desire to participate
in a constructive way during the reorganization. However, the banks take the
position that until such time as the Company can better demonstrate an ability
to pay interest and amortize the principal on new loans, they are not prepared
to commit additional funds.
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It is customary for a borrower who has exhausted all possibilities of bank
borrowing to turn to finance companies, and I understand that discussions have
been commenced looking towards a loan secured by a pledge of the Company's
receivables. Such an arrangement, if it could be consummated, would represent
a one-shot palliative. At all events, this type of financing, even if it were feasi-
ble, would be of such limited amount that it could not support the cash needs
of the railroad for very long.

(2) Insurance Companies
The Trustees' financing requirements for 1971 have been discussed at length

with several large life insurance companies that hold some $500 million of the
Company's obligations on which, with the exception of equipment obligations,
interest and principal are no longer being paid. These institutions also have
a great stake in the viability of the Company, but they have indicated very
definitely that they cannot consider advancing new funds to acquire Trustees'
Certificates until such time as the Company demonstrates an ability to repay
any new indebtedness.

(3) Pension Funds
Recently, my firm consulted several of the largest state and municipal pen-

sion funds to solicit their interest in acquiring Trustees' Certificates. While
expressing deep concern regarding the plight of the railroad and in certain
cases a positive desire to be helpful, they pointed out that their investment
policies are closely governed by state law or regulations, which would likely
inhibit their ability to purchase Company Trustees' Certificates. Most of such
funds would also require a satisfactory rating from a bond rating agency,
which would be difficult to obtain. Notwithstanding these uncertainties, every
effort will be made to develop these sources.
Banks acting as trustees for large corporate pension funds have advised the

Trustees' representatives that, pending evidence of a turnaround in the rail-
road's affairs, they are not in a position to buy Trustees' Certificates for these
funds. Self-administered corporate pension funds, who were contacted directly,
took a similar position.
The suggestion has been made that the Railroad Retirement Fund be author-

ized to make loans to railroads. I have been advised that adoption of such a
suggestion would require new legislation. If that legislation were enacted, this
could be an important source of new funds.

(4) Investment Bankers
In recent months presentations on the Trustees' behalf have been made to

four other major investment banking concerns for the purpose of determining
their interest in assisting in the sale of Trustees' Certificates and/or Trustees'
equipment obligations, either as underwriters or as private placement agents.
These firms responded that it would be impossible at this time to market, or
place privately with their customers, Trustees' Certificates or any of the types
of securities used to finance the acquisition of equipment, such as conditional
sale agreements or equipment trust certificates.
From my experience as an investment banker, I concur in such opinions and

say that they reflect real doubts as to the Trustees' ability to service new debt.
(5) Suppliers

Prior to June 21, 1970, the date of reorganization, the Company had placed
with General Motors Corporation an order to build 145 locomotives. Although
a tentative commitment for the financing for the acquisition of this equipment
had been arranged prior to reorganization, the financing commitment was sub-
sequently withdrawn. General Motors recognized that the Company desperately
needed the locomotives and proceeded to build the locomotives with the order
despite the lack of a financing commitment. During the past several months a
number of alternatives have been thoroughly explored for financing these loco-
motives. In the next week or so, General Motors and the Trustees hope to an-
nounce that such financing has been completed. However, it is particularly
important to note that if this financing is finalized, the institutions who com-mit the funds will be receiving an obligation of the Trustees affirmed by thecourt, but will be relying essentially on a General Motors guarantee as to pay-ment of principal and interest.
Preliminary discussions have also been held with other Company suppliersalong the lines of the transaction contemplated for financing of the G. M.

A
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locomotives. However, until such time as the concept of the G. M. locomotive
financing is delineated, it is premature to attempt to negotiate similar arrange-
ments with other suppliers. Leasing companies, who frequently act as inter-
mediaries in equipment financing, have expressed an inability to assist in any
financing for the Trustees at this time.

(6) Other Railroads
Certain other railroads have tentatively agreed to participate in the G. M.

locomotive financing previously mentioned, by means of a contingent purchase
agreement. On the other hand, it has not proved possible to work out a fi-
nancing arrangement whereby another railroad would buy equipment which in
turn would be leased to the Trustees.
In view of the critical financial condition of the industry as a whole, it is

not realistic to expect the Penn Central Transportation Company, which is the
largest element in the industry, to obtain significant financial support from
other railroads.

(7) Shippers
The Trustees and their staff have reported their discussions with shippers,

which generated very little interest in helping the railroad with its financing
requirements. Such an involvement raises a whole host of legal questions and
other issues for these companies.
In conclusion, the Trustees have directed me to pursue all of the foregoing

sources, and others, without awaiting the outcome of any legislative proposals
before this Committee. Nevertheless, those efforts are within the context of
selling Trustees' Certificates not carrying a direct or indirect guarantee of the
United States government.
If such a guarantee were to be made available, the difficulties which have

been encountered would be eased, and I would expect that guaranteed Trustees'
Certificates would be saleable to certain institutions and other investors. The
degree of marketability, as measured by the amount of guaranteed Trustees'
Certificates that could be sold, would depend upon the terms of the issue. I
would recommend strongly that if issuance of such a guarantee in the case of
the Penn Central Transportation Company is under consideration, careful
study should be given to the terms of the obligations to be covered by such a
guarantee.

(Whereupon, at 3 :30 p.m., the committee was recessed, to recon-
vene at 10 a.m. Tuesday, November 24, 1970.)





FAILING RAILROADS

TUESDAY, NOVEMBER 24, 1970

U.S. SENATE,
COMMITTEE ON COMMERCE,

Washington, D.C.
The committee met, pursuant to notice, at 10:12 a.m. in room 5110,

New Senate Office Building, Hon. Vance Hartke presiding.
Present: Senators Hartke, Cotton, Pearson, and Baker.
Senator HARTKE. Good morning, gentlemen.
Yesterday the Penn Central trustees came in to report on the rail-

road's condition. They pointed out that the railroad is in grave diffi-
culty; it faces continuing losses and continuing depletion of cash.
They believe, however, that it is worth the effort to attempt to turn
it around; they think they will know in 3 to 5 years whether or not
the railroad can be made profitable.
In the meantime, they must obtain outside financing in order to

meet their operating expenses. According to their testimony, $175
to $250 million are needed, in the next 4 months $350 to $500 million
over the next 3 years. According to the evidence given by the trustees,
they cannot obtain this money by themselves; private sources will not
lend it to them. They must rely on government assistance, directly or
indirectly.
I do not believe we can permit the railroad service to be halted in

the territory which is now served by the Penn Central. Cessation of
service would endanger the health and welfare of the citizens of the
region.
That is our legitimate goal—to preserve transportation service. We

are not about to bail out banks and investors or protect the company's
management. At the same time, we must be very cautious in our com-
mitment of the taxpayers' funds to such a project.
Yesterday the trustees agreed with my suggestions that any Fed-

eral aid was properly limited to railroads already in reorganization,
unable to obtain loans from private sources, and in danger of halting
their operations for lack of cash. Further, that funds should be lim-
ited in their use to maintaining the railroad's operations and that
the Government should receive security adequate to protect its inter-
ests.
We are interested today to learn your evaluation from the Secre-

tary of the Department of Transportation and the 
evaluation,

of the
Treasury, of the situation now that the dust has settled somewhat and
a few facts are beginning to appear. We are also interested to find out
what you have learned since you were last up here and your recom-
mendations.

(707)
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Gentlemen, I would like to say, on the question of television, that
I have talked to Senator Cotton, and he says he has objected to per-
mitting television to appear here, and that the committeee rule is that
public hearings of the full committtee or any subcommittee thereof
shall be televised or broadcast only when authorized by the chairman
and the ranking minority member of the full committee; and the
ranking minority member, Senator Cotton of New Hampshire, has
objected to television at these hearings; and therefore it is not per-
mitted here.
Quite frankly, it does not make any difference to me whether they

are or are not.
I do think, however, that the great importance of the Penn Cen-

tral's function to the American public would indicate widespread
interest. It would seem to me that it is in everyone's interest to have
the general public well informed on this matter, and that television
could make some contribution in that decision.
At any rate, this is an open hearing. We have no rules affecting the

writing press. You can keep on writing. And certainly I intend to
develop a full record so this committee will have sufficient informa-
tion on which to base a judgment.

Senator COTTON. May I respond to that?
Senator HARTKE. Yes, sir.
Senator COTTON. Mr. Chairman, under the rules of the committee,

in order to have hearings televised, approval must be given by both
the chairman of the committee and the ranking minority member.
I have never objected in the past, although I am frank to say that

I have never been very enthusiastic about televised congressional
proceedings. I guess that we are all affected by the same bug—the
minute we have proceedings televised, why, they cease to be a care-
ful, dispassionate hearing and become a kind of a competition among
members to be assured that they get their 5 cents' worth in so that
their constituents will not think that they are silent and nonpartici-
pants.
However, I have never objected before. In this particular case we

are in a peculiar situation. We have an adjourned session of the Con-
gress following a very hotly disputed and hard-fought political
campaign.
If either the Senator from Indiana or the chairman of the commit-

tee had discussed this matter with me prior to the hearings, I might
have been willing, on my part, to authorize television coverage. But
frankly, I am concerned by the situation here presented. We are
bringing a Cabinet officer up here who has taken an active part—as
is natural—in the recent campaign.
The Senator from Indiana has been reelected, for which I give

him my hearty and ungrudging congratulations.
Senator HARTKE. Thank you for that.
Senator COTTON. We should not be personal in this matter.
I think it is a dangerous time to put on a television show. And,

while I am sure—knowing from my experiences how meek and mild
the Senator from Indiana is—I am sure that we would have handled
everything in a low key and very softly, I just did not think it was
wise at this time to have televised proceedings.



709

I have been on this committee many years, and while I think the
Senator from Indiana was not at that time in the Senate, the last
time that we had real trouble in this committee was over the con-
firmation of Admiral Strauss when President Eisenhower named
him to his Cabinet and he was rejected. We then had a very bitter
time in this Commerce Committee, and it took us a number of years
to overcome the ill feeling that was engendered.
Our committee has always enjoyed, with the exception of that

period, an enviable reputation for dispassionate and careful weigh-
ing of problems before it with very little personal acrimony or par-
tisanship.
I do not like the risk of marring our reputation in this respect by

televised proceedings at this particular time. I have no apologies to
make for my decision.
It might easily have been taken care of by the courtesy of a con-

ference with the Senator from Indiana, because I am almost always
able to come to a meeting of the minds with him whenever we sit
down to attempt to do so. But I did object, and I still do object.
Senator HARTKE. I might say to my distinguished friend from

New Hampshire that in the first place I was informed that the tele-
vision had requested to be set up, and they told me this morning that
you had objected.
The Committee tells me just now that they were merely notified, as

is customary; no one asked them to come. I do not care if they come
or not. That is their decision to make. As far as I am concerned, I
did not know if they were going to be here yesterday; I found out
today the objection was raised yesterday. I did not even know it was
raised yesterday on that ground. So far as I am concerned, that
does not represent any great problem. We are not interested.
I do think the public has a right to know, and I suppose television

is entitled to their consideration. I frequently have found it very
difficult to understand why television has to be excluded and other
means of media can be included; but that is neither here nor there.
Senator CorroN. Do I understand the Senator to say he did not

know yesterday there had been an objection?
Senator HARTKE. I knew there had been an objection, but I did not

know anybody in television had even asked to appear. I do not know
now; I do not know and I do not care.
Senator COTTON. The only reason I thought that it was well known,

is that a member of the committee staff on the majority side came
over and inquired yesterday as to whether I was going to make any
explanation of the basis for my objection. I can assure you that if
you had cared to discuss the matter, I would have been happy to
discuss it.
This is not a matter of depriving the public of knowledge. I haveheard that point raised for a long time. I think we carefully reportwhat goes on during hearings before the committee.
Senator HARTKE. I might say to the distinguished Senator fromNew Hampshire that I have been here a little longer than he remem-bers. I was here and voted on the Strauss matter. I plan to be herequite a while.
Senator COTTON. You were much quieter then than you are now.
[Laughter.]
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Senator HARTKE. That is what happens to you when you get old.
All right, Mr. Secretary, are you ready?
Can he go ahead with his statement to the committee?
Senator COTTON. Yes.
Senator HARTKE. Mr. Secretary, you can go ahead.
Senator CorroN. I would like to raise a point of personal privilege

before he proceeds.
What did you say about being old?
Senator HARTKE. I find out that no one yet has been able to re-

verse that clock, and I find out each day I get older and each cam-
paign I go through makes me less concerned about comments or
inferences of any kind.

Senator COTTON. Then let me conclude this exchange on a good-
natured note. During my last campaign I was accused of being too
old.

Senator HARTKE. I did not do that, did I?
Senator CorroN. You did not?
Senator HARTKE. No.
Senator COTTON. Who around here is older than I?
Anyway, I simply responded by telling this story, about three old

New Hampshire residents who were down in Florida sitting in the
sunshine and discussing things together. They got on the rather
morbid subject of where they would prefer to be buried after they
passed on.
The first one said, "You know, I still believe in patriotism and I

just was a great admirer of that great American patriot, Nathan
Hale, who said those famous words, 'My sole regret is that I have
but one life to give for my country.' I wish when I pass on that I
could be buried somewhere near where his remains lie."
So the second one said, "I am a great admirer and I reverence and

revere our late President John F. Kennedy. I wish I were eligible
just to lie in Arlington Cemetery in sight of where he lies."
The third one made no comment, so they turned to him and said,

"Where would you like to be buried?"
He said, "Well, I think I would like to lie next to Elizabeth Tay-

lor."
They were somewhat surprised, and one of them said, "But she

ain't dead."
He said, "And neither am I."
[Laughter.]
Now go ahead.
Senator HARTKE. All I can say is Senator Cotton displays his usual

good humor, charm and wit, and we are glad we are on with him.
Mr. Secretary, you may proceed.

STATEMENT OF HON. JOHN A. VOLPE, SECRETARY OF TRANSPOR-
TATION, DEPARTMENT OF TRANSPORTATION, ACCOMPANIED BY
HON. JAMES M. BEGGS, UNDER SECRETARY; J. THOMAS TIDD,
ESQ., DEPUTY GENERAL COUNSEL; AND CARL V. LYON, ACTING
ADMINISTRATOR, FEDERAL RAILROAD ADMINISTRATION

Secretary VOLPE. Thank you, Mr. Chairman.
Mr. Chairman and members of the committee: I appreciate this

opportunity to appear before you again to discuss the financial prob-
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lem confronting many of our Nation's railroads and the action neces-
sary to deal effectively with that problem.
In testifying before the committee last June on S. 4011, the ad-

ministration's bill to authorize Federal guarantees of loans to rail-
roads, I recited some statistics reflecting the serious financial condi-
tion of the industry:
The margin of net operating income to gross had deteriorated to

about half the 1966 level;
Net working capital had declined steadily from a 1963 level of

$828 million to a 1969 level of $58.4 million and, I might add that by
June 30, 1970, this figure had dropped to a deficit of $321.8 million;
Cash flow from retained income and depreciation/retirement

charges was providing for only about 60 percent of gross capital ex-
penditures, the remainder coming from borrowing and drawing on
working capital; and
Equipment obligations had increased from $2.5 billion at the end

of 1962 to $4.2 billion at the end of 1968.
This was the situation as it appeared last June. Data available for

the third quarter of 1970 show few signs of improvement. The net
railway operating income for class I railroads in the eastern district
was minus $25.8 million, or a decrease of $43 million over the same
quarter of 1969. While the Eastern roads as a class are in the worst
shape, six roads in the Western district experienced net railway
operating income deficits in the third quarter. For the first 9 months
of 1970, more than three-fourths of the class I railroads experienced
either a deficit or lower net railway operating income compared with
the same period in 1969. The rate increases recently approved by the
ICC should lead to an improvement in 1971 but there will be some
offset by factors such as the pending wage settlement.

Currently, there are four railroads in reorganization—the Penn
Central, the Boston and Maine, the Central of New Jersey, and the
Lehigh Valley. At least two of these are facing severe cash shortages
as of the end of 1970. The Central Railroad of New Jersey and the
Penn Central are approaching the point where they will not have
sufficient cash to continue operating.
The cash balance of the Central of New Jersey as of December 31,

1970, is estimated to be $566,000. On that same date, it must meet a
payroll of $925,000 and other operating costs totaling $500,000; in
other words, a cash deficit of almost $1 million. For 1971, the trus-
tees estimate a cash deficit of $6 to $7 million.
The cash balance of the Lehigh as of December 31, 1970, is esti-

mated to be $3.6 million. The forecast does not take into consideration
the cost of a possible retroactive labor settlement or revenue losses
due to .the General Motors strike. Nor does it reflect obligations of
$6.9 million for such items as taxes, interline settlements, and per
diem payments.
The Boston and Maine will not have as critical a cash shortage at

the end of 1970 but it is also in need of working capital.
With respect to the Penn Central, you have already heard testi-

mony from the trustees indicating the critical situation confronting
them. Without taking into account substantial wage settlement costs,
the company will be out of cash by March 31, 1971, and would face
the prospect of closing down operations. The Penn Central operates
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more than 20,000 route miles of track; serves 11 major metropolitan
areas and eight major ports; employs 93,000 people; carries 12 per-
cent of the Nation's rail freight traffic; and carries 66 million
passengers a year. A failure to keep the Penn Central operating
would have a devastating effect, not only on the 16-State Eastern
region where it carries one-third of all rail traffic, but on the entire
country.
The Penn Central, together with the other roads in reorganization,

are not islands unto themselves. They are part of a national rail net-
work. Given the importance of that network to our total transporta-
tion system and to the economic health of the country, we must start
now to take the actions necessary to develop a sound and viable in-
dustry. To develop a strong railroad industry, we must develop
strong railroads.
Both short-term and long-term measures are required. In the short

term, there appears to be no substitute for Federal financial as-
sistance. Without substantial infusions of cash, the roads now in re-
organization face the possibility of liquidation. The measures that are
possible and necessary in the long run will not meet bills coming due
December 31, 1970.
In the case of the Penn Central, the trustees correctly stated the

alternatives available in their testimony yesterday and, in essence,
the choice is between having a public or privately-owned railroad.
So long as there is a reasonable prospect of recreating a viable, pri-
vately-owned carrier through the process of reorganization—and I
share the trustees' view that there is—we should make every effort
to do so.
The bill proposed by the administration last summer, S. 4011,

would have authorized the Secretary of Transportation to guarantee
loans to rail carriers for the purpose of meeting their temporary and
urgent financial requirements. The loans guaranteed could not have
extended beyond 15 years from the date of issuance and the aggre-
gate amount of loans guaranteed outstanding at any one time could
not have exceeded $750 million. The bill would have authorized
guarantees for the next 5 years.
The purpose of the bill was not only to help railroads in reor-

ganization to continue operating, but to keep railroads from going
into reorganization in the first place. I know it was the feeling of
many in the Congress that such an approach was too wide-ranging
and might simply perpetuate poor management practices.
In light of those reservations and in light of the critical situation

now confronting the roads in reorganization, the administration
would support a narrower approach. Specifically, we would support
a bill which reduced the aggregate guarantee authority to $500 mil-
lion; restricted guarantees to certificates issued by trustees of rail-
roads in reorganization; and provided explicitly for priority of the
guarantee over any other creditors of the railroad in the event of de-
fault. We believe that legislation of this nature would meet the most
critical problem confronting us—keeping the railroads running—
and provide the time necessary to develop and implement the long-
run measures which are so essential.
I cannot overemphasize the need to deal with the more basic prob-

lems confronting the entire railroad industry. Short-run infusions of
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cash are simply not the final answer. Without some fundamental cor-
rections within the industry and in the Government's approach to
the industry, a loan guarantee program may do no more than keep
false hopes alive.
We must squarely face the long-standing problems affecting rail

transportation and look for solutions in such areas as:
Revising Federal and State regulatory policies;
Removing discriminatory taxation and reviewing the tax

laws for other inequities;
Increasing the productivity of the industry through improved

labor and management practices;
Improving railroad operational efficiency with respect to such

matters as utilization of freight cars, modernizing facilities, and
improving track and roadway, and rationalizing the total rail-
road plant; and
Exploring other areas of railroad operations where new con-

cepts or new technology might lead to greater efficiencies.
I realize that this committee fully shares this concern. Its concern

is reflected in the major railroad legislation it has already favorably
reported and steered through the Senate this session, including S.
2289 dealing with discriminatory taxation. I hope we can address
these other problems in an equally constructive manner during the
next Congress.
This concludes my prepared statement, Mr. Chairman. I shall be

happy to answer any questions the committee may have.
Senator HARTKE. Thank you, Mr. Volpe.
Mr. Secretary, you and other members of your staff have testified

at numerous hearings which I have chaired here several times in the
past, and I suppose that it is not as important a matter, relatively
speaking, at this time, as the financial plight of the railroads, but I
do want to call something to your attention which I think is im-
portant as far as we are concerned in the committee, and especially
for the staff itself, and that is that statements, according to commit-
tee rules and subcommittee rules, should be provided 72 hours before
the hearing starts.
Do you have any idea how many times the Department of Trans-

portation has complied with that request since you have been Secre-
tary
I will tell you. Not once, Mr. Secretary, since you took office.
Usually the staff has to make repeated calls down to your office to

receive any information whatsoever.
Your statement was received last night at 8 p.m. Now I was still

here at the office at 8 p.m., but I just want you to know that is when
it was received.
I realize that maybe the hearings today were called on somewhat

shorter notice than those in the past; letters went to you on Novem-
ber 16, 1970, asking you to testify.
But I would hope in the future that the Department would try to

be more prompt. It frankly is very difficult for us to be ready for
these hearings at times without the testimony being provided as
requested.
I want you to know I have never said anythina

b 
about this in the

past to you, but it does seem it has reached the point where something
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is going to have to be done about the failure to comply with com-
mittee rules.

Incidentally, this is the first time we have heard from you since
your testimony upon the guarantee bill. We have had no requests, no
indication that there is any urgent situation at this moment, nor re-
quests for hearings or continuations of these policies.
In the Commerce hearings on S. 4011 on June 25, 1970, at page 48,

the following discussion of the value of the Penn Central assets oc-
curred in this exchange:

Senator HART ti.E. Was this information submitted by the Penn Central? What
is the source?
Mr. BEGGS. (answering for the Department of Transportation). This is public

information, both information submitted to the ICC and financial information
that was used for public statements of the corporation.

On page 133, Mr. Secretary, I said at that time, about railroads:
But if they divert that resource over to the purchase of other corporations?

You don't know where it went; do you know?
Secretary VOLPE. No; except I do know in the case of the Penn Central, I

can criticize many management decisions I suppose, but the one where they
bought some properties that have given them some excellent dividends and kept
the railroad going for a couple of years when it couldn't be kept going, these
properties provided $140 million worth of profits for it that were used to try
to continue the railroad last year.

Now, if you recall, Mr. Bevan also told us in August that the sub-
sidiaries brought in $146 million to help keep the railroads going
along with its losses. Now the Interstate Commerce Commission,
however, has reported to us that there was $153 million in cash—is
what the corporation needed then and what it needs now—and in-
stead of bringing it into the corporation, it went downstream, out
from the corporation.
What I want to know is: Did you have other information other

than that which Penn Central gave you at that time, upon which
you relied? What was the source of your information at that time?
Secretary VOLPE. The source of my information, Mr. Chairman,

was the management of the Penn Central Railroad at that time.
They came before us not once but two or three times. I sat in on at
least two of the meetings Mr. Beggs sat in at least three or four
meetings in which they explained the total financial operations of
the—if I can call it a "company," it is a series of companies, as I am
sure you well know—and based on the information provided to us,
which was the best that we could get at that time, based not just
on one session but several sessions, it was indicated to us that the
profits from the nonrailroad properties helped to keep the railroad
loss to the point where it was. Without the profits from the non-
railroad properties, the railroad loss would have been substantially
in excess of what it was. Or, in other words, approximately $140 to
$145 million.
Now it is true also that one could say that had those funds which

were utilized to purchase other properties been retained in the rail-
road, conceivably that might have also brought some profits. But I
cannot prove that at this time, and I do not know whether anybody
can.
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Senator HARTKE. Yesterday, from an excerpt from the hearing
with the trustees, on page 17, Mr. Wirtz pointed out that the Penn
Central corporate policy was, in his words:
To put the best conceivable face on the facts, even to the point where the

facts became very dubious allies of the truth.

Then on page 179 of the transcript, and page 180, when he was
talking about the corporate accounting practices and their reporting
practices:
Mr. WIRTZ. If you think of the truth in- terms of the technical accuracy of

what is said, that is one thing. If you think of it in terms of what was reason-
ably conveyed, that is another. On the basis of the second, I think there is real
question about the accuracy of the picture that was conveyed.

Now what is the source of your information today on the present
condition of the railroad industry?

Secretary VOLPE. Of the railroad industry?
Senator HARTKE. Yes.
Secretary VOLPE. Well, our view of the railroad industry is even

accelerated beyond the 
Senator HARTKE. I asked what is the source, not your view.
Secretary VOLPE. The source of the information? The information

that we have comes from the railroad industry itself, the Interstate
Commerce Commission 
Any other source?
Mr. BEGGS. We have had some studies.
Secretary VOLPE. We have had studies of our own based on figures

that were submitted to us.
Senator HARTKE. You do have sources and means of evaluation of

your own, independent of the industry and independent of the ICC ?
Secretary VOLPE. We have evaluated the figures submitted to us;

we do not have an independent body operating across the Nation
which checks the books of all the railroads in the country, but we do
know that the ICC does have a very strong arm for this type of work,
and we have to take the word of the agency charged with this re-
sponsibility of watching the financial matters of the various rail-
roads across the country.
Senator HARTKE. IS it fair to say, Mr. Volpe, in order to shorten

this part of it, that you do not have any independent source in your
own Department for information on the condition of the railroad
industry other than the industry itself and the Interstate Commerce
Commission?
Or do you have an independent source, other sources, inside the

Department of Transportation? I am not talking about evaluation;I am talking about sources of information.
Mr. BEGGS. NO.
Secretary VOLPE. I do not believe that we have any independentsource of information. Naturally, our Federal railroad administratortries to develop all the information he can. But basically it has tohinge on material he receives both from the Interstate CommerceCommission and the railroad industry itself.
Senator HARTKE. We only have an acting administrator; is thatright?
Secretary VOLPE. That is correct.
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Senator HARTKE. Does he have any source of information other
than the Interstate Commerce Commission and the industry?

All I am saying is: Do you have any source of information?
Secretary VOLPE. No, we do not.
Senator HARTKE Are you relying upon the industry and the ICC ?
Secretary VOLPE. That is correct, sir.
Senator PEARSON. Mr. Chairman, it would be helpful to me to know

what sort of information you are inquiring about. Financial infor-
mation?
Senator HARTKE. Yes, I am talking about financial information,

general operating information, other conditions. They testified here
about the condition of the railroad industry generally; here is a long
series of statements here; and I am just trying to find out what
sources the information is based on.
You did not say very much, Mr. Secretary, about the condition of

the Penn Central at present. How much money do you think they
will need?

Secretary VOLPE. Let me preface my answer, if I may, Mr. Chair-
man, by indicating that last June you asked me about the finances
and management of the Penn Central Railroad, and I indicated to
you at that time that I was here neither to confirm nor deny any
judgments, and that I was not here to defend the management of the
Penn Central. We were here only to try to convince the Congress,
which is going to have to make the final decision, that it would be
desirable to have an insurance policy—stand-by authority vested in
our Department which could be used if and when we believed it was
essential to maintain public service and there was a reasonable
chance of getting our money back.
So my answer is that insofar as sources of information and how we

arrived at our judgments are concerned, those judgments can only
be arrived at through the information we receive. We have to take it
for granted that the people we are doing business with are honest
people.
If we wanted to just take it for granted all the people we are

doing business with are dishonest, then I suppose we would have to
ask the Congress for a great many inspectors, like some of those the
ICC has, to go out and check the books of railroads or other modes
of transportation that we do business with.
Senator HARTKE. In other words, you took the information sub-

mitted to you by the Penn Central as to how much money they would
need; is that right?

Secretary VOLPE. On the first occasions we took that information
and indicated to you what we had received, but indicated also that
we would under no circumstances grant a loan purely on the basis
of the information we had at that time. We said that we only wanted
the authority we requested as stand-by insurance in case they came
along, proved their case, and we were completely satisfied about the
needs, and that there was a good, reasonable chance that they would
be able to repay the money.
Senator HARTKE. But your request for the legislation was based

upon the information submitted to you by the Penn Central; is that
correct?

4
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Secretary VOLPE. That is correct. And also information submitted
by the ICC.
Senator HARTKE. And it has turned out now that the Interstate

Commerce Commission has demonstrated that that information was
very faulty; and the fact of the matter is it was very bad informa-
tion; is that not correct?

Secretary VOLPE. I cannot say it is correct.
Senator HARTKE. You do not say it is correct?
Secretary VOLPE. No.
Senator HARTKE. You disagree with the statement of the Inter-

state Commerce Commission about where the cash went and how
much they needed; right?

Secretary VOLPE. I did not know that the ICC—Mr. Beggs is more
familiar with that phase of it.
Mr. BEGGS. I think the two statements are consistent, Mr. Chair-

man.
Senator HARTKE. Let me ask you this: Do you disagree with Mr.

Wirtz's testimony yesterday when he pointed out that:
The Penn Central corporate policy was to put the best possible face on the

facts, even to the point where the facts became very dubious allies of the truth.
Mr. BEGGS. No, sir, I do not disagree.
Senator HARTKE. Do you disagree with his statement:
If you think of it in terms of what was reasonably conveyed, that is another.On the basis of the second, I think there is real question about the accuracy

of the picture that was conveyed.

Mr. BEGGS. No, sir. But you have made two statements which, if I
may, Mr. Chairman, I would like to try to clarify.
There was no question that the financial reports that were being

made public by the Penn Central Holding Co. were, as Mr. Wirtz
stated, "rather dubious allies of the truth." They were put in the
best possible light, and they were published in such a way as to indi-cate that the railroad had a reasonable chance of recovering from
current difficulties.
We understood that very clearly when we got into the situation,and that was the reason that the Secretary said that in his judgmentit was going to take several years and quite a lot of money to bringthis railroad around.
But the issue that you addressed yourself to then was whether thenonrailroad assets which they purchased were either a cash drain ora cash source; and I think both statements are true. The Penn Cen-tral Holding Co. advanced cash to acquire those assets, and then itreceived profits in return.
Now the question that has to be addressed here, I suppose, iswhether it was prudent management to make that investment in thefirst place. And I have no particular brief on that at all.
Senator HARTKE. Yet you asked us to rely upon information whichyou yourself now say was a dubious ally of the truth?
Mr. BEGGS. I said we did not rely on the financial information thatthe Penn Central published in its financial reports.
Senator HARTKE. Why did you not tell us that last June?Mr. BEGGS. I did say that we had had cash flow projections fromthe Penn Central direct, which we had looked into and studied our-selves.

50-934 0-71—pt. 3--7
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Senator HARTKE. You knew, though, at that time that. their pub-
lished statements were not really conveying the right impression,
and you left us with that information?
Mr. BEGGS. No, sir, I did not say that.
Senator HARTKE. Did you correct it here at all?
Mr. BEGGS. I believe we stated the facts for the record, yes, sir. We

said that we had made an independent evaluation of the financial
situation of the railroad.

Senator HARTKE. Let me ask you this: Do you think that the Penn
Central can repay what it borrows?

Secretary VOLPE. Mr. Chairman, I have no crystal ball. The trus-
tees have been on the job now for several months. Even they—and I
have respect for all of them, they are very able men—have indicated
to this committee that they cannot assure 100 percent that the Penn
Central can be brought around and that they will be able to repay.
However, there is a reasonable chance that they can repay. And I

personally feel that if they believe, after the examination of the
records—they came to me within less than 30 days after they were
appointed and indicated to me they could not and did not desire to
make any commitment as to what the Penn Central might need be-
cause they were not satisfied with the records as they found them and
wanted an opportunity to analyze them further.
Then they came back and said, having further analyzed them,

having looked further at the total picture, that given the cash re-
sources during the next 18 months to 2 years they believe are neces-
sary to keep it going, they believe they can turn it around within 3
to 5 years.
Now I am not here to say that that is absolutely 100 percent ac-

curate. It is as accurate as those four men—and I presume the judge
to whom they report—believe the situation to be at this time.
Senator HARTKE. Well, what is the source of this information you

have given us today, right now?
Secretary VOLPE. The information came from the trustees them-

selves in a visit I had with them, as well as from their testimony of
yesterday.
Senator HARTKE. You have made no independent attempt to find

any additional information?
Secretary VOLPE. I do not know of any way I can find out any

additional information, Mr. Chairman.
Senator HARTKE. You have to rely solely upon the trustees?
Secretary VOLPE. Yes; these are public trustees.
Senator HARTKE. Senator Baker?

. Senator .BAKER. IS it the chairman's contention that the informa-
tion supplied by the railroad in published form or to the Interstate
Commerce Commission or to the Department of Transportation was
inaccurate? Or that the conclusions and projections and speculations
as to cash flow and other items was inaccurate?
Senator .HARTKE. Basically what I am showing here is the fact

that that is the sole source of information of the Department of
Transportation, whether it is accurate or inaccurate, and that they
have made no independent studies; they have made no attempt to
find out information on their own; they have relied solely upon the
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management of the old Penn Central and solely upon the trustees
for this information.
So in other words, as far as we are concerned, any testimony they

are giving here today is practically of no value whatsoever. They
have all this information from other sources, and the. Department
of Transportation—which is charged with the responsibility of keep-
ing the railroad system going—has utterly failed to do any part of
any job whatsoever.
Senator BAKER. I am trying to find out what your question is.
Senator HARTKE. My question is to determine, and I am doing it

very methodically and going through it step-by-step--I will tell you
now if you want to know what I have concluded from my own ob-
servations: There is not one single bit of information of any help to
us that has come from any study or testimony given by the Depart-
ment of Transportation. They have been completely useless, and they
have been of no help to us whatsoever in determining these hearings.
Senator PEARSON. That is your personal viewpoint?
Senator HARTKE. Yes, sir.
Senator BAKER. Mr. Chairman, really, regardless of your feeling

about DOT and the quality of its presentation, I am still concernedabout a point for the record; that is whether or not the informationitself is inaccurate or whether the conclusions drawn from that in-formation are inaccurate.
Let me state the reason why that concern is real in my judgment.As you know, Mr. Chairman, and certainly as these witnesses know,there is a reporting requirement by railroads to the Interstate Com-merce Commission, a rather detailed and exacting set of requirementsfor the disclosure of raw data in the form prescribed by the Inter-state Commerce Commission--not according to "generally acceptedaccounting practices," as the saying goes, but, rather, according to theform prescribed by the Interstate Commerce Commission for report-ing by railroads.
I have heard no challenge to the accuracy of that data. I haveheard no challenge to the access of DOT to that data. I have heardrepeated challenges to the accuracy of the inferences drawn and thespeculations or projections made on the basis of that data.
The point I am trying to reach for the record is whether or not thechairman suggests that the data itself from Penn Central manage-ment or the trustees to the Interstate Commerce Commission wasitself inaccurate.
If it was inaccurate, it is a violation of the penal code and I thinkwe ought to know it.
Senator HARTHE. It is not a question of a violation of the penalcode. I am talking about information submitted to us at that time.Let me read to you, and you draw your own conclusions here.This is an answer to a question directed to Secretary Volpe:
No; except I do know in the case of the Penn Central, I can criticize manymanagement decisions I suppose, but the one where they bought some propertiesthat have given them some excellent dividends and kept the railroad going fora couple of years when it couldn't be kept going, these properties provided $140million worth of profits for it that were used to try to continue the railroadlast year.

That is from the hearings on page 133, beginning on line 20.



720

In the record at this time is a letter from the ICC, which I put in
the record yesterday, dated November 18, and the letter is addressed
to me. It was signed on behalf of the ICC by Dale W. Hardin, Act-
ing Chairman:
Members of our staff have recently completed a study of the flow of cash

from the transportation companies to the non-railroad companies associated
with the Penn Central Transportation Company. I have enclosed preliminary
schedules which indicate there was a net cash expenditure by the transporta-

tion companies of $153 million for the period commencing January 1, 1963, and
extending through June 30, 1970.

Senator BAKER. Was this a letter from you to the Commission?
Senator HARTKE. It is from the ICC. It was addressed to this

subcommittee chairman.
Senator BAKER. Were copies given to the committee? I did not

receive a copy. And speaking of advance copies, it would be helpful
if the members of the committee had copies of correspondence as well.

Senator HARTKE. It is under date of November 18, and I certainly
put it in the record yesterday while you were here.
Senator BAKER. Mr. Chairman, really I have no desire to belabor

this issue, but is there a challenge and I gathered from the burden
of your questions that there is—to the accuracy of the information
filed by Penn Central management or the Penn Central trustees with
the Interstate Commerce Commission, on which the Secretary and
his staff have testified that they base their judgments?
Senator HARTKE. I have asked a question here as to whether they

agreed with Mr. Wirtz's statement, and they said, in the words of
both Mr. Beggs and Mr. Wirtz, they both have used the statement
that they were 'dubious allies of the truth."
Mr. BEGGS. I said the published financial information in their pub-

lic statements, not the ICC information.
Senator BAKER. The point of the matter is that what I am speak-

ing of is not the published report of the Penn Central but specifically
of the reporting requirements under the Interstate Commerce Com-
mission Act to the ICC. Those are raw data. That is not the con-
clusion of the certified public accountant.
Senator HARTKE. Mr. Secretary, let me ask you: Do you believe

that the information was accurate as given by the Penn Central man-
agement?

Secretary VOLPE. Prior to the reorganization, Mr. Chairman?
Senator HARTKE. Information they gave you upon which you came

up and testified—was it accurate?
Secretary VOLPE. It was accurate as far as we could determine at

that time, sir.
As a matter of fact, the sums of money now indicated by the Penn

Central trustees pretty closely agrees with the information we gave
you at that time.
Senator HARTKE. Did you know the financial condition of the

Penn Central at that time?
Secretary VOLPE. We knew it to the very best of our ability. We

worked very closely with the ICC at that time, just as we do now.
And if the questions whether management did the right thing

in trying to diversify to reduce its losses, that is a question of
judgment which I think none of us can make at this time. In hind-
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sight, I suppose somebody might make a better judgment; but it is
not one that I care to make.
Senator HARTKE. Did you feel that they had a good picture of the

management? Did you have a good picture of the management at
that time on what the financial condition was?

Secretary VOLPE. Yes, we did. And as a matter of fact, our request
for this legislation, Mr. Chairman, as I will reemphasize, in no way
committed us to make a loan to the Penn Central or any other rail-
road. That loan would be made only after this legislation received
the approval of the Congress and only after we received complete in-
formation that we then would be in a position to check, doublecheck
with the ICC, and make a full determination as to whether or not
there was a reasonable chance that this money could be repaid; and
only then, after we had satisfied ourselves that the management of the
company was going to be such that there was a good chance that it
would be managed well, would we have acceded to a request for
financial aid.
And if you will recall, it was during the period we were investi-

gating and looking at that whole picture that there was a change
made in the management of the railroad, just a month-and-a-half or
so before it went into reorganization.
Senator HARTKE. At the time that you were here testifying, did

you have a complete picture of the cash flow?
You said you had the reports, which you said left an impression,

or conveyed an impression which was not exactly correct.
Did you have the complete information as to the cash flow at that

time?
Secretary VOLPE. We had a chart on cash flow, yes.
Senator HARTKE. What was the source of that chart?
Secretary VOLPE. The Penn Central.
Mr. BEGGS. Mr. Chairman, you asked us a question; I believe it

was directed to me at that time.
Senator HARTKE. That is right.
Mr. BEGGS. And I said, "We do not have a complete picture of

it;" that we did have, however, figures from the railroad which gavea rough outline of where they were headed, and that indicated thatthey were in a very serious cash flow position, and that it wouldprobably worsen. And indeed it has.
Senator HARTKE. Do you have any more information now whichyou can give us at this time, from any source other than you hadthen? In other words, you are going to the trustees now, is that notcorrect? Is that your sole source of information?
Mr. BEGGS. We still, Mr. Chairman, have access to the informationthat Senator Baker referred to, in the ICC. That information is verydetailed and of course, it is necessary to analyze what is there; butwe still have access to that, and we still are using it in making ourevaluations.
Senator HARTKE. I do not consider it very wise to rely solely uponinformation coming from the person who is asking for legislationupon which they expect to be the beneficiary, do you?
Mr. BEGGS. No, Mr. Chairman; except for the sworn informationthat they give both to the SEC and which the trustees are giving tothe courts and to the ICC—unless, as the Secretary says, we employ a
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number of examiners of our own and put them in the company—
we have no other source of information.
And I might add here that there is no reason to believe, that I

know of, that the information they have given us thus far is faulty—
and this goes back to the original time of the reorganization, and
even before. The information from the financial officers of the cor-
poration before they went into the section 77 reorganization and
afterwards has hung together.
Now, there has been additional information that has been devel-

oped since that time.
You referred to the published report. Their financial report for

1969, which came out in April of this year, reflected a profit in the
total corporation of some 18 cents a share. And clearly, you know,
that did not reflect the situation then; and as the situation developed
we found that they were in increasingly serious financial difficulty.
And as it went along, as I believe situations like this have evolved in
many previous histories of bankruptcy, particularly those involving
railroads, you find that they get into increasingly serious financial
difficulties, and new financial facts come to life.
But the data that we were operating on in May and June, and the

data we have operated on since, has in no way that we can find been
fallacious.

Senator HARTKE. You are familiar with the hearings yesterday?
Mr. BEGGS. In outline. I did not sit through them, sir.
Senator HARTKE. Well, are you familiar with the fact that the

trustees disassociated themselves from the statement of the chief
financial officer?
Mr. BEGGS. I understand.
Senator HARTKE. You understand?
Mr. BEGGS. I understand that. I cannot speak for the trustees, Mr.

Chairman, but I think that the projections—and I think that this is
what we are talking about—the projections of the financial picture
made by the financial officers of the company, dating back from the
first time we got into this thing, have been very faulty. They have
repeatedly reflected too optimistic a picture, and I think that I would
disassociate myself from that if I were a trustee myself, because it
has been proven by the history of the thing that their financial pro-
jections are not very good.
Now in this case, as I understand it from having talked to the

trustees, they have made an independent assessment of the financial
picture and have made their own projection of what is going to hap-
pen over the coming year, and have tried to peer out even further
into the future, but this is difficult in this situation, and they find
that it is more serious than the financial people in the corporation
had reflected.
But their projections, I might add, Mr. Chairman, are based on

the figures that the financial people gave them.
Senator HARTKE. You stated the trustees find it was more serious

than the financial officers gave them?
Mr. BEGGS. I said that my judgment of the information that the

financial people of Penn Central have given us since the beginning of
the time we got into the Penn Central situation is that it has been
too optimistic, and it has been a more serious situation each time.
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Senator HARTKE. You consider the fact that the chief financial
officer testified here that they would run out of cash by the first week
of October, and they did not, as an optimistic statement?
Mr. BEGGS. No, that is not an optimistic statement.
Senator HARTKE. That is the statement from which the trustees

disassociated themselves.
Mr. BEGGS. But I do think that the projections for their need for

cash, the borrowings they were reflecting each time, have been short
of what they were actually going to need.

Senator HARTKE. The projection for the need for cash there at that
time was long. As far as they are concerned, they said they would
run out of cash by the first week of October. Mr. O'Herron testified
to that here

' 
and that was the statement from which the trustees

disassociated themselves.
They did not run out. Now they say they are going to run out on

March 31.
Secretary VOLPE. There is a difference in the amount of money

being expended by the present management as contrasted to the other
management. The fact is that the trustees now do not have to pay
many bills that the old management had to pay. So naturally there
would be a difference between how much cash they need operating
under reorganization and what they would have required operating
under the management that existed before and without reorganiza-
tion.

Senator HARTKE. That is immaterial, Mr. Secretary. This was in
August after the reorganization and the appointment of the trustees.
I was talking about August when Mr. O'Herron was here under

the reorganized management with the present trustees, and on which
he said, "Let's go ahead."
Last June you said the Penn Central collapse was caused by the

problems of merging the operations of two large railroads, failure of
management properly to prepare for the merger, losses in passenger
service, and the boxcar situation—pages 62 and 63 of the hearings.
Do you think that that evaluation is still correct?
Secretary VOLPE. I believe so.
Senator HARTKE. What do you mean by "the boxcar shortage"?
Secretary VOLPE. Not only the Penn Central Railroad but the en-

tire industry has a problem with boxcars. Two bills already have
been introduced in this area. We have been working on this problem
for several months now and are evaluating two or three of the pro-
posals that have already been made, as well as the overall situation,
and we hope to submit some proposals that will deal effectively with
the boxcar situation. All of us recognize there is a very serious
shortage, which has made it impossible in some cases to ship potatoes
from Maine; it has made it impossible to ship wheat from some of
the Midwestern States when they want to ship it; and there are
many problems associated with that.
Some of them can be corrected, I think, without a tremendous in-

crease in the number of boxcars. There could be a better utilization,
as I indicated in my statement, of the present boxcar fleet.
Senator HARTKE. But was the boxcar shortage something which was

within the control of the management either before or after?
Secretary VOLPE. Mr. Beggs can comment on that.
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Mr. BEGGS. Yes, sir. They had a very high ratio of what the rail-
road industry refers to as "bad order cars" in the shops. I think this
amounted to 10,000 or 12,000 cars of their fleet. And at the same time
they were running short on the railroad.
They also I might add, had a shortage of power on the railroad,

a shortage Of locomotives. These two things combined to make serv-
ice poor and resulted in a high per diem charge and borrowing of
cars from the other roads.
In short, they were in a much worse condition than the industry

as a whole.
Senator HARTKE. Do you agree with Mr. Saunders' statement that

the railroad was in part unmanageable?
Mr. BEGGS. No, I do not think so. There are lots of billion-and-a-

half dollar companies that are manageable.
Senator HARTKE. Do you think your summary of last June gave us

correct information as to the proper perspective as to the role of
management in regard to the activities and responsibility for the
collapse of the Penn Central?

Secretary VOLPE. Do we believe that 
Senator HARTKE. That the role and responsibiilty of the manage-

ment in regard to the collapse of the Penn Central—whether you gave
us correct information in your summary of last summer, in June?

Secretary VOLPE. I do not believe that I tried to defend the man-
agement nor to condemn them. I only indicated that it was a case of
judgment as to whether certain actions they had taken were wise ones
or not.
Hindsight is a great deal better than foresight. I can only say,

looking back upon this whole thing, that as a construction man, if I
am doing one line of work in which I consistently lose money, I will
decide I am going to get out of that line. If I lose constantly on hos-
pital construction—and many contractors do—I decide I am not
going to build them any more, and I try to diversify and get into
some other line.
I think what happened here is perhaps because of their great anxi-

ety to expand into other fields where at least it looked more profit-
able, or where there appeared to be avenues that would give them
profits to offset losses they were sustaining, and because it was taking
so long to get abandonments of railroad passenger services which
were 

into 
them the largest part of their loss, they decided that get-

ting  some other fields and getting properties that would return
a profit would help to subsidize, shall we say, the railroad operation
itself.
Now whether or not in doing that they started to diminish the

services on passenger trains, whether or not as a result of that activ-
ity they also did not maintain as well as they might have their service
in the freight field is a question on which judgment can be passed.
But the fact is that they did lose business and the fact is that by
going into these other fields it is entirely possible they got their eye
off the main ball, which is quite easy to do.
Senator HARTKE. I thought you said that they needed money to go

ahead and correct the boxcar shortage, which was, you said, partially
within their hands. Is that not right, Mr. Beggs? Why did they not
use the money to clear up the boxcar difficulties and the difficulty they
had in their shop orders there?
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Mr. BEGGS. With the benefit of hindsight, they should have.
Senator HARTKE. I thought Secretary Volpe said they shouldn't

have gone ahead and diversified.
Secretary VOLPE. I said in hindsight I do not think I would have

diversified to the extent they did. I think they should have retained
more of their money to improve upon their railroad service and
thereby hopefully make a profit out of their railroad service rather
than lose money as they were doing.

Senator HARTKE. I thought, Mr. Beggs, you said they were short
of equipment; is that not true?
Mr. BEGGS. Yes, sir.
Senator HARTKE. While they needed to go ahead and do repairs,

they took the cash and diversified. Now is that the kind of manage-ment you want to put your stamp of approval on?
Mr. BEGGS. No. We did not propose to, either, Mr. Chairman.
Senator HARTKE. You think that management was responsible thenfor the collapse of the Penn Central?
Mr. BEGGS. There were many causes of the collapse of the PennCentral, Mr. Chairman.
Management was one, and an important one. There were manyothers.
Senator HARTKE. Was management good or bad, Mr. Beggs, or Mr.Secretary?
Secretary VOLPE. Well, I have been a manager, Mr. Chairman. Ihave never been a railroad manager. I have been a manager in an-other line of work. If you look back on the total 
Senator HARTKE. A campaign manager, right?
Secretary VOLPE. Not very often. I have been a campaigner.
I would have to say that in the light of the facts that we knowtoday, that the management of the railroad was a very significantfactor in its collapse—along with the overall industry problems.Senator HARTKE. Did you know that last May and June?
Secretary VOLPE. We felt that there needed to be a change in themanagement, and we did, shall I say, see a management change takeplace.
Senator HARTKE. Did you recommend a management change takeplace?
Secretary VOLPE. We were instrumental in the conversations thatbrought that about.
Senator HARTKE. You did suggest that they have a change of man-agement?
Secretary VOLPE. I do not think I ought to go into, frankly, thekinds of discussions we had because of the market, the conditions andso forth prevailing at that time.
But I can broadly say that I believe as a result of our discussionswith the management, we did not feel that the kind of progress tohe made, that had to be made, could be made with the managementthen existing.
Senator HARTKE. So what we have here is a situation in which youmade an independent evaluation, in which you recommended a man-agement change, and the administration, in light of that, was stillwilling to use the Defense Production Act to provide money for asystem in which you yourself and the administration had found themanagement defective; is that true?
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Secretary VOLPE. We had made no guarantee of a loan to it. The
Department of Transportation made no guarantee.
Senator HARTKE. It was ready to go.
Secretary VOLPE. The Department of Transportation was ready to

look at an application for funds. An application for a loan under the
terms of this legislation, if that legislation had passed.

Senator HARTKE. That was the Department of Defense—the De-
partment of Transportation—as far as the Department was concerned
it was practically sealed and ready to go?

Secretary VOLPE. As far as the Department of Defense is con-
cerned?

Senator HARTKE. That's right, and the administration.
Secretary VOLPE. The Department of Defense was the agency re-

sponsible for that. It did not happen.
Senator HARTKE. No, it did not happen. Nor did we go ahead and

approve the legislation.
Secretary VOLPE. No, you did not.
Senator HARTKE. Did you know about the problems of the Penn

Central management in early spring?
Secretary VOLPE. We did not know all of the problems with man-

agement in the early spring, but we got to know more and more about
them as we talked with them, starting in the early part of the year
I think.

Senator HARTKE. Why didn't you advise the committee about the
difficulties?

Secretary VOLPE. Because at the time, we had heard the cry wolf
so often, that we were afraid that it was just another cry, and that
has happened on many occasions. This time apparently it was the
real cry.
And when we were sure of it, we did come up with the legislation.
Senator HARTKE. Well, that was after the information, after they

had the abortive attempt to receive the loan from the Defense De-
partment, isn't that true?

Secretary VOLPE. No I met with the joint leadership of the Con-
gress, on both sides of the aisle, in both the House and Senate, before
the reorganization was filed.

Senator HARTKE. I am not talking about the reorganization. I am
talking about the Defense Department's abortive efforts in regard
to that loan.

Secretary VOLPE. I think it would be best for you to get that t,in-
formation from the Defense Department, Mr. Chairman.

Senator HARTKE. Well, I mean you said you were aware of it. All
I am asking is, why didn't you tell the committee about it?

Secretary VOLPE. We told the—Senator Magnuson was present at
the joint meeting of the Republican and Democratic leadership in-
cluding Majority Leader Mansfield, and the Majority Leader on the
House side, Carl Albert, and the ranking members and chairmen of
the committees that were involved.

Senator HARTKE. When was that?
Secretary VOLPE. That was about, I would guess, sir, at least 3

weeks-3 to 4 weeks before the reorganization took place, before the
Penn Central filed.

Senator HARTKE. That is not when you first knew of the problem?
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Secretary VOLPE. It was not when I first knew of the problem. It
was a time when I became convinced that unless something of this
nature happened—and I reported this to the President of the United
States—there was a genuine possibility of the bankruptcy of the Penn
Central Railroad, and other railroads as well.
Senator HARTKE. After the trustees testified yesterday, I indicated

that I was instructing the staff to draft a bill incorporating these
ideas, in general, that is:

First, it would apply only to railroads already under reorganiza-
tion under section 77 of the Bankruptcy Act. Second, to apply only
to those railroads which had exhausted every avenue to obtain pri-
vate financing, including attempts to sell trust certificates. Third, as-
sistance available only to such railroads on the verge of closing down,
that is, essential public services about to terminate, which are deter-
mined to be necessary and in the public interest. And Fourth, assist-
ance should be applied only to those operating expenses necessary to
keep the trains moving, not to be used to bail out investors and cred-
itors. And, fifth, that the Government should obtain adequate security
for the risk it undertakes.
That is quite different from the one you came up with last June,

isn't it?
Secretary VOLPE. It imposes some additional restrictions or condi-

tions on which loans will be made that I personally believe we cer-
tainly would have taken up ourselves. But I have absolutely no
objection to their inclusion in the bill.
Senator HARTKE. Will the administration support such a bill?
Secretary VOLPE. I believe so.
Senator HARTKE. You don't know?
Secretary VOLPE. I think I can say yes. I believe the administra-

tion, yes, will support the bill.
Mr. BEGGS. Mr. Chairman, may I comment briefly on that? We

have no objection to those conditions. They would be conditions, as
the Secretary said, that he would impose himself. However, it's a
little unwise in such a bill, not knowing the varying conditions in
which railroads will enter reorganization, to put too many conditions
into the bill.
But if it is your purpose to insure in the case of the Penn Central

that this be done, then, as we said, we have no objection.
Senator HARTKE. But would you support such a bill? Would the

administration support such a bill? I have found out in past experi-
ence, getting the Department of Transportation's approval is not
necessarily the administration's approval.

Secretary VOLPE. In this situation, the answer is yes, Mr. Chairman.
Senator HARTKE. All right. How much of a loan guarantee provi-

sion would you approve?
Secretary VOLPE. We believe that if you restrict the bill to railroads

that are already in reorganization, $500 million would do the job.
That is our best estimate, based on what the trustees indicated here

yesterday. They indicated they would, or might have a need for from
$350 million to I believe as much as $500 million over the course of
approximately the next 2 years.
I hope no other roads go into reorganization, but should that hap-

pen, it could be that the $500 million figure might be on the low side.
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Senator HARTKE. Would the administration approve of a loan guar-
antee provision specifically?

Secretary VOLPE. I don't 
Senator HARTKE. In other words, I am asking now—the others were

the conditions upon which I said the loans would be granted—but
what I am asking you now, so there is no mistake about it, that is,
would the administration support a loan guarantee provision?
Secretary VOLPE. Yes, sir.
Senator HARTKE. Would you support a Federal loan program with

the available funds being released only after these specified condi-
tions had been met?

Secretary VOLPE. Yes, sir.
Senator HARTKE. And would you support 
Secretary VOLPE. Just so we are clear, would you repeat that last

question?
Senator HARTKE. Would you support a Federal loan program. with

the available funds being released only after the specified conditions
had been met?

Secretary VOLPE. If you leave the word guarantee out, Mr. Chair-
man, I cannot say that we could support the bill. What we have been
talking about is a loan guarantee bill.

Senator HARTKE. Would you support—how do you feel about a
direct monetary assistance, as I suggested yesterday, with the moneys
being placed in an escrow account and releasable only after certain,
specified conditions had been met? Are you familiar with what I am
talking about?

Secretary VOLPE. Yes, sir, you mean having the Federal Govern-
ment put funds in 
Senator HARTKE. That these funds would be put into a special es-

crow account, and only after certain conditions had been met could
these moneys be touched.

Secretary VOLPE. Again, this gets back to the question of a differ-
ence between a loan guarantee and an actual loan by the Federal
Government. I am not in a position to say that the administration
would support a direct loan either with or without conditions.
Senator HARTKE. But you do not want to say they would not? You

just say you do not know. I am just trying to get the record clear.
Secretary VOLPE. I do not believe they would support a direct loan

provision.
Senator HARTKE. All right. Do you have any other suggestions on

what should be done if a bill of that kind were to be drafted?
Secretary VOLPE. With a direct loan application?
Senator HARTKE. No, with this type of limited bill which I have

been talking about at the present time.
. Secretary VOLPE. No, I think that between the conditions that were
in the bill originally, plus those that you suggested—if there are
other avenues that the staff would like to discuss with us, we cer-
tainly would be very happy to meet with them.

Senator HARTKE. The trustees suggested yesterday an alternate fi-
nancing proceeding which would leave for subsequent determination
the question of whether the original funding source is to be repaid by
the carrier if its operations are profitable, or second, is to be treated
as a payment for services rendered if, even with due diligence and
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th exhaustion of all private financing possibilities, there is a continu-ing operating deficit.
Then they say such an arrangement could properly include a speci-fication of the essential services. What is your comment on that rec-

ommendation?
Secretary VOLPE. Mr. Chairman, I certainly concur with your state-ment at the beginning that one way or another we have to keep therailroad service running in those parts of the country where it isessential, as this system is in its basic components.
I would want to know a great deal more about the contents of-,ameasure that would provide for, in essence, the forgiveness of theloan under certain conditions, before I could say that I would orwould not favor it.
Senator HARTKE. In your statement today, you emphasize—and Iquite agree with you—I am sure every member of the committeewould agree—that short-run infusion of cash is not the final answerfor the railroads. We have to seek long-run solutions to the problemsof the rail industry.
It's been now 5 months since you testified on the Penn Central, andyou recognize I am sure since that time that long-run solutions areneeded, did you not?
Secretary VOLPE. Yes, we do.
Senator HARTKE. I have said for many more than 5 months thatrailroad problems are reaching serious proportions. We now have aletter directed to the committee from the Majority Leader, SenatorMansfield, in which he points out that action must be taken in thisfield too, and I think you recognized this for a long time.
Senator BAKER. May I ask about that letter, Mr. Chairman? Thedate, and whether the committee is furnished copies?
Senator HARTKE. It is addressed to Chairman Magnuson.Senator BAKER. I understood you to say it was addressed to thecommittee.
Senator HARTKE. To the Commerce Committee. This letter is underdate of November 19, and it also calls attention to the previous letterof the Interstate Commerce Commission, a letter to the committee.Have you used this intervening time to prepare for a long-runprogram?
Secretary VOLPE. Mr. Chairman, we have been working along vari-ous avenues that we believe need to be followed if we are to make therailroad industry a viable and effective mode of transportation.This year I think that the administration and the Congress havetaken some steps which are going to be helpful to the industry. Asyou know, the railroad industry has just published the so-called Astroreport. In our own shop over the last 8 or 10 months, as we watchedthe actions being taken by the Congress, we have tried to determinewhat additional steps ought to be taken in order to make the railroadindustry a viable one. We are concerned because we have looked atthe forecasts of the increases in transportation capacity that will beneeded in this nation during the next 20 years.
I was amazed at the great share of various products that the rail-road industry handles in this country. It is quite revealing to findthat, for instance, 86 percent of the pulp and paper in this countryis delivered by rail; 76 percent of the automobiles and automobileparts—this surprised me because ordinarily people think in terms of
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automobiles being distributed on vans that carry six or nine cars, but
there has been a tremendous increase in the transportation of auto-
mobiles by rail; 71 percent of household appliances; 74 percent of
canned and frozen foods are transported by rail.
So as you look at these figures, you certainly have to say to your-

self that something needs to be done to continue the railroad industry
in this country on a viable basis.
Now the question is, do you approach this on a piecemeal basis?

This year we have gone after several bills, one at a time, with regard
to the rail industry. During the coming session of the Congress, we
hope to either crystallize in one package a total program, or, not on
a piecemeal basis, but perhaps in two or three different pieces of
legislation, include all of the things that we believe are essential to
keep this industry alive and viable.
It is not anything that can be done overnight. As a matter of fact,

before he left, I had Reginald Whitman, our Federal railroad admin-
istrator, a man with a distinguished record, and general manager of
a fine railroad, give me some of his thoughts with regard to what is
needed.
I can assure you that our Department is continuing to work at this

problem. There are all sorts of suggestions that have been made re-
specting the boxcar shortage. One, for instance, that we talked about
earlier, involves the formation of a corporation that would lease box-
cars to the railroads.
All I can say to you is, we are aware of these suggestions and we

are working on them. And just as rapidly as we can come to grips
with solutions that we believe are not just stopgap measures, we will
propose them.
Senator HARTKE. Do you have any suggested legislation which you

propose to send to the committee?
Secretary VOLPE. Not at this time, no, sir.
Senator HARTKE. Do we anticipate you may have?
Secretary VOLPE. Yes, I would certainly say that as early in the

next session as humanly possible, we will have some legislation ready
to submit.

Senator HARTKE. Is that in January?
Secretary VOLPE. I doubt it will be January, Mr. Chairman. It

could be February or March, yes.
Senator HARTKE. January, February, or March?
Secretary VOLPE. February or March.
Senator HARTKE. February or March, we can expect something in

February or March, is that right?
Secretary VOLPE. Yes, sir.
Senator HARTKE. I trust you are watching the other railroads them-

selves and watching the industry generally? Will you be able to give
us any .better information on these than on the Penn Central, or are
you going to rely strictly on their information, rely on information
from the railroads themselves, and their managers, as to what the
condition of the railroad is? Or are you going to come up with some-
thing different?

Senator BAKER. Mr. Chairman, may I inquire, before the Secretary
answers,. whether the chairman is asking if the Secretary intends to
commission independent audits of the several railroads of the coun-
try?
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Senator HARTKE. I am trying to find out what the Department of
Transportation is doing, if anything. That is simply it.

Secretary VOLPE. Mr. Chairman, I did not come down here 22
months ago for the purpose of flitting my time away. I have worked
continuously not only on this problem but on all of the other prob-
lems of transportation in this Nation, and I believe with the help of
a great many people, including the members of this committee, an
extraordinary amount of legislation and good work has been done.
Now we haven't solved all the problems, and we are not going to

solve them tomorrow, next month, or next year. But we are working
at them, and we will continue to work, and we will come up with
legislation, good legislation; and we are looking at the other rail-
roads.
There is no way I can go into the operation of every railroad and

try to examine their books to determine if they are giving us a true
story. We can go to the ICC, which we do do. We know that the state-
ments filed with the ICC are filed under risk of penalty, and, there-
fore, I believe we can depend upon them.
The fact that the industry-wide figures show a decline in the

rate of return from a figure of 6 or 8 percent down to—now what-
1.8 percent, is certainly evidence enough that unless something is
done, you are not going to have an industry in this country.
And I have seen some of the railroads in other countries, and some

people have said that they do a much better job than we do. The fact
is that there is hardly a nation in the world that I have visited where
the railroads aren't losing money, and the fact is that it behooves us,
unless we want nationalization—and I for one certainly would prefer
not to have nationalization—to do everything we can, consistent with
what you and I would recognize to be our responsibilities, to be cer-
tain that this industry continues to move people and goods in the
years ahead.
Senator HARTKE. Mr. Secretary, wasn't S. 4011 designed for the

Penn Central situation basically? Basically?
Secretary VOLPE. No, I said at that time—
Senator HARTKE. Was it designed to help them?
Secretary VOLPE. It was designed so that if they came up with a

proper application, and we were able to determine that it met all the
criteria that was in the bill, as well as our own criteria, such a loan
might be granted.
Senator HARTKE. Well, I just hope that your proposed legislation

in the future has more thought and planning given to it than S. 4011,
which I say was designed for the Penn Central to meet your criteriawhen the criteria in the bill itself would have prevented the Penn
Central from even complying with it, and receiving any benefits fromthat bill.

Let's go over this department's record of 22 months and see—yousay you spent 22 months here. Let's see exactly what the situation is.
You listed several subjects you thought should receive attentionthat deal with long established long-standing problems affecting therail industry.
You referred to S. 2289, on page 6; hearings were held on June 30,1969. The Department of Transportation had no letter or testimonyfor the subcommittee at that time. Do you know when the committeefinally received the administration's views on this bill? I will tell
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you, in case you don't know. On December 8, 1969, a month after theyou,
had reported the bill without hearing a word from the

Department, and over 4 months after the hearings were completed.

I want to thank you for recognizing the fact that the committee

did take some action.
You listed other specific areas in which the Department of Trans-

portation feels an interest. I for one am not going to hold my breath
waiting for you to send up your ideas.
When was it you first indicated that the. Nixon administration

would announce a national transportation policy? How long did you
say it would be before that policy would be announced? Six months.
How long has it been? Eighteen months. It's still not here.
What about the railroad safety legislation? I introduced a bill,

iS. 1933, in April 1969. Hearings were opened on this measure n May
1969. The administration was not ready with a proposal and asked
for more time. In July 1969, another hearing was held. The admin-
istration still had no position.

Finaly, on October 28, 1969, more than 5 months after we opened
the hearings, 6 months after I introduced S. 1933, you appeared be-
fore the committee and testified on an administration proposal. All
in all, we had 5 days of hearings, most of which went not alone in
the morning but into the afternoon.

Incidentally, for the Senator from New Hampshire's information,
I don't think the television was present.

After all was said and done, the subcommittee and the committee
adopted some amendments which evolved from those hearings, and
some of them which were proposed by the administration. But it was
not the administration's bill that was passed, was it?

Secretary VOLPE. I don't think any bill passes the Congress 
Senator HARTKE. Was it the administration bill? It was the com-

mittee bill that passed. The one we introduced. Isn't that true?
Secretary VOLPE. By number, yes.
Senator HARTKE. Not alone by number, by substance.
Secretary VOLPE. By substance it was basically the administration

bill, with some amendments.
Senator HARTKE. The administration bill when? You didn't have a

bill. It was our bill that was adopted, with minor amendments.
Secretary VOLPE. Well 
Senator HARTKE. Let's look at the passenger service legislation. We

have had hearings on no less than 10 railroad passenger bills. During
3 full days of hearings, we heard from numerous witnesses including
representatives of the Department of Transportation.

Characteristically, the administration was not yet ready to provide
the committee with its views. The subcommittee decided not to wait
and recommended a proposal for consideration by the full committee.
A strange thing happened, Mr. Secretary. You began pleading with

the committee not to take action until the Nixon administration could
make up. its mind. In a number of communications relayed through
the ranking minority member of this committee, Senator Cotton, the
Secretary—you, Mr. Secretary, asked for a few more days.
And on December 2, 1969, the Department said it would have ideas

by January 1, 1970. The committee decided to wait until December
10. You said a proposal would be presented before the session began
on January 13, 1970. Nothing happened. I wrote to you on February
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10, 1970, saying the committee could not be expected to wait longer.
On February 12, 1970, the chairman of the committee, Senator Mag-
nuson, did the same thing. When no answer came, the committee de-
cided to proceed without the Department's view.
Now we are not trying to take credit for all these things, but I want

to point out that you came to the Hill personally, you visited with
me and three other Senators, asking that we look more closely at the
corporate approach.
In fact, such a bill developed on a bipartisan basis. I told you I

was not wedded to any special proposition, and if the only thing that
could be worked out was a corporate approach, I would be willing to
do that. I wanted to save the passenger service business. I wasn't
interested in credit or anything.
Why is it that your Department never seems to be able to furnish

anything on time? You can't even get your statements up here on
time. Isn't it true that almost every piece of legislation which has
been in this body so far has been initiated by the Committee?
The only thing that you initiated in the Department of Transporta-

tion has been the loan guarantee legislation on which you testified,
on S. 4011, and this legislation would have perpetuated in office a
management responsible for the railroad's own predicament, and was
not even considered by the Senate until after the Penn Central
entered bankruptcy, and would not even have applied to it?
It would have bailed out the bankers to whom the railroad was in

hock. A bill definitely contrary to the public interest, and apparently
there was so little attention given to the responsibility of this as a
department head, I wonder how you expect us to really believe that
you are going to come up next March with a comprehensive program.
I am waiting. I hope you do. And when you do, I assure you, you

will receive every consideration promptly, with or without television
present.
The record seems to indicate that, as far as I at least am concerned,

there is very little for us to expect in firm positions of trying to solve
some of these crushing problems that Senator Mansfield has now
asked us to cooperate with him on and to try to do something about.
Take S. 4011. This practically would have been a raid on the public

treasury. What do you think the situation would have been if we had
passed S. 4011 at the time the Penn Central was still out of reorgani-
zation? We would have had $350 million given to that organization,
at least according to the information at that time. You can probably
say that you wouldn't have given it to them. I will give you the bene-
fit of the doubt.
But if they had gotten it, we would have been in the same situation

as today but with the Government and taxpayers out $350 million.
And the trustees said yesterday, the Government would have had to
put up the $350 million, plus $175 to $250 million that they are ask-
ing for in the next 4 months to keep the railroad running.
I want to read from Mr. Wirtz' statement in regard to that, on

page 166 of the hearings yesterday:
Speaking for myself and I think I am joined in by my colleagues, it would

have been a great mistake to finance Penn Central Transportation Company on
the basis that was sought last summer. If it had happened, it would have only
postponed the day of reckoning in our view . . .
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The trustees said $350 to $500 million will be needed in reorganiza-
tion. To that, if you added $350 million, you would have given them,
at that time, a total of $700 million into one corporation alone.
There is reason for us to be concerned and upset. Do you still think

the Congress should enact 4011?
You said so last June. Why not now?
Secretary VOLPE. Mr. Chairman, let me just say that as far as I

am concerned, S. 4011, as I quoted from my testimony, was standby
legislation. It was not authority to loan a dime to anybody. The fact
is that had the Congress given me that legislation, we might not have
loaned the Penn Central a dime.
There was no guarantee in that bill that I would loan anybody any-

thing.
Senator HARTKE. Why did you stampede—attempt to stampede us

at that time if it was standby? Why the need to have an urgent meet-
ing? You said at that time it was urgent that it be passed for standby
legislation.

Secretary VOLPE. Because I believe it would have been easier—I
think the record shows that after a railroad has gone into reorganiza-
tion, there have been as many as 21 years pass before it got back on its
feet.
I believe it is much easier to get a railroad out of trouble and get

it back on its feet without going into reorganization, and that is why
I believed firmly at that time, with proper safeguards, which we cer-
tainly would have taken before we granted anybody a dime, that it
would possibly, and I felt quite hopeful, prevent it from going into
reorganization.
Senator HARTKE. But the point still remains you came here and

asked us to urgently pass this legislation which at that time said it
was necessary for the Penn Central. You stated you thought the
management was bad. There is every indication that there had been
substantial changes in the management since reorganization, and if
we can take the board of trustees—and I do not vouch for them, all
I am telling you is they have indicated they have made substantial
changes in procedure by which they are saying they are trying to get
the railroad turned around.

Isn't a reorganization basically to clear up some of these diffi-
culties? As far as a lot of people are concerned, it is probably the
best thing that happened to the railroad.

Secretary VOLPE. The fact is there were substantial changes made
before the reorganization.
Senator HARTKE. In management and procedures?
Secretary VOLPE. Yes, change in the presidency, as a matter of fact.
Senator HARTKE. What did he do?
Secretary VOLPE. He was only in the office a month and a half be-

fore it was plunged into reorganization. I don't know that he had
time to do much.

Senator HARTKE. He got himself a nice retirement benefit, didn't
he? How much?

Secretary VOLPE. All I am saying 
Senator HARTKE. Didn't he get a nice retirement benefit?
Secretary VOLPE. I believe he did.
Senator HARTKE. How much?
Secretary VOLPE. I believe it was $12,000 a year.
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Senator HARTKE. Why?
Secretary VOLPE. I am not a part of that management. I am not

defending it. I don't know why you want to know from me why the
Penn Central gave him that kind of money. I didn't have anything
to do with it.
Senator HARTKE. The Judge cut it down to that amount, didn't he?
Secretary VOLPE. I believe so.
Senator HARTKE. That's why it is that low?
I think the most charitable thing we can say about the administra-

tion is that you panicked last spring.
Senator BAKER. Mr. Chairman 
Senator HARTKE. Just a minute. Then I will let you say anything

you want to say.
Senator BAKER. I intend to.
Senator HARTKE. You panicked and came here with information

which I do not think intentionally misled us, I just don't believe you
knew. And for that I think you can change in the future. I would
hope you would.
And all I can assure you is that I am going to go ahead that extra

mile with you, but you are going to have to take one or two steps with
us. It won't be me walking by myself, from here on in. And I sat
with you in good faith and worked out some of these things, so that
you could go ahead and get what the administration wanted with the
help of the Treasury. I think from here on in, the Department of
Transportation ought to attend to its knitting, the transportation
bills.
Now, Senator Pearson or Senator Baker, any questions?

Senator BAKER. I would like to ask one question and then I will defer
to Senator Pearson. Would you advise me whether or not, Mr. Chair-
man, was there any opposition to the bill by the chairman at that
time?

Senator HARTKE. To the bill—there certainly was. Or else it would
have been passed. I will say this to you, that at one time I think I
stood almost alone in opposition to that bill.
Senator BAKER. In committee? I have no recollection of any such

statement in committee. I do recall Congressman Patman indicating
considerable opposition, but I don't recall the chairman doing so.

Senator HARTKE. I suggest you read the record.
Senator PEARSON. Mr. Secretary, it might be a digression, but I

want to talk about the bill that is here before us today.
We are entering a vast new field, extending beyond the Penn Cen-

tral because without being an alarmist, one cannot really look at the
aviation industry today, the air carriers, without similar concern. The
chairman of this committee, Senator Magnuson, has called for some
hearings after the first of the year to look into whatever we have the
right to look into with regard to the regulated air carriers, and rail-
roads other than the Penn Central are likewise in considerable
trouble.
Then you can go beyond that and recall Lockheed, for instance,

which is in serious trouble today.
So we are moving into a field, it seems to me, of government guar-

antee of loans of regulated and nonregulated industry, which is going
to be called upon or triggered only in those occasions where the pri-
vate companies are in very, very serious condition.
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I am wondering whether or not there has been with the administra-
tion consideration of some type of government program that might
extend beyond transportation into other fields?
Has there been any such consideration at the policy level?
Secretary VOLPE. May I suggest, Senator, first of all, that the sub-

ject of the airlines which you spoke of is one that has not escaped our
attention? We have already met with the presidents of the major air-
lines, and the financial vice presidents of the airlines.
We are aware of many of their problems. It is true also that there

are those who feel that the kind of bill we are considering here today
should be broadened to include all transportation, rather than just
railroads.
However, I sense myself the mood of the Congress, that they wish

to take care of an immediate situation, at least I hope that is .the
feeling, with regard to railroads which are already in reorganization,
and any effort to expand that at this time probably would not be
successiul.
At the policy level, we have discussed, without coming to any con-

clusions at this time, whether or not an old RFC type of operation
would be in the public interest.
Senator PEARSON. Let me interrupt to say that my question doesn't

imply that a big general overall piece of legislation might be the
best mechanism. It might be best to meet each problem with a specific
kind of a solution so far as legislation is concerned.
Secretary VOLPE. But we have given consideration to the questionyou raised, Senator.
Senator PEARSON. Now a comment in the questioning and in theexchange with the chairman, there was reference made that it is your

business to keep the railroads running. I don't understand that. Is itthe duty of the Department of Transportation to keep the railroadsrunning? What jurisdiction do you have now in relation to manage-ment, in relation to finance, in relation to organization?
Secretary VOLPE. Well, I probably would have to quote from thestatute itself. But let me just give you one area, for instance, in whichthe Congress and our Department worked together and passed a billthat I think gives you some indication of how much jurisdiction wehad, and that is the field of rail safety.
Our jurisdiction over safety as far as railroad operations were con-cerned amounted to about 5 percent.
Senator PEARSON. You have no jurisdiction over rates?Secretary VOLPE. No jurisdiction over rates whatsoever. Ninety-fivepercent of the safety area was not under our jurisdiction at all.It is our job I think from a policy viewpoint to try to forecast whatis apt to happen in both the railroad industry and other modes oftransportation, and to be prepared to submit legislation, if that be-comes necessary, in those cases where we believe that the public inter-est requires it.
There is a very fine line here as to where private industry shouldbe told, look, manage your house and do the job and carry out yourresponsibilities, and where we say, you are going to carry out :yourbusiness thus and so, regulated in such a way that it is not able tocarry on its responsibilities and stay in business and make a profit,which is the only way they can stay in business.
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But basically when you come right down to it, we don't have an
awful lot of clout, if you want to use that word, insofar as being able
to tell a railroad to do or not to do something.
Senator PEARSON. Well, do you foresee legislation such as we are

discussing today being applicable only after a regulated carrier has
gone into reorganization?

Secretary VOLPE. My personal preference would have been to pass
legislation that would have authorized loans with all the restrictions
which have been talked about here today to both carriers in reorgani-
zation as well as those who we might prevent from going into re-
organization.
But that is a judgment the Congress will have to make. And we

will abide by the decision.
Senator PEARSON. Well, if the conditions of the loan guarantee

might be, first, that the carrier cannot obtain financing from conven-
tional sources, and two, the probability that they will have to dis-
continue operation without the financing, and three, the reasonable
profitability of a return to profitable operations, this seems to me to
be determinable after you go into reorganization. But I don't know
what jurisdiction or what power you now have to make judgments
on those conditions.
I am not criticizing you. I am talking about the jurisdiction of

your Department, which I see as a very limited one.
Secretary VOLPE. If we get right down to the basic essentials, we

don't have any jurisdiction. The only thing we can do is this: when
an organization which is as vital to the economy of the country as
this one was, indicates to us what their position is, we can examine
the facts and have them examined by the organization that regulates
the railroad—the ICC—and come in with suggestions for legislation
that might help to cure the problem.
But as far as actual authority under the law is concerned, we have

none.
Senator PEARSON. So under the proposed legislation—I guess we

have got a bill floating around here, about to be introduced 
Senator HARTKE. Are you referring to S. 4011?
Senator PEARSON. No, I am referring to some memorandum that

says we have a draft of the bill the staff is working on. Is that true,
Mr. Chairman?
Senator HARTKE. Yes, that is right. I just wanted to make sure

which one we are talking about.
Senator PEARSON. Well, there are three bills I think which have

been introduced. S. 4011, 4014, and 4016. The only point I am trying
to develop, and I will try to move on more quickly—is that there
ought to. be some conditions upon guaranteeing a loan to a carrier
corporation whether or not it is in reorganization. And those condi-
tions deal with very technical matters as to management, as to fi-
nance, as to operations.
Is there a possibility that this carrier can be profitable? Is there a

possibility that if we don't make this loan they are going to shut
down operations? Is there a condition that they can't get financing
any other place?
. These are technical sorts of things, and I am concerned that the
limited jurisdiction that the Department of Transportation now has
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will prevent them from making the judgments on these conditions that
I think are necessary.

It may be that we will do it the same way that we do it in other
places. They have to come in with an application, and they have to
bring the information to fulfill these requirements.
I think that is all I have, Mr. Chairman.
Senator HARTKE. Senator Baker?
Senator BAKER. Mr. Chairman, it is 5 after twelve. I think I will

reserve my questions until another time.
Senator HARTKE. Well, are you going to take a long time with the

Secretary? I mean, otherwise we will come back this afternoon.
Senator BAKER. No. There is no need to bring him back, Mr. Chair-

man. I think that a rather searching inquiry by the chairman and
questions by Senator Pearson have pretty well covered the subject. I
have no questions at this time.
Senator HARTKE. Just for the record, do you still endorse S. 4011?
Secretary VOLPE. Yes, I would endorse 4011 with certain amend-

ments that hindsight and a little additional experience would indi-
cate would be desirable.
Senator HARTKE. What amendments?
Secretary VOLPE. Primarily, amendments concerning the condi-

tions under which the loan would be granted. They were spelled out
to some degree, but I think perhaps they could be spelled out more
specifically than they were in the bill.
Senator HARTKE. I hesitate to ask, but could you supply those in

writing to us within a reasonable time?
Secretary VOLPE. We would be happy to, sir, Mr. Chairman.
Senator PEARSON. May I say one other thing, Mr. Chairman?
The Secretary doesn't need anybody to make a defense for him.

And I just happen to have been here, as the chairman was—the
chairman has been here more years than I have—at the time of the
reorganization and creation of the Department of Transportation.
It's a new department. And the chairman saw fit to read into the
record a long recital of failures to comply within a given time period.
And I think the Department has been negligent—no, not negligent,

but very tardy in some instances of coming up with things. But I am
not going to read into the record, or gather it up and put it into the
record, the troubles that a very fine Secretary of Transportation,
Secretary Boyd, had in meeting the statutory deadlines. They were
all late.
It was a new department. They were consolidating many agencies

and putting it together. This is a new administration. The Secretary
doesn't govern all by himself, as everyone knows, and as the chair-
man knows. He has to go to the White House and the Office of Man-
agement and Budget. There have been long delays there.
I happen to know that to be a fact. So I just don't want to have

the Secretary leave here this morning without one person indicating
that while I do think there have been some delays, and the ranking
minority member has complained about it a number of times, you
have great difficulties.

am very proud of the job you are doing, and grateful for your
diligence and dedication, Mr. Secretary.
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(Information with respect to the legislative requests initiated or
substantially revised by Secretary Volpe since taking office and sup-
plied pursuant to a request by Senator Pearson, follows:)

THE SECRETARY OF TRANSPORTATION,
Washington, D.C., January 18, 1971.

Hon. JAMES B. PEARSON,
U.S. Senate,
Washington, D.C.
DEAR SENATOR PEARSON: Pursuant to your request, I am forwarding a partial

list of the legislation submitted to the Congress since I took office as Secretary
of Transportation. The list contains only those bills which were originated or
substantially revised during my tenure. Numerous other pieces of legislation
submitted to the 90th Congress by the previous Administration were also
reviewed by me and, where concurred in, resubmitted in substantially the same
form to the 91st Congress. I have not listed these items.
If I can supply any further information in this regard, please do not hesitate

to call upon me.
Sincerely,

Enclosure.
JOHN A. VOLPE,

Subject or short title of bill Number Public Law

1. Airport and Airway Development Act of 1970 S. 2437; H.R. 12374 91-258
2. Urban Mass Transportation Assistance Act of 1970 S. 2821; H.R. 13463 91,453
3. Federal Railroad Safety Act of 1970  S. 3061; H.R. 14419 91-458
4. Federal-Aid Highway Act of 1970, including the following related bills S. 4055 91-605

Highway beautification authorizations 
Highway safety apportionment formula S. 2399_  
Highway trust fund extension 
Providing for bridge owner progress payments S. 3107; H.R. 15752 

5. Emergency Transportation Assistance Act of 1970  S. 4011; H.R. 18125 (1)
6. Federal Boat Safety Act of 1970 S. 3199; H.R. 15041 
7. Ports and Waterways Safety Act of 1970 S. 3918; H.R. 17830 
8. Improving vessel documentation procedures S. 4422; H.R. 19381 
9. Legislation implementing the load lines convention S. 3839; H.R. 17011 
10. Omnibus amendments to improve Coast Guard operations S. 3081; H.R. 13816 91-278
11. Amendments to improve Coast Guard Reserve promotion system S. 3080; H.R. 13716 91-402
12. Interest forgiveness, St. Lawrence Seaway Development Corporation H.R. 19387 2 91-469
13. Air traffic controller benefits S. 4478; H.R. 19415 
14. Providing guards aboard aircraft  S. 4383; H.R. 19225 
15. Extending the war risk insurance program S. 3764; H.R. 17133 91-399
16. Extending the high-speed ground transportation program S. 3730; H.R. 17538 91-444
17. Amendments to improve Administration of Gas Pipeline Safety Act S. 3763; H.R. 17335 
18. Codification of title 49, United States Code H.R. 14028 
19. National traffic and motor vehicle safety authorizations S. 1996; H.R. 10105 91-265
20. Coast Guard authorizations, fiscal year 1971 S. 3473' H.R. 15694 91-261
21. National Capital Transportation Act of 1969, authorization S. 2185; H.R. 11193 91-143
22. Amendments to 1970 Military Construction Authorization Act re interna-

tional air show.
S. 3588; H.R. 17604 91-511

1 A more limited proposal was enacted as Public Law 91-663.
2 Incorporated by the Senate in an amendment to H.R. 15424.

Secretary VOLPE. Thank you very much, Senator Pearson.
Senator HARTKE. Thank you, Mr. Secretary.
Mr. Volcker is here, and I am prepared to go a little longer. I do

not think his statement will take us past 12 :30.
Senator PEARSON. Okay, I will stay.
Senator HARTKE. Mr. Volcker, may we have your statement.
Mr. VOLCKER. Thank you, Mr. Chairman.

STATEMENT OF HON. PAUL A. VOLCKER, UNDER SECRETARY FOR
MONETARY AFFAIRS, DEPARTMENT OF THE TREASURY

Mr. VOLCKER. I am pleased to have this opportunity to appear be-
fore the Committee on Commerce to discuss the important matter of
possible financial assistance to the Penn Central Railroad. This corn-
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mittee has already heard detailed testimony from the trustees of the
railroad as to its needs and prospects, as well as a statement on the
general state of the Nation's railroads from Secretary Volpe. I can-
not claim special expertise in either area.
Instead, I wish to confine my remarks to certain more general con-

siderations bearing upon the question of providing funds to the
Penn Central in present circumstances.

Certain important facts of the situation are not in dispute. The
Penn Central Railroad has now been in reorganization for some 5
months. Under the terms of that reorganization ,the cash drain on
the railroad has been substantially lessened by the granting of relief
by the court from payments on outstanding debt and payments on
taxes. Despite this relief, however, the operations of the railroad
may fail to generate sufficient cash to meet operating expenses over
the coming period. You have heard the trustees project a large cash
deficit in 1971, and perhaps beyond.
No doubt there is a considerable element of uncertainty as to the

outlook for the railroad's receipts and expenditures in the quarters
ahead. Nevertheless, it seems evident that a potential lender has
substantial cause for doubting whether funds to repay additional
indebtedness will be generated from cash flow in the near future, and
that it will take a considerable time and effort to bring about a last-
ing improvement in the railroad's finances.

Financial assistance from private financial institutions must also
be considered in the context of the fact that the railroad is presently
in default on a large volume of bank loans and bonds. A substantial
number of major banks in the country has been involved to some
extent in the bank debt incurred by the Penn Central Transportation
Co., and large additional amounts are outstanding to subsidiaries.
While a part of this debt is secured, the value of the security for

even this portion of the debt is not easily determinable at the present
time.
In circumstances of this kind, I believe there is no basis for assum-

ing a willingness of private lenders to advance funds to the Penn
Central Railroad for operating needs in the form of unguaranteed
trustee certificates. This conclusion is supported by comments of
members of the financial community closely familiar with the Penn
Central situation. Consequently, I am convinced that relief from the
pressing cash problem of the railroad cannot reasonably be antici-
pated from sale of trustee certificates of the railroad at the present
time, or in the near future, without an adequate government guaran-
tee.
Senator BAKER. May I interrupt? You mentioned unsecured trustee

certificates. Do you have the same opinion as to secured trustee cer-
tificates?
Mr. VOLCKER. The security question in this railroad gets very com-

plex. I think in general terms the comment would still have to apply.I am no expert in just what assets this railroad has, but I believe in
present circumstances the lender would be interested in whether hesaw the potential cash flow that could permit the repayment of the
certificates without forcing the railroad into liquidation, which couldtake time and leave substantial doubts over when his advance ofmoney might be repaid.
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I think cash flow is the basic question here, although certainly an
exhaustive search of what security might be available would be de-
sirable.
As you know, intensive consideration was given last June to al-

ternative means of providing funds to the railroad. On the basis of
that review, and the subsequent amendment of section 301 of the
Defense Production Act of 1950, to provide that no loan guarantee
might be provided under the terms of that act in excess of $20 million
without the approval of the Congress,I know of no way under exist-
ing law that the administration can act effectively.
Thus, we are faced with a need for new legislation if financing

capability is to be provided. As you know, this committee has con-
sidered S. 4011, a bill to authorize the Secretary of Transportation
to guarantee loans to rail carriers, to assist them in the performance
of transportation services necessary to the maintenance of a national
transportation system.
I understand that a more limited concept, confining the guarantee

to trustee certificates of railroads in reorganization and providing
explicitly for the priority of the guarantee over any other creditors
is now under consideration.
Since Penn Central is in reorganization, a bill incorporating such

amendments could serve to meet the immediate problem.
One point that should be kept in mind, however, is that to en-

courage institutions to advance the necessary funds, the guarantee
provided in such legislation should be unambiguous, cover the full
risk, and provide means of promptly discharging the Government's
obligations should recourse to the guarantee become necessary. The
language of the original bill provided, I believe, the degree of as-
surance that is necessary, in those particular respects.

It is understandable that private investors should be unwilling to
risk further funds in an organization with the financial difficulties of
the Penn Central Railroad. However, the Government must take into
account the broader interests of the transportation system and the
economy as a whole. In providing a guarantee, it is right and proper
that the Government be concerned with the prospect that the rail-
road will be able to repay advances over a period. There should be
financial planning sufficient to indicate the means by which a rail-
road—and, in this case, Penn Central—would be expected to work
its way into the black over a reasonable period of time. But the risks
cannot be properly appraised, and the decision made, without the
Government also weighing in the balance, the consequences of failing
to maintain a critically important segment of our transportation
network.
I would therefore support legislation providing the necessary au-

thority to the Secretary of Transportation to guarantee trustee cer-
tificates so that he may have this tool available for use in the kind of
potential railroad emergency that is now facing us with respect to the
Penn Central situation.
I believe this tool should and would be used with discretion, takinginto full account other possible sources of funds as they become

available.
Thank you, Mr. Chairman.
Senator HARTKE. Mr. Volcker, does the Treasury endorse S. 4011as it is written ?
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Mr. VOLCKER. We supported that legislation when it was intro-
duced last summer, Mr. Chairman. I think a case can be made that
the flexibility to provide this kind of guarantee to a railroad in. re-
organization, or, in certain circumstances before reorganization,
might be desirable.
I think that is a decision Congress would want to look at.
Senator HARTKE. In other words, you endorse it as it was written,

the Treasury endorses it as it was written?
Mr. VOLCKER. We did last summer.
Senator HARTKE. I know you did last summer. I am trying to find

out do you endorse the legislation right now?
If you don't know, just say so.
Mr. VOLCKER. I think, so far as our department is concerned, that

that legislation would represent a satisfactory way of delegating to
the Secretary of Transportation the powers to deal with this kind of
situation.
Senator HARTKE. You do endorse it then? Is that what I under-

stand you to say?
Mr. VOLCKER. I would I think support that legislation without say-

ing that it could not well be amended in some respects.
Senator HARTKE. How else can I ask you?
Mr. VOLCKER. I don't know how else to answer you, sir. I would

support that legislation if Congress wished to pass it.
Senator HARTKE. Let me be specific. Does Treasury support it as

it was written?
Mr. VOLCKER. The Treasury did support it as it was written. As I

sat here now and as I have listened to all the conversation and testi-
mony that has been going on since that time, I would probably re-
write some of the provisions, if I had my way, of that particular
piece of legislation. But if the Congress chooses not to rewrite any of
the provisions, I think it is still legislation we would not object to.

Senator HARTKE. Would you submit for the record the recommen-
dations as to how you would rewrite that? They are not in your
statement.
Mr. VOLCKER. I would be glad to.
(The following information was subsequently received for the

record:)
THE UNDER SECRETARY OF THE TREASURY,

FOR MONETARY AFFAIRS,
Washington, D.C., December 1, 1970.

Hon. VANCE HARTKE,
Chairman, Subcommittee on Surface Transportation, Senate Committee on

Commerce, Room 5202, New Senate Office Building, Washington, D.C.
DEAR SENATOR HARTKE: I appreciated the opportunity to testify before your

Subcommittee on the complex and difficult financial problems of the Penn Cen-
tral Transportation Company.
You asked if the Treasury Department still supports S. 4011, "A bill to au-

thorize the Secretary of Transportation to guarantee loans to rail carriers to
assist them in the performance of transportation services necessary to the
maintenance of a national transportation system." I indicated my belief therecould be circumstances under which it might be desirable to avoid throwing arailroad into bankruptcy before providing financial assistance. S. 4011 wouldprovide such capability. At the same time, amendments could well be appro-priate.
I had no specific amendatory language in mind, but, in the light of the Sub-committee's discussions with Secretary Volpe and the trustees of the PennCentral Transportation Company, it seems to me reasonable and desirable for
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the Congress to provide some additional guidance with respect to the conditions
under which assistance would be forthcoming, if it were possible to do so with-
out establishing a set of requirements so rigid that the Secretary of Trans-
portation would be unable to deal effectively with a variety of situations.

S. 4011, Sec. 4 (a ) (2) specified that a guarantee would not be extended unless
financing were not otherwise available on reasonable terms and conditions.
Apart from this condition, it seems to me that the bill might be somewhat more
specific in its requirements to assure that the financing was required to sup-
port essential transportation operations and that maximum effort had been
made to mobilize any other resources of the railroad for that purpose. S. 4011
also would have required a reasonable prospect of repayment. The discussion
this past summer looking toward a possible V-loan prior to the Penn Central
bankruptcy would have conformed to these standards.
In this connection, however, I would like to take the opportunity to assure

that the Record does not lend itself to any misunderstanding. As I testified,
the loan guarantee arrangements then under consideration did not contemplate
that bank lenders would be repaid from the proposed V-loan. But, should it
have been decided to provide such assistance, it appeared neither possible nor
desirable to arrange that payment of all creditor claims be postponed.
As a practical matter, if assistance is to be provided before reorganization,

I am doubtful that it would be wise or feasible to insist, as a matter of law,
that in every instance the Government assume a prior claim over all existing
creditors or that all existing creditors receive no payment. Such rigid require-
ments would, in specific instances, make impracticable any effort to avoid re-
organization and thus could negate the intention.
In the case of Penn Central last summer, for instance, there was no difficulty

in ascertaining who the bank lenders were. A "standstill" agreement could be
negotiated for those lenders, providing that the loans would remain outstand-
ing. However, similar agreements would not have been practical in the time
available for suppliers, for numerous and scattered bondholders, or for a sub-
stantial volume of outstanding short-term commercial paper of the Trans-
portation Company. Given the representations of the management as to the
urgency of the financial need, it would not have been possible to contact all
of the holders of this paper, nor would all of them have been willing to co-
operate. Moreover, one consideration at the time was the desirability of mini-
mizing the uncertainties and repercussions for financial markets generally and
for other railroads that could flow from failure to honor certain kinds of claims,
including commercial paper. Consequently, if the V-loan had been consummated,
it would have been possible to meet claims of some creditors on schedule, avoid-
ing—as would have been the intention—throwing the Transportation Company
into bankruptcy, even though bank creditors would have been asked to agree
to "stand still" and would have been unable to liquidate their loans until the
financial performance of the railroad substantially improved.
In my judgment, if the Congress is unwilling to grant to the Executive

Branch the range of discretion implied by the provisions of S. 4011, it has no
choice but to enact more restricted legislation such as that which you outlined
during the Hearings. We would, as I indicated, support the latter narrower
approach to assure the maintenance of essential transportation services.

Sincerely yours,
PAUL A. VOLCKER.

Senator HARTKE. Let me say in fairness to Secretary Volpe that
your prepared statement arrived even later than his. In fact, we
didn't see it until—if we had started the hearing on time, we
wouldn't have seen it at all before the hearing began.
I do think that as far as Treasury is concerned, you have been

quite deeply involved in this whole situation the beginning, isn't
that true?
Mr. VOLCKER. In some aspects of it, yes, sir.
Senator HARTKE. I don't want at this moment to involve ourselves

in all those details. It does seem clear to me that either the admin-
istration deliberately misled us, or else unintentionally misled us,
when they tried to first lend this money under the Defense Produc-
tion Act, under rather questionable circumstances, and then pro-
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ceeded to try to stampede and rush us into legislation under the
cloak of what appears to be erroneous information.
May I ask you, do you believe now that the administration would

have gone ahead and granted the loan guarantee last spring under
the Defense Production Act?
Mr. VOLCKER. It certainly should not have granted that loan with-

out some assurance that it was going to have adequate resources to
back up that temporary loan with further support and without some
confidence that the longer range problems of the railroad could be
dealt with effectively to the extent that they are influenced by gov-
ernment actions and to the extent they are influenced by the Trans-
portation Company's own actions.
I have less confidence in those latter provisos now than I would

have had last summer.
Senator HARTKE. Well, yesterday the trustees testified here that in

their opinion, if the original request hadn't been granted, the Gov-
ernment today would have been in the same position as it is now, ex-
cept they would have been out an additional $350 million. Who
would have benefitted from that action last summer?
Mr. VOLCKER. I think this involves a question of whether this rail-

road could have been brought into renewed health and profitability
more easily in reorganization or out of reorganization. I am not an
expert in reorganizing railroads, to say the least, or in railroads,
whether or not they are reorganized.
I know there was some feeling last summer, which I have no inde-

pendent way of verifying, that it would be desirable, as Secretary
Volpe suggested this morning, in some circumstances certainly to
reform an organization outside of reorganization, rather than in
reorganization.
Senator HARTKE. If that had been granted last summer, though, the

people who would have benefitted would have been the creditors and
bankers not the general public.
Mr. VOLCKER. The only criteria is whether the general public would

have benefitted. There was nothing in the arrangements we were
talking about last summer that would have permitted any banks to
remove any money that they had committed to the railroad for loans.
Senator HARTKE. Nothing that would have kept them from?
Mr. VOLCKER. Yes. I would not have supported any loan agree-

ments that did not require the banks to maintain their moneys in the
company.

Senator HARTKE. I don't think it gave you authority to act on that.
Mr. VOLCKER. No, the act itself did not.
Senator HARTKE. In other words, you were approving legislation

in which you said you would not have approved a loan but it had
no provision for you to pass on this judgment?
Well, let that go.
Let me ask you why was it the administration, the Treasury, was

willing to support $750 million loan guarantee program which, at
least in my opinion, would have principally benefitted the bankers
and creditors, but was reluctant to go along with a $300 million
guarantee program to save the rail passenger service?
Mr. VOLCKER. I am not familiar with the legislation on the mail

passenger service, Mr. Chairman.
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Senator HARTKE. You weren't there?
Mr. VOLCKER. This has not come to my attention particularly at

the Treasury Department. That doesn't mean the Treasury didn't
express an opinion. I say I personally am not familiar with the
legislative history on this.

Senator HARTKE. How long have you been in that position?
Mr. VOLCKER. Roughly 2 years.
Senator HARTKE. And you are Under Secretary of the Treasury

for Monetary Affairs on Rail Assistance?
Mr. VOLCKER. That is not part of my title, Mr. Chairman—rail-

road assistance.
Senator HARTKE. I hope you will tell your information people

down there that you are not the Under Secretary of the Treasury
for Monetary Affairs on Railroad Assistance.
Mr. VOLCKER. The statement is on railroad assistance. I think that

is the notion meant to be conveyed there, Mr. Chairman.
Senator HARTKE. Who would have made this decision down there,

other than you? Wouldn't it come to your attention?
Mr. VOLCKER. There are two Under Secretaries of the Treasury

Department. I just do not recall that particular matter coming to
my attention. Perhaps I did approve it. If I did, I don't recall it at
the moment.

Senator HARTKE. It could be the fact that there is an awful close
relationship between the Treasury and the bankers that give this
apparent contradiction in approaches to this matter.
Mr. VOLCKER. I don't think so, Mr. Chairman. As I suggested, I

saw nothing in the loan arrangements, to the degree negotiations had
proceeded, that would have permitted the banks to be repaid out of
the money the Government would have guaranteed, and that was a
condition which the Treasury in particular was insistent upon in
negotiating that arrangement.
Senator HARTKE. S. 4011 is a bank bailout bill.
Mr. VOLCKER. S. 4011 gave the Secretary of Transportation au-

thority to negotiate a loan. It didn't tell them what the terms of the
loan were. This is one of the terms that I am sure the Secretary of
Transportation would have prudently insisted upon.
Senator HARTKE. After the trustees testified yesterday, Mr. Volcker,

I proposed and asked the staff to draft a bill incorporating the ideas
of a proposal 

First, it would apply only to railroads already under reorganiza-
tion under section 77 of the Bankruptcy Act; second, to apply only
to those railroads which had exhausted every means to obtain private
financing, including attempts to sell trust certificates; third, as-
sistance would be available only to such railroads on the verge of
closing down, that is, essential public services about to terminate,
which it is determined are necessary and in the public interest; and
fourth, assistance should be applied only to those operating expenses
necessary to keep the trains moving and not to be used to bail out
investors and creditors; and fifth, that the Government should obtain
adequate security for the risks it undertakes.
That of course is a substantially different bill than S. 4011, is it

not?
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Mr. VOLCKER. It is a more limited bill, particularly in. being avail-
able only in situations where the railroad is in reorganization.
Senator HARTKE. Will the Treasury Department support such a

bill?
Mr. VOLCKER. Yes, sir.
Senator HARTKE. What kind of assistance would the Treasury .De-

partment support? Would they support a loan guarantee provision?
Mr. VOLCKER. Yes, sir.
Senator HARTKE. For how much?
Mr. VOLCKER. $500 million figure—I think we would support that

if that is what you are suggesting.
Senator HARTKE. $500 million for the Penn Central alone, you

know.
Mr. VOLCKER. I would hope not. I understand there are some pro-

jections that might bring it up to that magnitude, and we would
have to be prepared.
Senator HARTKE. The trustees told us yesterday that they are

going to need that much.
Mr. VOLCKER. They might need that much.
Senator HARTKE. Pardon?
Mr. VOLCKER. They might need that much.
Senator HARTKE. Well, it won't be much less.
Mr. VOLCKER. I think an assessment would have to be made about

the Penn Central Railroad as to whether there are reasonable pros-
pects for this becoming a viable operating institution over a period
of time.
Senator VOLKE. Who should make that assessment?
Mr. VOLCKER. The man guaranteeing the loan.
Senator HARTKE. The Department of Transportation?
Mr. VOLCKER. Yes, sir.
Senator HARTKE. I think so too. I think they ought to do some

studying on their own. That is what I have been saying all morning.
Would the Treasury support a loan program with available funds

being released only after specified conditions had been met?
Mr. VOLCKER. I am not sure I fully understand the implications of

that question.
Senator HARTKE. The difference is between the loan guarantee and

a Federal direct loan—you understand the difference?
Mr. VOLCKER. If that is the difference you are getting to, we

would suport the guarantee, and not the direct loan.
Senator HARTKE. Would you support a direct monetary assistance

with moneys being placed in an escrow account and releasable only
after certain specified conditions had been met?
Mr. VOLCKER. This is what I am not sure I completely understand.

This would be in the form of a direct loan?
Senator HARTKE. This could be several other ways. Some were sug-

gested yesterday by the trustees. Service contracts and other methods
—pooling of cars—a lot of different approaches.
Mr. VOLCKER. Without further understanding and ability to see

what the details of these other proposals were, I would not support
them. I am not saying that one cannot devise another reasonable
method of assistance for this railroad.
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Senator HARTKE. Do you have any other ideas of anything we
should give consideration to incorporating in such a bill?
Mr. VOLCKER. I am inclined to think the most straightforward

direct way that help could be extended at this time is through a kind
of guarantee. If the railroad is not going 

it 
be a self-supporting

proposition over a period of time, then I think—if t is going to be
kept alive—you have to look for entirely different methods of as-
sistance that would contemplate a continuing subsidy of some form.
That is another question.
Senator HARTKE. What are you going to do if you make a study

of this matter and come up with a conclusion that, at least in the
foreseeable future, that the Penn Central will not ever be able to
repay a loan and default is ultimately probably going to be the end
result. And so with the end result being default, the effect of a direct
grant and a guaranteed loan with default is the same. Right?
Mr. VOLCKER. Depending upon the degree of certainty with which

one arrives at that conclusion. I would begin looking for other so-
lutions.

Senator HARTKE. What are you going to do, just terminate the
service? Is that your recommendation?
Mr. VOLCKER. That is certainly not my recommendation.
Senator HARTKE. What alternative do you see?
Mr. VOLCKER. I think at that point the Government and the Con-

gress would need to make some judgement about just what elements
in this service are essential to the national interest, whether any ele-
ments can be made self-supporting. If not, some method would need
to be devised, if they determine that this is essential to the national
interest, of keeping those portions operating. But I would not think
a loan guarantee program is a desirable approach under those par-
ticular conditions.

Senator HARTKE. But any such approach would ultimately involve
the Treasury of the United States, would it not? If you are going
to keep the service going?
Mr. VOLCKER. If we assumed that the problems can't be dealt with

through rate or other changes.
Senator HARTKE. If you assume the problems cannot be dealt with,

ultimately, even under a loan guarantee program, right?
Mr. VOLCKER. If you assume essential services that you want to

keep operating cannot be kept operating by means other than some
kind of a subsidy, that will involve some kind of a subsidy, which
in turn, involves the Treasury of the United States.

Senator HARTKE. The Treasury would have to provide the funds,
isn't that correct?
Mr. VOLCKER. Yes, sir.
Senator HARTKE. And let me ask you, under such circumstances, of

course, the immediate prospects would involve the fact that you
would have to make a determination as to how it is going to be done,
right?
Mr. VOLCKER. We would have no power to do it now. The Congress

would have to make a determination.
Senator HARTKE. What I am coming to—has there been one single

discussion with the Department of Transportation of how much
money is going to be involved, where are you going to get the money,
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whether or not the Treasury would agree to it, have they talked to
you about this at all to your knowledge since last summer?
Mr. VOLCKER. In terms 
Senator HARTKE. Specifically, what is going to happen?
Mr. VOLCKER. My understanding is that the judgment of the De-

partment of Transportation is that we are not in the sorry pass that
this discussion suggests, and that they do not look toward solutions
that would involve continuing subsidies.

Senator HARTKE. But did you tell them that you feel a $500 mil-
lion limit is the limit on a loan guarantee program?
Mr. VOLCKER. On this particular form of a loan guarantee program,

to a railroad simply in reorganization, I have not discussed that ques-
tion specifically.

Senator HARTKE. I am talking about under any circumstances.
Mr. VOLCKER. Well, the early bill provided $750 million.
Senator HARTKE. You are still standing by the original proposal

of $750 million, but $500 million if they are in reorganization?
Mr. VOLCKER. I would think one would need less capability under

the revised proposal than under the original.
Senator HARTKE. Thank you, Mr. Volcker.
These hearings will be in recess.
(-Whereupon, at 12:32 p.m., the committee recessed, subject to the

call of the Chair.)



ADDITIONAL ARTICLES, LETTERS, AND STATEMENTS

FREIGHT FORWARDERS INSTITUTE,
Washington, D.C., December 14, 1970.

Hon. VANCE HARTKE,
Chairman, Subcommittee on Surface Transportation,
U.S. Senate, Washington, D.C.
DEAR CHAIRMAN HARTKE : It is my understanding that what might have been

the world's greatest transportation company will run out of money early in
January.
May I say, respectfully, that this should not come to pass. It is not in theinterest of this nation. Congress should act so as, where needed, to revivifyand perpetuate our railroad system—and unless all else fails—to accomplish

this under private, not public, direction—with free enterprise management andfree enterprise labor.
The freight forwarder industry has been severely damaged by disruption in

the railroad industry. It can be destroyed by the dissolution of the railroadindustry or any of its major component parts.
The Freight Forwarders Industry is unique in the federally-regulated trans-portation complex in that it specializes in moving small shipments in volumelots, affording individual pick-up on one end and individual delivery on theother. Thus, ths industry is closely intertwined with thousands of small busi-ness concerns, manufacturers and merchandizers.
A healthy Freight Forwarder Industry that provides good service at reason-able rates is vital to the maintenance of competitive standing between smallbusinesses, which necesasrily require the transportation of small shipments,and the giant corporations engaged in similar manufacturing and merchandiz-ing activities.
The giant corporations can—and do—ship by full truckloads, utilizing theservices of I.C.C.-regulated common and contract motor carriers, non-regulatedshipper associations and even their privately-owned fleets of trucks. Thesetrailer-loads can be moved over the highway or via rail-piggyback. The giantcorporations can also meet transportation requirements through carload railservice. And, finally, they can—and do—utilize freight forwarders, express andmotor carriers for that part of their transportation that, because of practicaland economic considerations, falls into the category of small shipments.Less-carload and less-trailerload freight quite often stands out as being themost prone to damage, loss, theft, bad service, selectivity and high rates. Why?Because, to move these shipments in boxcars and trailer-container piggybackrequires literally hundreds of pickups, handlings for assembly, and ultimatedeliveries. And this is specifically the field of transportation in which freightforwarders have been traditionally engaged.
Freight forwarders rely heavily on regulated motor common carriers andrailroads in providing the transportation services required by law and goodbusiness practice. The forwarders, as regulated carriers, have long been ag-grieved by legislative and regulatory restraints that effectively cripple theirpotential for serving the small shipment market. For example, terminal areazones hark back to pre-war days in their boundary definitions though the for-warder must operate to serve all the tremendous population and businessgrowth around the core city hubs that has occurred in the last 30 years. For-warders are denied privileges of other regulated carriers to own and operateequipment in competitive geographical areas. They are prohibited from makingdivisional arrangements and utilizing other economy-producing operationalplans with the railroads. These and other matters affecting freight forwardersare presently being examined by the Congress, the I.C.C. and other arms ofthe government.
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It is the forwarders' purpose herein to join with the railroads in seeking the

means to improve railroad service. Great expenditures and efforts have been

made by, with and through the government to advance progress in motorized,

air and water carriage and we have to applaud all constructive advances to

meet vital transport needs.
The forwarder is the vital link between the business community and the

railroads in the movement of small shipments to or from anybody to anyplace.

Without the forwarder, we would anticipate an evaporation of rail transport

for small shipments. And without healthy railroads, the forwarder will be sorely

strained to remain viable.
We, therefore, urge the Congress to move forward in this area where so much

distress is already evident, to strengthen free enterprise along these steel life-

lines and to guarantee the availability of all transport resources that will be

required in the future.
Regardless of the causes, the railroad industry finds itself up tight in many

areas, involving many thousands of gainfully employed workers and widely

dispersed investors. Congress should treat the patient while he still lives. As

for expressed fears of a raid on the federal treasury, Congress has the respon-

sibility to put in the safeguards.
Finally, the forwarder industry is perplexed by the apparent unwillingness

of Congress to give the railroads the leeway to innovate and experiment in

their dealings with the other regulated common carriers. Pending legislation

(H.R. 10293; S. 3808) offers a good corrective beginning.
Testifying before the House Subcommittee on Transportation and Aero-

nautics, the spokesman for Western Railroad Traffic Association and the Traffic

Executive Association—Eastern Railroads stated in supporting H.R. 10293:
". . . The most important reason is, that it will permit railroads to coordi-

nate their services with the services of their most important allies in the

common-carrier field, the freight forwarders. This, in our view, ought to help

the railroads maintain a share of the important market which is more and more
being closed to them—the less-than-carload and small-shipment market. Of

course, we would expect this new and improved alliance to result in increased
traffic and earnings; otherwise, the railroads would simply refuse to publish
anything. They would be under no compulsion to do so.
"Another reason why we think this represents sound and constructive legis-

lation is that it will afford a legal basis upon which railroads may establish
working rules and arrangements, and publish charges and rates specifically
designed to accommodate the traffic of freight forwarders and other common
carriers. When it moves on the railroad, freight forwarder traffic, like other
common carrier traffic, has inherent characteristics which distinguish it from
the traffic of shippers. These characteristics result, in large part, from the fact
that the forwarder is a common carrier. He has solicited the feight (sic) and
has a continuing responsibility to his shippers, each of whom holds a freight
forwarder bill of lading evidencing complete responsibility for the safe and
prompt transportation of the freight from the shipper's door to the consignee's
platform. It is the forwarder who must deal with those myriad shippers—
must publish and defend rates for their miscellaneous traffic, must trace their
shipments, investigate and pay their claims, and must collect the freight
charges applicable to their small lots of freight.
"When freight forwarder traffic is tendered to railroads it is processed traf-

fic. It has been through the common-carrier mill. It is traffic which, because
they have largely been forced out of the less-than-carload-lots field by a squeeze
between costs and competition, the railroads would not otherwise handle or
would handle at marginal or unprofitable charges. And in order to generate,
process, and turn over this traffic to the railroads the forwarders must main-
tain, at their own expense, extensive freight station facilities manned by per-
sonnel sufficient in number and know-how to effectuate coordination between
highway and rail service as to vast quantities of freight in predominantly
small lots.

". . . it is certainly a fact that the railroads' share of the transportation
market has been shrinking alarmingly for the past several decades. The trend
will not be arrested or reversed by adherence to old laws, old practices, or old
fetishes about how the freight forwarders ought to be treated by the railroads.
". . . We do not support this legislation as a gesture of philanthropy. We

support H.R. 10293 out of self-interest. We expect it to provide a means that
will contribute in some measure, large or small, toward our retaining a fair
share of the market which has been shifting to our competitors. We realize, of
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course, that the test which Congress must apply in evaluating the legislation is
whether it promotes the public interest. We are convinced that it does. There
are serious problems in the field of public transportation, and none more seri-
ous than in the areas of the small shipments. If this bill holds out any hope
of alleviating that problem—and we strongly believe that it does—then it
seems to us that Congress could hardly afford the risk of not enacting it into
law, very promptly."
The forwarders believe that prompt federal action to restimulate faltering

railroads will be greatly in the interest of the forwarder industry and certainly
in the public interest as well.

Respectfully yours,
CHARLES D. ROCHE,

Executive Vice President.

STATEMENT OF JAMES H. J. TATE, MAYOR OF PHILADELPHIA

My name is James H. J. Tate. I am Mayor of the City of Philadelphia, and
President of United States Conference of Mayors.
The five-county metropolitan area of which Philadelphia is the hub has a

population of almost four million persons and a daily working force of well
over one million.
With the ever increasing attention being focused on development of an ex-

panding network of public highways, newer and better automobiles, larger and
faster trucks, more sophisticated air transport for passengers, there is a ten-
dency in the public mind to forget the extremely important although less
glamorous public service provided by the railroad industry. Also there is a
tendency to forget or not to realize that railroads are inherently the lowest
cost producer of transportation service.
In Philadelphia the Penn Central Transportation Company was the backbone

of a vast transportation system responsible for the movement of both passen-
gers and freight. Penn Central daily carries nearly 80,000 commuters in this
five-county metropolitan area. 20,000 intercity passengers ride to, or through
Penn Central's passenger stations in the Philadelphia area each day. On a
typical day 1300 carloads of freight are moved into or out of Philadelphia by
Penn Central plus thousands more moving through the area. Of this freight
traffic some is destined to or from ocean-going freighters, which are responsible
for the significance of the port of the City of Philadelphia. Others are moving
to or from more than 6,700 of our local industries of all sizes.
What is equally important to the volume of the Penn Central activity is the

fact that like most railroads it provides freight and commuter service at bar-
gain basement prices, but unfortunately has not kept pace with the continually
rising cost spiral. Factually, the 80,000 commuters who travel on Penn Cen-
tral's rails pay substantially less than those who travel into and out of the
City by highway and even less per mile than those who utilize buses and other
urban mass transit facilities. This commuter service actually costs less to pro-
duce than equivalent bus service—and is certainly less damaging to our en-
vironment—and for this reason the City is currently devoting public funds to
the support of metropolitan rail commuter service. Rising costs have not per-
mitted any substantial needed capital investment in equipment, shops or sta-
tions—thus giving a poor reputation for operation efficiency.
It is ironic that millions of dollars of public funds have been poured into the

expansion of the highway system and into the development of air transport
facilities but that relatively little federal funding has been devoted to the
maintenance and improvement of the heavily used railroad system. This means
that the railroads have been compelled to draw on their ever diminishing re-
sources in order to compete with the highly subsidized and less efficient services
of their competitors.
The thought of the collapse and eventual abandonment of Penn Central serv-

ices is devastating to anyone responsible for, or interested in, the well-being
of the City of Philadelphia and its metropolitan area. The impact, of course,
would not be confined to the passengers no longer able to commute or to the
particular shippers or freight patrons of the railroad. The burden experienced
by these persons and firms would necessarily be passed on to, and would be
felt by, the public generally. Virtually every business enterprise in the City
depends directly or indirectly upon materials, parts or supplies that move by
Penn Central and virtually every business in the City has employes who travel
to and from work by Penn Central.
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In recent years the federal government has begun to realize the importance

of the federal support of the railroads. E.g., a program is being finalized which

would involve acquisition of more than 100 new commuter cars locally to re-

place the badly outmoded fleet presently available, consisting of cars many of

which are more than 50 years old. State funds, likewise, have recently been

made available in increasing amounts to the railroads to help maintain and

improve railroad commuter service in this metropolitan area. It would be ironic

if the program for which these local public funds were provided, totaling $40

million during the past decade, were allowed by Congress to die as a result of

the collapse of the remainder of Penn Central's operations.

Apart from the services which it provides to the public generally the well-

being of the carrier affects the City in other ways. For example, several thou-

sand residents of Philadelphia are employed by Penn Central, and the demise

of the carrier would have a serious effect on this segment of our population.

In addition, the nation has recently selected Philadelphia as the site for the

1976 bicentennial. Penn Central is indispensable to the success of this project.

If Penn Central service is allowed to collapse there is little hope that the bi-

centennial can succeed.
For many years we have expected the railroads to provide an important

public service and have taken it for granted. At the same time, by demanding

that the fares and rates charged by the railroads be held at a low level, and

by pouring millions of dollars in competing transportation facilities, we have

deprived the railroad of the very sources of funds which are indispensable to

their continued operation. Federal policy to date has not only prevented the

railroads from earning sufficient revenues to maintain their operations but has

in effect destroyed the ability of the railroads to raise needed funds by borrow-

ing and other conventional means.
It is not merely the management of Penn Central that faces these problems.

Both railroad lines connecting New York City with Philadelphia are in bank-

ruptcy and practically out of cash, notwithstanding local aid to both and the
density of industry in the heavily populated area served.
These railroad lines are a priceless asset to our metropolitan area, far more

useful and efficient than super highways in moving the peak rush of urban

traffic. It would cost billions to replace the 141 miles of Penn Central lines in
our metropolitan area with highways of much less peak hour capacity. These
railroad lines operate electrically on atomic and hydro power as well as fossil
fuel, helping greatly to mitigate our air pollution problem which is quite
serious.
Last Spring our voters elected to loan additional millions of dollars to help

our Port Corporation develop our public port facilities to further international
trade and maintain employment and earning power in our City and its en-
virons. This investment depends upon maintenance of railroad service for its
integrity. Foreign coal and ore shipments must have rail service.
The nation must also maintain its posture for national defense. There can be

no substitute for an adequate defense. When manpower and material are ra-
tioned, the ability of four men to move a 10,000 ton train with only a dollar's
worth of fuel per mile is necessary for survival. It would take 200 men driving
heavy trucks burning ten times as much fuel to do the same job. We must not
be caught short.
May I now thank the sub-committee for their time and interest in hearing

our problem. I am sure it is in the national interest to solve it and I am con-
fident you will do so. Thank you.

STATEMENT OF NILS A. LENNARTSON, PRESIDENT, RAILWAY PROGRESS INSTITUTE

Mr. Chairman and Members of the Committee, earlier this year the Railway
Progress Institute, national trade association of the railroad supply and equip-
ment industries, was afforded the opportunity by the Committee to express its
support for enactment by Congress of Senate Bill 4011, to guarantee loans to
railroads to a maximum of $750 million.
More recently—on Nov. 24, 1970, to be exact—Secretary of Transportation

John A. Volpe stated at a public hearing held by the Committee that the Ad-
ministration now would support a narrower approach in light of the critical
situation presently confronting railroads in reorganization. Specifically, Secre-
tary Volpe said he would go along with an approach advanced by Chairman
Vance Hartke, D-Ind., which would reduce the aggregate guarantee authority
to $500 million.
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This approach also would restrict guarantees to certificates issued by trustees
of railroads in reorganization and would provide explicitly for priority of such
guarantees over any other creditors of the railroad in the event of default.
As stated by both Senator Hartke and Secretary Volpe, this approach would

be pointed at meeting the most critical problem confronting us—keeping
troubled railroads running—and provide the time needed to develop and imple-
ment long-run measures which are so essential to the railroad industry. _
The Railway Progress Institute also would support legislation along those

lines. But we want to state our belief that such short-run aid to ailing rail-
roads, beneficial as it would be, must be considered as merely a part of overall
aid that must be provided for the railroad industry in general.
Immediate aid, in the form of loan guarantees, must be extended to such

railroads as the Penn Central, which has a cash balance capable of lasting only
a short time, and to other railroads in reorganization.
But the crying overall need of the railroad industry extends far beyond this.

America's Sound Transportation Review Organization (ASTRO), after an in-
tensive study, prescribed an expenditure of $36 billion on capital improvements
for railroads in general between now and 1980. Only through such a refurbish-
ing program—geared to acquiring new locomotives, freight cars, improved
rights-of-way and other measures—can the railroads be revitalized to play their
necessary part in moving America's goods in the future.

Jervis Langdon, former President of the Rock Island Railroad and now a
trustee for the Penn Central, testified before you that the most serious single
problem effecting the Penn Central, in particular, is lack of equipment. The
future of successful operation depends upon acquisition of equipment more
than on any other single factor, said Mr. Langdon.
There is but one way for the Penn Central and other railroads in a similar

position to get this needed equipment and that is through being able to borrow
money. If the railroad can not borrow money on its own from private sources,
then government guarantees of loans—extended to railroads in reorganization—
must be provided. RPI heartily endorses any such proposal introduced and
advanced by the Congress.

INTERSTATE COMMERCE COMMISSION,
Washington, D.C., November 23, 1970.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR CHAIRMAN MAGNUSON : This is in response to your letter of November

17, 1970, advising us that hearings have been scheduled for November 23 and
24, 1970, on the financial condition of the Penn Central Transportation Com-
pany and requesting in advance of the hearings an expression of the views of
the Interstate Commerce Commission on rail loan guarantee legislation which
would provide assistance only to railroads in reorganization under Chapter 77
of the Bankruptcy Act.
You will recall that the Senate Subcommittee on Surface Transportation held

hearings beginning June 23, 1970, immediately following the filing of the peti-
tion for reorganization of the railroad before the United States District Court
for the Eastern District of Pennsylvania. Although that hearing had been called
for other purposes, the inquiry soon turned to the financial condition of the
Penn Central Transportation Company, the circumstances leading to the bank-
ruptcy of that carrier and the desirability for enacting rail loan guarantee
legislation. The several witnesses who appeared on behalf of the Interstate
Commerce Commission responded that the agency wholeheartedly supported
the re-enactment of legislation similar to that which had been approved as
Part V of the Interstate Commerce Act in the Transportation Act of 1958.
Our endorsement of such legislative proposal was based on our concern for

the deteriorating economic situation affecting a number of the Nation's largest
railroads. We noted that several railroads had sustained net operating losses
in the year 1969 and that the liquidity of most had been impaired to the point
that their continued operations were precarious. For these reasons we ex-
pressed the belief that appropriate legislative authority should be provided
and the necessary administrative machinery should be maintained so that the
railroads would have means available to them quickly to secure financial as-
sistance.
In the meantime, we regret to say, the financial plight of the railroads of this

Nation has worsened, and the need for providing quick and temporary financial
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assistance has increased. We, therefore, favor the enactment of legislation pro-
viding for rail loan guarantees such as would be provided by H.R. 18125, which,
as modified, we endorse, and S. 4011, S. 4014 and S. 4016, which are substan-
tially similar in their purposes.
Your letter suggests that there may be sentiment for limiting the beneficiaries

of a loan guarantee program to railroads in reorganization under Chapter 77
of the Bankruptcy Act. The need of such carriers for the infusion of funds may
be even more pressing than that experienced by other railroads. Indeed, we
painfully are aware that the Central Railroad of New Jersey, in reorganization
before the United States District Court for the District of New Jersey, is ex-
periencing such devastating drains upon its resources that a cessation of opera-
tions about the first of next year is a distinct possibility. Similarly, we know
that the cash flow projections for the Penn Central Transportation Company
make it certain that this carrier, too, will need additional funds if it is to con-
tinue operations. We cannot say with any certainty whether either of these
bankrupt carriers would find a market for trustees certificates in the absence
of Government guarantees; however, we feel confident that absent such Gov-
ernment guarantees the trustees certificates could probably only be marketed,
if at all, at such exhorbitant interest rates and other conditions as to be un-
acceptable to any of the parties involved. An application by the Penn Central
Transportation Company for authorization to market up to $50,000,000 of
trustees certificates has not been perfected and continues pending before the
Commission, presumably because the trustees have been unable to find poten-
tial purchasers at terms that could be approved by the Commission under the
provisions of section 20a of the Interstate Commerce Act.
The Commission is also concerned, however, over the plight of certain rail-

roads which while avoiding bankruptcy are nonetheless in a difficult cash
position and may therefore delay necessary maintenance and acquisition of
equipment that may adversely affect their ability to render safe and adequate
service to the public. They, too, may find they cannot obtain acceptable or
approvable loans without Government guarantees. However, we feel the rail-
roads themselves or the AAR will be in the best position to testify on this
question.
The financial assistance that the rail loan guarantee legislation would provide

under Chapter 77 of the Bankruptcy Act in our judgment must be recognized
as being only a temporary palliative. It must not be treated as a cure for the
basic economic ills that have troubled these railroads and brought them to
bankruptcy. Only to the extent that the reorganization courts, the trustees and
the creditors of the financially distraught railroads realize that prompt and
drastic actions must be taken to restore the viability of essential railroad
operations does the temporary infusion of financial aid make any sense at all,
whether it be only for railroads which are already in bankruptcy, or for other
roads as well. In short, the former ways of doing business should not be per.,
petuated at the expense of the American taxpayers, but their assistance may
be called for to assure continued operations of essential services that, absent
such aid, would need to be curtailed or discontinued altogether.
We appreciate the opportunity afforded us to comment on the proposed rail

loan guarantee legisaltion and should be pleased to respond further if you
think it would be helpful.

Sincerely yours,

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR CHAIRMAN MAGNUSON : The enclosed forecast statement of the Penn

Central Transportation Company for the month of July is submitted in response
to your request of June 29, 1970. This statement supplements information sub-
mitted to you on June 30, 1970.
If we can be of further assistance in this matter, please advise.

Sincerely yours,

GEORGE M. STAFFORD,
Chairman.

INTERSTATE COMMERCE COMMISSION,
Washington, D.C., July 8, 1970.

GEORGE M. STAFFORD, ChairMall.
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I;Ion. VANCE HARTKE,
Chairman, Subcommittee on Surface Transportation,
Senate Commerce Committee, U.S. Senate, Washington, D.C.
DEAR Mn. CHAIRMAN: This is in reply to your request for various information

to be supplied for the record of hearings before your Subcommittee, June 23,
1970. In some cases, our estimate of the time required to supply the data was
too optimistic, but I am pleased to report that we now expect to be able to
submit everything that is available from our files within the next week.
A status report of the data follows:
- (1) Ownership of Penn Central—requested by letter to President Gor-
man, and will be submitted as soon as answer is received.
(2) List of railroads which may be asking for loan assistance if legisla-

tion enacted, with the relevant financial condition of these railroads—to be
supplied shortly.
(3) Forecast of financial condition of railroads to be obtained from rail-

roads, with estimate of time to obtain—tentative date for submission is
August 14,1970.
(4) Evaluate list of railroads which operated at a deficit in 1969—to be

supplied shortly.
(5) Advise Committee of Penn Central bankruptcy proceeding—attached

is material received to date from the clerk of the United States District
Court for the Eastern District of Pennsylvania. In addition, all material
received in the future will be sent to the Committee, attention A. Daniel
O'Neal, Staff Counsel.
As indicated previously, the hearing for appointment of trustees was

scheduled July 15, 1970. It has been postponed to July 22, 1970, but when
the appointment is made, the nominees will file petitions with the Com-
mission for ratification of the appointment. As soon as the Commission
acts on the matter, copies of the order will be supplied to the Committee.
(6) Attached are copies of all orders dealing with transactions approved

under section 5 which were steps taken by the debtor since the merger of
the Pennsylvania Railroad Company and the New York Central Railroad
Co. to simplify the corporate structure.

The first four orders deal with transactions by which a number of subsidi-
aries of Penn Central were merged into another subsidiary, the Penndel Com-
pany. The names of the carriers which were merged into Penndel follow, in
order, with the finance docket number listed after each for the purpose of
identification:

Elmira & Williamsport Railroad Co., F.D. 25405.
Battle Creek & Sturgis Railway Co., F.D. 25472.
Lansing Transit Railway Co., F.D. 25487.
Lansing Manufacturers Railroad, F.D. 25488.
Detroit, Toledo & Milwaukee Railroad Co., F.D. 25489.
Zanesville Terminal Railroad Co., F.D. 25761.
Rosslyn Connecting Railroad Co., F.D. 25762.

The next three orders may be summarized as follows: Lease by the debtor

of the properties of the New York Connecting Rail Road Co., Finance Docket
No. 25811; merger into the debtor of the properties of the Cherry Tree & Dixon-

ville Railroad Co., Finance Docket No. 26042; and merger into the debtor of

the properties of the Lake Erie & Pittsburgh Railway Co., Finance Docket No.

26048.
One similar type corporate simplification case is pending in Finance Docket

No. 26226, proposing the merger into the debtor of the properties of the South

Manchester Railroad Comapny. The procedural requirements in this proceed-

ing became complete just about the time the debtor filed its petition for re-

organization under section 77 of the Bankruptcy Act. It is our plan, once

the trustees for the debtor have qualified, to inquire of their counRel whether

the trustees propose to proceed with the transaction and, if so, whether they

will obtain whatever court order might be necessary to prosecute the application.

In addition to the foregoing data for the record, other information is now

being prepared for the Committee to set forth those items of investigation

that will be given priority in accordance with the• Committee's desire. In-

cluded among these items are:
(1) Analysis of transactions between the Pennsylvania Transportation

Company and all of its affiliates, including any transactions with the Penn

INTERSTATE COMMERCE COMMISSION,
Washington, D.C., July 16, 1970.
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Central Comapny (parent corporation). This examination will include
all transactions back to the initial date of merger for the purpose of dis-
closing whether any railroad assets were diverted to noncarrier activities.
(2) The examination will determine the outstanding obligations of the

Penn Central Transportation Company as of June 21, 1970, and the secur-
ities that were pledged to cover such obligations.
(3) The source and applications of funds subsequent to merger.

As the Committee was advised, an interim report will be submitted cover-
ing these matters at the earliest possible date, which will likely be two to
three months from now.
I regret the length of time necessary to compile the data requested, but I

wish to assure you that we are making every effort to gather, it is as ex-
peditiously as possible.

Sincerely yours,
GEORGE M. STAFFORD,

Chairmaii.

INTERSTATE COMMERCE COMMISSION,
Washington, D.0 ., July 23,1970.

Hon. VANCE HARTKE,
Chairman, Subcommittee on Surface Transportation, Senate Commerce Com-

mittee, U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: This has reference to the hearings before your Subcom-

mittee on June 23, 1970, and will provide data for the record of the hearings, as
requested, not included in my previous letter of July 16, 1970.
Preliminary to discussing the data requested, however, I should like to sub-

mit for the record the attached chart entitled "Capital Expenditures for Additions
and Betterments, Cash Flow and Working Capital," in lieu of a chart of the same
name attached to the statement of Commissioner Laurence K. Walrath. As you
will recall, this chart, along with others, was a copy of a large one used by
Commissioner Walrath as a visual aid in his presentation to you. Since the
hearings, we discovered that this particular chart did not show the correct
amount of expenditures in early years, but more importantly, did not accurately
reflect the dramatic change in the comparison in amounts of expenditures and
working capital in recent years. We regret any inconvenience that may have been
caused by our understatement.

To, supplement my letter of July 16, 1970, and in the same order listed there,
the following information was requested for the record:

(1) Ownership of Penn Central—As you know, a list of stockholders regis-
tered on the books of Penn Central Company was requested, and attached is
the reply and list provided to, Vice Chairman Hardin by Paul A. Gorman,
Chairman of the Board, on July 13, 1970.
We recognize that the list is less than satisfactory, and are in process of

determining whether the Company has any additional information con-
cerning the ownership of its stock. Once all the information that is obtainable
from Company records has been reviewed, we propose to correspond directly
with brokerage houses and others in order to obtain the actual owners of
the stock. However, this is no simple undertaking and will require consider-
able time. Furthermore, if each of the brokerage houses or banks that hold
stock for others should not be cooperative, it is possible that their records
might have to be subpoened in order to obtain the information. At the
present time we cannot estimate how long it is going to take to finish the
task but it will be carried out with dispatch, and we will keep you advised
as to progress.
(2) List of railroads which may be asking for loan assistance if legis-

lation enacted, with the relevant financial conditions of these railroads. We
have no way of determining which railroads would seek loan assistance
if legislation should be enacted. Conceivably all of those railroads which
operated at a deficit in 1969 might make a request. It is entirely possible,
however, that other railroads which are still operating at a profit might
seek such assistance as well.
(3) Forecast of financial condition of railroads to be obtained from rail-

roads, with estimate of time to obtain. As previously advised, this informa-
tion should be available for submission on August 14, 1970, as it has been
requested by certified mail from each Class I railroad.
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(4) Evaluate list of railroads which operated at a deficit in 1939. At-

tached are pertinent financial statistics and a financial evaluation of rail-

roads which operated at a deficit in 1969.
(5) Keep Committee advised of Penn Central bankruptcy proceeding,

etc. All orders of the Court entered prior to my letter of July 16, 1970,

were supplied with it, and you are being furnished with them as we receive

them. As you know, the trustees were named yesterday, and we will be ac-

ting on the matter shortly (press release attached). You will be advised

further on this matter.
(6) List of steps taken by Penn Central since merger to simplify cor-

porate structure as required by Commission. Supplied with my letter of

July 16, 1970.
Any information that is yet to be supplied to you will be furnished as specified

above, and we intend to submit it as promptly as circumstances permit.
Sincerely yours,

GEORGE M. STAFFORD,
Chairman.

PENN CENTRAL,
Philadelphia, Pa., July 13, 1970.

Mr. DALE W. HARDIN,
Acting Chairman,
Interstate Commerce Commission,
Washington, D.C.
DEAR Mn. HARDIN : There is attached a list of those stockholders registered on

the books of this Company as of June 15, 1970, who own at least one per cent of
the outstanding common stock.

Cede & Co. is a clearing house for the Brokers and this stock is owned by
various Brokerage firms. C. A. England & Co., Carson & Co., Kane & Co., Leroy
& Co. and Prude & Co. are nominees of the banks listed beside their names.
The two Swiss accounts, we understand, also are held for many individuals.
We have no way of knowing who the beneficial owners of the stock are in any

of the above.
The stock standing in the name of David C. Bevan, Edward A. Kaier & John

J. Maher, Trs. of Penn Central Transportation Company—Thrift Plan, is stock
held for employes of the Penn Central Transportation Company and other

affiliates.
Sincerely,

PAUL A. GORMA.N,
Chairman of the Board.

STOCKHOLDERS REGISTERED ON THE BOOKS OF THE COMPANY AS OF JUNE 15, 1970, OWNING AT LEAST 1 PERCENT

OF THE OUTSTANDING STOCK OF THE COMPANY

Name Business address
Number of

shares

(1) David C. Bevan, Ed. A. Kaier & John J. Maher,
trustees of Penn Central Transportation Co.

In care of Treasurer, 6 Penn Center Plaza, Phila.,
Pa.

249,157

thrift plan.
(2) C. A. England & Co In care of Chemical Corn Exchange Bank, Post

Office Box 1368, Church St. Station, New York,
N.Y.

550,412

(3) Carson & Co In care of Morgan Guaranty Trust Company of
New York, Post Office Box 1426, Church St.

345,177

Station, New York, N.Y.
(4) Cede & Co Box 20, Bowling Green Station, New York, N.Y 2,101,771
(5) Credit Suisse 59 Wall St., New York, N.Y 761,373
(6) Societe deBanque Suisse 15 Nassau St., New York, N.Y 312,401
(7) Kane & Co In care of the Chase Manhattan Bank, Post Office

Box 1508, Church St. Station, New York, N.Y.
366,841

(8) Leroy & Co In care of National Newark & Essex Bank, Post
Office Box 569, Newark, N.J.

395,352

(9) Merrill Lynch, Pierce, Fenner & Smith, Inc 70 Pine St., New York, N.Y. 430,311
(10) Richard Joyce Smith trustee of the property of 54 Meadow St., New Haven, Conn 956,576

the New York, New Haven & Hartford Rail-
road Co.

(11) Trude & Co In care of Continental Illinois National Bank &
Trust Company of Chicago, Chicago Lock Box H,
Chicago, Ill.

288,385
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INTERSTATE COMMERCE COMMISSION

(For Release July 23, 1970)

COMMISSION PREPARED TO ACT QUICKLY ON PENN CENTRAL TRUSTEE APPOINTMENTS

Chairman George M. Stafford of the Interstate Commerce Commission an-
nounced today that the Commission was prepared to act quickly on applications
for ratification of the four trustees of the Penn Central Transportation Company
who were appointed yesterday by Judge P. Fullam in Philadelphia.
The Chairman stated that the Commission has yet been asked to pass upon the

appointments. He noted that the Commission's regulations require that the trust-
ees file petitions for ratification which must contain full statements of their own
and their families' financial interests, and any business relationships they may
have with the Penn Central or its affiliates.
The trustees appointed today by Judge Fullam are W. Willard Wirtz, former

Secretary of Labor; George P. Baker, former Dean of the Harvard Graduate
School of Business Administration; Jervis Langdon, Jr., Chief Executive Of-
ficer of the Rock Island Railroad and Richard C. Bond, Chairman of Wana-
makers, a Philadelphia based department store.

4 JULY 30, 1970.
Hon. GEORGE M. STAFFORD
Chairman, Interstate Commerce Commission,
Washington, D.C.
DEAR CHAIRMAN STAFFORD: You will recall that at the ICC oversight hearing

on June 23, 1970, I raised the question about whether the ICC auditors were
receiving cooperation of the Penn Central and its accountant with respect to
your agency's inquiry into the financial condition of that Company. It was stated
that the Penn Central was cooperating but that the accounting firm of Peat,
Marwich, Mitchell & Company had refused to provide the ICC auditors with
access to its working papers.
In view of recent information which has come to ray attention, I would like

to know whether access to the above noted working papers has yet been per-
mitted. If not, please advise me as to what course of action the Commission
has taken or plans to take.

Sincerely yours,
VANCE HARTKE,

Chairman, Surface Transportation Subcommittee.

INTERSTATE COMMERCE COMMISSION,
Washington, D.C., August 4,1970.

Hon. VANCE HARTKE,
Chairman, Surface Transportation Subcommittee, Committee on Commerce,

U.S. Senate, Washington, D.C.
DEAR CHAIRMAN HARTKE: This responds to your letter of July 30, 1970, in

regard to our access to the working papers of Peat, Marwick, Mitchell & Co.,
the accounting firm which certified the financial statements of Penn Central.
Our legal staff has been considering appropriate courses of action. In view of

the appointment of trustees we have decided to seek access to such records through
them. We are now in process of so doing. If these efforts fail, all available legal
means to make the papers available to us for inspection will be explored.
We will keep you informed of our progress in this matter.

Sincerely yours,
GEORGE M. STAFFORD

Chairman.

AUGUST 17, 1970.
Hon. GEORGE M. STAFFORD,
Chairman, Interstate Commerce Commission,
Washington, D.C.
DEAR MR. CHAIRMAN: This is with reference to this Committee's review of

Railroad Loan Guarantee legislation and specifically the Penn Central situa-
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tion. In your letter dated August 3, 1970, you provided me with certain informa-

tion about the cash flow condition of the Penn Central Railroad. Since the Penn

Central is of course the major concern with respect to the pending legislation it is

vital that this Committee have a clear picture of precisely how much money, if

any, the Penn Central will need to keep operating through the end of this year

and into the next session of Congress.
, As you probably know, the chief financial officer of the Penn Central, Mr.

Jonathan O'Herron, testified before this Committee on August 7 that in his view

the railroad would be in a cash deficit position by the end of September 1970.

This Committee will need in the very near future your Agency's evaluation of

the cash flow situation for Penn Central. In addition to the projections, them-

selves, the Committee should have available to it the back-up materials utilized

by the Penn Central and/or the Interstate Commerce Commission in reaching

their conclusions.
Sincerely yours,

VANCE HARTKE,
Chairman, Surface Transportation Subcommittee.

INTERSTATE COMMERCE COMMISSION,
Washington-, D.C., August 21, 1970.

Hon. VANCE HARTKE,
Chairman, Surface Transportation Subcommattee,

Committee on Commerce, U.S. Senate, Washington, D.C.

DEAR CHAIRMAN HARTKE: This has further reference to your letter 
of July 30,

1970, and my response of August 4, 1970, in regard to our access to
 the working

papers of Peat, Marwick, Mitchell & Co., public accountants for the Penn
 Central.

The working papers have been made available to us and our staff
 is now in

process of reviewing them.
Sincerely yours,

GEORGE M. STAFFORD,
Ch-airman.

AUGUST 26, 1970.

Hon. VANCE HARTKE,
Chairman, Subcommittee on Surface Transportation, Senate 

Commerce Com-

mittee, U.S. Senate, Washington, D.C.

DEAR MR. CHAIRMAN: This is in response to your letter of Aug
ust 17, 1970,

requesting the Commission's evaluation of the cash flow proje
ctions of the Penn

Central Transportation Company submitted to your Committee b
y Mr. Jonathan

O'Herron on August 7, 1970. You further requested the underlyi
ng work papers

of the Penn Central Transportation Company in preparation o
f its cash flow

projections and the analyses of these projections made by our 
staff.

I am sure you can appreciate the problems encountered in reviewing
 these pro-

jections and the difficulties in transmitting the voluminous work 
papers involved

in these analyses. I would suggest that, instead of our reproduci
ng the work

papers, a member of your staff accompany Mr. John Grady, Chief 
of our Field

Services, Bureau of Accounts, to the offices of the Penn Central Trans
portation

Company to make a personal on-the-spot inspection and to review the c
ompany's

projections and our staff's analyses.
Your representative can call Mr. Grady to arrange this inspection at

 a time

that is convenient to your committee. If we can be of further assistan
ce in this

matter, please advise.
Sincerely yours,

GEORGE M. STAFFORD,
Chairman.

MEMORANDUM
SEPTEMBER 3, 1970.

To: The Honorable VANCE HARTKE, Chairman, Subcommittee on Surface Trans-

portation, U.S. Senate Committee on Commerce, Washington, D.C.

From: STUART T. SAUNDERS, 40 West Ardmore Avenue, Ardmore, Pa.

During my testimony before your Committee on Wednesday, July 22, 1970, you

and Senator Baker requested that I supply additional information for the record.
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On pages 309 and 310 of this hearing, Senator Baker asked if I could tell him
how many employees on Penn Central have vested pension rights. The answer
is that approximately 65,000 Penn Central employees have more than ten years'
service and thereby have vested pension rights.
On page 332 of this hearing, you asked if I could tell you who were the "limited

number of individuals" to whom substantial portions of Great Southwest real
estate sales were made in 1968 and 1969. Some of the major sales, such as Six
Flags Over Georgia, Six Flags Over Texas and the Bryant Ranch property were
made to Property Research Corporation, which is a broker for various invest-
ment syndicates. In addition, important individual sales were made to the
following: Lonnie M. Dunn, James R. Knapp, Frank DeMarco, Herbert Kalmbach,
Roy Dorami, Robert Morrison, Sherwood C. Chillingsworth, Eric Weissmann,
Daniel H. Wolff, Virginia R. Ortleib, Abe Reider, Stephen Chambers, Myles P.
Shanahan, William Connell, Daniel E. Lyons, Stephen E. O'Neil, Peter C. R.
Huang, Andrew W. Hughes, Edward F. Paquette, George T. Scharffenberger
and Ernest Wolff.
I do not know any of these purchasers and I have no further information

concerning them.
If you desire additional information about them, I suggest that you get in

touch with Mr. Robert T. Gowen, Secretary-General Counsel, Great Southwest
Corporation, 881 Dover Drive, New Pork Beach, California 92663.

INTERSTATE COMMERCE COMMISSION,
Washington, D.C., September 8, 1970.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR CHAIRMAN MAGNUSON : This is to supplement my letter of July 30, 1970,

in respect to the cash flow of the Penn Central Transportation Company.
The Company's forecast of cash receipts and disbursements for July through

December 1970, enclosed with my prior letter, has proved to be inaccurate. For
example, cash of $16.3 million was predicted as of the end of August whereas
actual cash as of August 31 was $37.0 million.
Revised cash forecasts for September and for the last two quarters in 1970

have been prepared by the Company and are enclosed. As seen, $31 million in
cash is now expected to be on hand as of the end of the year. This amount is
predicated first on the payment in December 1970 of $54 million of retroactive
wage settlements and, secondly, on the receipt during the last quarter of 1970
of $50 million from the sale of Trustee's Certificates. The retroactive wage settle-
ment will be due and payable in December only if union agreements are signed
by October 31, 1970. If they are not signed by that date payment will be deferred
until 1971. There is also the possibility that in lieu of a lump sum payment the
unions will agree to payment in installments over the term of the contract.
In respect to the issue and sale of Trustee Certificates, the application for such

issue filed with this Commission on July 13, 1970 has not been completed, i.e.,
the buyer has not been named and terms of the sale have not been supplied.
I call your attention to the fact that the Company's cash forecast for the last

two quarters of 1970 do not anticipate payment of state and local property taxes
during those quarters. In this connection the Trustees have filed a petition with
the Federal Court to permit deferment of payment of about $45 million of such
taxes that have become due since June 21 or will become due before December
31, 1970. The Court will hear the matter on September 17, 1970.

Sincerely yours,
GEORGE M. STAFFORD,

Chairman.
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PENN CENTRAL TRANSPORTATION CO., CASH FLOW 1970, BY QUARTERS

iln millions of dollars]

Actual Forecast

1st 2d 3d 4th Year

RECEI PTS

Revenue collected by Penn Central 406 447 442 487 1, 812
Collections from other railroads 77 79 78 81 315
Government collections 19 17 16 17 69
Salvage 7 4 4 6 21
Miscellaneous accounts receivable 16 17 14 16 63
Rents 17 17 14 17 65
Pennsylvania Co. and dividends 6 6  12
Other dividends and interest 5 5 3 2 15
Proceeds—sale of property 6 4 1 9 20
Financing:

Commercial paper 16  50 66
By subsidiaries 43 61  104
Bank loans (to refund Commodity—paper) 9 87  96

Special items:
Tax allocation agreement 5 5
N.E. corridor contract 5 5
SEPTA 4 4

Miscellaneous (net) 1 1

Total receipts 627 774 582 690 2,673
Disbursements 676 746 601 677 2, 700

Net charge (49) 82 (19) 13 (27)
Beginning cash 58 9 37 18 58

Ending cash 9 37 18 31 31

DISBURSEMENTS

Revenue due other railroads 76 54 75 72 277
Mileage and per diem 35 32 32 32 131
Claims to other railroads 6 5 7 8 26
Car repairs 3 3 2 3 11
Other accounts payable (other I. & C.) 10 13 12 10 45
Utilities, services, etc. (A/P) 101 95 93 103 392
Fuel oil, materials and supplies 49 51 35 44 179
Loss and damage claims 12 12 9 11 44
Taxes—R. E. franchise, excise 19 21  40
(Miscellaneous vouchers) 17 10 12 12 51
Paychecks 163 173 172 184 692
Withholding taxes—FIT 37 38 38 41 154
Railroad retirements—employer (estimate) 34 38 37 40 149
Unemployment insurance 4 5 5 5 19
Employee savings bonds 1 1 1 1 4
Debt service—principal:

Equipment obligation 22 16 19 12 69
Commercial paper 9 108  117
PCC and STL bonds 18  18
Other 3 1  4

Debt service—interest:
Equipment obligation 11 6 11 6 34
Bonded debt 10 12  22
Commercial paper 6 1  7
Miscellaneous obligation 7 6  13

Advances to subsidiaries—net (4) 16 2 14
Equipment leases 15 10 16 14 55
Leased line payments 5 3 5 7 20
Injuries to persons 7 8 4 5 24
Freight and passenger agents checks 8 8 7 7 30
Employees travel and business expenses 3 3 3 3 12
Special items:

Southern divisions case 6  6
Fidelity Bank—Mortgage trustee 11  11

Retroactive wage settlements 54 54
Vouchers canceled (utilities, material, etc.) (36) (36)
Miscellaneous—net 1 4 4 3 12

Total 676 746 601 677 2,700
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INTERSTATE COMMERCE COMMISSION,
Washington, D.C., October 9, 1970.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR CHAIRMAN MAGNUSON: This is in further response to your request to

be kept informed in respect to the cash flow of the Penn Central Transportation
Company.
The Company's cash-flow forecasts remain the same as they were when I

wrote you on this subject last month, and its actual cash flow is running close to
the amounts previously predicted. Cash as of the close of business September 30,
the end of the third quarter, was $7 million more than the $18 million forecasted.
You will recall that the positive cash flow of $13 million forecasted by the

Company for the fourth quarter is predicated on (1) the sale of $50 million of
trustees' certificates, (2) payment of $54 million in retroactive wage settlements,
and (3) deferment of payment of about $45 million in state and local property
taxes. William H. Moore, the Penn Central's new president, was quoted in the
press as saying, "I don't think there's any question but that the trustees will
be successful in selling their certificates before the year end." Contrary to this
statement, indications from some of the larger banks are that they already have
loans to Penn Central up to the limit allowed under State and Federal banking
laws, and that in view of its negative cash flow the banks are not interested, in
additional loans to Penn Central without a Government guaranty.
The retroactive wage settlement will be confirmed when union agreements

are signed this month. The Court has deferred its decision probably until Febru-
ary 1971, on the payment of property taxes.

Other elements that can affect cash flow are the rate increases requested by
the Eastern roads, including Penn Central, on which hearings are currently
being held, and the strike at General Motors.
We have recently requested further information from the Penn Central man-

agement in respect to the serious cash flow situation. I will advise further
when a reply is received and evaluated.

Sincerely yours,
GEORGE M. STAFFORD,

Chairman.

INTERSTATE COMMERCE COMMISSION,
Washington, D.C., October 16, 1970.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR CHAIRMAN MAGNUSON: It has come to my attention, through discus-

sions between members of the staff of the Interstate Commerce Commission and
that of the Senate Commerce Committee, that you anticipate a preliminary
report from the Commission on the progress of the staff's investigation into the
bankruptcy of the Penn Central Transportation Company.
As you know, the investigation has been both intensive and far reaching,

with a number of different facets of the railroad's operations and the affairs
of its affiliates being examined. The investigation is continuing, and no one
phase has as yet been completed. Our examination has uncovered many prob-
lem areas, not anticipated at the outset, which are extremely complex and will
require additional investigation.
We have learned a number of things in the course of our investigation which

can almost certainly be said to have contributed to the collapse of the railroad.
It must be conceded, however, that many of the facts which have been gathered
have simply confirmed what was already suspected from the carrier's perform-
ance since the date of the merger of the Pennsylvania and the New York
Central. For example, there are indications that the failure of the merged rail-
roads, and their respective operating executives, properly to mesh gears and to
operate as a truly single rail system contributed to numerous service problems
which, in turn, led to increased costs.
We are also uncovering the ownership of the shares of the railroad's parent

holding company. While this aspect of the investigation also remains incom-
plete, it now appears, as expected, that a very large proportion of the shares,
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and probably a majority, are held in "street names" and are voted for undis-
closed nominees. We are in the process of identifying the beneficial owners of
such stock.
The staff has devoted many hours of its time to the investigation of the finan-

cial transactions of the railroad and of its various affiliates and of transactions
by the railroad's officers in its own stock and in that of its actual or potential
affiliates. The information which is coming to light here—and I should stress
once again that the investigation remains incomplete—indicates that there may
have been very substantial dealings by individual officers in these shares, and
that such dealings may have worked to the ultimate disadvantage of the rail-
road.
Under these circumstances, we do not deem it proper to spread upon the public

record the partial information which we have obtained. In doing so, we would,
in effect, be accusing a number of individuals who would be unable to respond
to the charges implicit in the results of our still incomplete investigation. In
addition, such an early release of the facts which we have assembled thus far
might well impair our staff's ability to complete the investigation satisfactorily.
It has been determined, therefore, that this material should only be disclosed
in a Commission hearing or, if appropriate, referred to the Department of Justice
for possible criminal prosecution. Only in this way would the persons involved
have the opportunity to be represented and have available to them such protec-
tions as our legal system provides.

If I can be of further assistance to you in this matter, please call upon me.
We will, of course, continue to keep you informed. Also, as you are aware, the
documentary material obtained in the course of this investigation is being made
available to your staff upon their request.

Sincerely yours,

cc: Hon. Harley 0. Staggers.
Hon. Wright Patman.

GEORGE M. STAFFORD,
Chairman.

INTERSTATE COMMERCE COMMISSION,
Washington, D.C., November 2, 1970.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR CHAIRMAN MAGNUSON : The major assignment of the large force of our

auditors working on the Penn Central situation is directed to investigating the
financial transactions which occurred prior to the June 21, 1970, petition for
reorganization.
In addition you have asked for any information we may obtain relative to the

Penn Central's cash flow subsequent to the petition for reorganization.
In response to this request we have been forwarding to you compilations of

the cash flow information which the Company sends to the Commission.
The Company has submitted a new cash flow forecast for October through De-

cember 1970, copy enclosed, which is considerably different from the forecasts
discussed in my prior letters. Also enclosed is a statement prepared by our ac-
countants which compares the new cash forecast with the last one furnished by
the Company. The "difference" column highlights the significant changes.
As we have previously emphasized, truly accurate estimates of the cash flow

of the Penn Central (in reorganization) from the mid part of the year to the
end of the year would be almost impossible to forecast. There are just too many
"if" factors.

Their people—operating, engineering, financial, accounting, etc., must all con-
tribute the best judgment their respective units can give regarding the ever
changing picture of day-to-day and week-to-week operations. Then from these
submissions monthly estimates are made. As each month passes, actual figures
take the place of the estimated figures. The actual figures can be expected to be,
and generally are, considerably different from the estimates.
Each month our Accounting Bureau finds some of both estimated and fore-

cast items which it questions, and our field men are instructed to obtain full
details of these items. A number of adjustments have followed.
An example of this is that in their previous forecast the Company showed

expected revenues of $9 million from the sale of property and that item was
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deleted from their latest forecast. Additionally, their previous forecast showed
expected expenditures of $3 million under "miscellaneous-net" whereas in the
latest forecast that item was increased to $10 million. An adjustment of these
two items to conform to the previous forecast would result in a revised forecast
of $36.5 million cash balance at the end of the fourth quarter instead of $20.5
million as shown. Our staff sought an explanation of these two items in a
letter dated October 27, 1970, and by telephone on October 30. The reply was
that the sale of property which was expected to produce $9 million was a
carry-over from the days before the reorganization, and that since there has
now developed a question as to whether such property could be disposed of
and the proceeds used by the trustees, that item was dropped in their latest
forecast.
In this connection, recent newspaper articles and a statement by Penn

Central officials confirmed that New York State had agreed to pay Penn Central
$7.2 million in cash to buy the commuter line within that State, and that New
York and Connecticut between them will purchase 97 commuter cars for a
total of about $3.9 million from Penn Central. Further, the State of Connecticut
has entered into an agreement to lease its part of the line for sixty years at
about $1 million per year. The Commission cannot, at this moment. determine
what effect, if any, these transactions will have upon the cash flow for the
current quarter. Information is that the $7.2 million may not be received by
the Company until after the first of January. However, they are making an
effort to try to obtain those funds within this quarter.
The explanation as to the difference of $7 million in disbursements under

"miscellaneous" was that heretofore the renovation and construction of cars
in the Altoona shops were financed by outside sources. Since that financing
has now dried up, they are required to pay for the work as it is performed.
Also there are other—very major—"if" factors which vitally affect the ulti-

mate cash flow figure.
In my letter of October 9, 1970, I pointed out that a positive cash flow figure

of $13 million for the fourth quarter was predicated upon (1) the sale of $50
million of trustees' certificates, (2) payment of $54 million in retroactive wage
settlements, and (3) deferment of payment of about $45 million in state and local
property taxes.

It now seems apparent that the Company will not be able to sell the $50 mil-
lion of trustee certificates without a government guaranty, so this amount is no
longer included among Receipts. And since management now feels that a wage
settlement will not be reached and the payments made before the end of the
year, most of the retroactive wage payment has been omitted from Disburse-
ments.
As to item (3), the hoped for deferment of about $45 million in state and local

taxes, the trustees are now only assured of indefinite deferment of approxi-
mately $34.6 million. They will very probably have to pay out at least a large
part and maybe all of the balance before the end of the year. The enclosed fore-
casts were made up and submitted prior to Judge Fullam's decision of October 26,
1970, on this matter, and thus no state and local tax payments (which could be
up to $10 million) are shown as disbursements in the enclosed fourth quarter
forecast.
Now, two more—very major—"if" factors are included.
The fourth quarter Receipts in the enclosed cash flow forecast are predicated

(1) on the hope that in the currently pending general rate increase case (15 per-

cent is sought by the Eastern roads) they will get a 7 percent freight rate in-

crease, effective on November 18, 1970, and (2) on a settlement of the General

Motors strike by October 31, 1970. Management explains that because of the time

lag between billing and the collection of receivables, the strike will cost the

Company only $3 million in October but about $8 million in November. The

hoped for settlement of the General Motors strike by October 31 did not

materialize.
In this report we have tried to give you a little more of a review and summary

of the Company's latest cash flow forecast, and of factors which vitally affect

their estimates. We hope our comments and observations will be helpful to 
yam.

Committee.
Sincerely yours,

GEORGE M. STAFFORD,
Choi."
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PENN CENTRAL TRANSPORTATION CO., CASH FLOW, 4TH QUARTER, 1970

[In millions of dollars]

Revised
forecast

Previous
forecast Difference

RECEIPTS
Revenues collected by Penn Central 457 487 30
Collections from other railroads 71 81 10
Government collections 17 17  
Salvage 7 6 (1)
Miscellaneous accounts receivable 15 16 1
Rents 13 17 4
Dividends and interest 2 2  
Proceeds—sale of property 0 9 9
Advances (to) subsidiary companies 0 0 0
Financing: Trustee certificates 0 50 50
Tax allocation 5 5  
Northeast corridor 1 0 (1)
SEPTA  0 0  

Total receipts_  588 690 102

DISBURSEMENTS
Revenue due other railroads 69 72 3
Mileage and per diem 32 32  
Claims to other railroads 8 8  
Car repairs 3 3  
Other accounts payable 10 10  
Utilities, services, etc. (A/P) 98 103 5
Fuel oil, material and supplies 44 44  
Loss and damage claims 4 11 7
O.C. claims, private mileage, etc 12 12  
Paychecks 171 184 13
Withholding taxes—F.I.T 34 41 7
Railroad retirement—Employer (ES) 39 40 1
Unemployment insurance 5 5  
Employee savings bonds 1 1  
Debt service—principal: Equipment obligations 12 12  
Debt service—interest: Equipment obligations 6 6  
Equipment leases 15 14 (1)
Leased line rentals 0 7 7
Injuries to persons 5 5  
Freight and passenger agents checks 7 7  
Employees travel and business expenses 3 3  
Retroactive wage settlements 5 54 49
Miscellaneous—net 10 3 (7)

Total disbursements 593 677 84

Net change (5) 13 18
Beginning cash 25 18 (7)
Ending cash 20 31 11

CHAIRMAN OF THE BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM,

Washington, D.C., November 24,1970.
Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: In accordance with my letter of November 20, 1970, I

submit herewith the views of the Board of Governors with respect to possible
Government assistance to the Penn Central Transportation Company.
The Board believes that the economic consequences of a complete shutdown of

Penn Central Railroad should be a matter of serious concern to the U.S. Govern-
ment. The economic impact of such a shutdown is difficult to estimate in absolute
terms. However, in view of the importance of Penn Central in the transporting
of basic raw materials, heavy semi-finished and finished products, and consumer
durables, it is evident that a shutdown would have a prompt adverse effect on
production and employment in the area served by the railroad. The impact on
employment would be magnified in metropolitan areas because of the importance
of Penn Central in providing short-haul commuter services. Finally a continued
shutdown would affect other areas in a relatively short time bacause of the de-
pendence of other railroads on Penn Central tracks and facilities.
Such a shutdown would be a particularly serious threat to the production of

electric power. Penn Central transportation of coal seems vital to public utilities,
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especially in the heavily populated Eastern metropolitan corridor. Given the al-
ready existing shortage of fossil fuels, it does not appear feasible to substitute
either adequate alternative means of transportation or other types of fuel if
coal shipments by rail were suspended. Resulting power shortages would probably
impinge first on industrial users, with further adverse effects on production and
employment.
You state that your Committee is particularly interested in the possibility that

the Federal Reserve might make, or arrange for, a loan to Penn Central under
the provisions of existing law. The only provision of existing law under which
the Federal Reserve Banks might possibly make a loan to, Penn Central is para-
graph 3 of section 13 of the Federal Reserve Act (12 USC See. 343). This para-
graph empowers the Board of Governors, in "unusual and exigent circumstances"
and by an affirmative vote of at least five members of the Board, to authorize
the Federal Reserve Banks to make certain types of direct loans to individuals,
partnerships or corporations.
The purpose of this provision of law, which was enacted in 1932, was to permit

Federal Reserve Banks to lend to individuals, partnerships, or corporations that
were creditworthy but that were unable to secure adequate credit accommoda-
tions because of unfavorable conditions within the financial system. All of the
loans under this provision were made between 1932 and 1936, totaling 123 in
number and about $1.5 million in amount.
Paragraph 3 of section 13 of the Federal Reserve Act provides that paper dis-

counted by Federal Reserve Banks under that paragraph must be of the "kinds
and maturities made eligible for discount for members banks under other pro-
visions of this Act." This language means, among other things, that the paper
may not have a maturity of more than 90 days at the time of discount. The
paragraph further provides that the paper shall be "indorsed or otherwise
secured to the satisfaction of the Federal Reserve Bank," which the Board of
Governors has construed to mean that a Federal Reserve Bank should ascertain
to its satisfaction that the indorsement or the security offered is adequate to
protect the Federal Reserve Bank against loss.
In the light of these restrictions in the law and the background as to the

intent of the law, and based on careful study of available information pertain-
ing to the current financial condition, needs and prospects of the Penn Central,
the Board has concluded that it would not be appropriate to invoke paragraph 3,
section 13 of the Federal Reserve Act to authorize a Federal Reserve Bank to
extend credit to Penn Central Transportation Company.
With respect to other ways in which Federal assistance might be provided,

the Board supports the objectives of S. 4011, especially in its focus on protect-
ing the national interest. The Board believes that Federal financial assistance
should never be provided to bail out poor management or to protect the interests
of creditors or shareholders. However, in the Penn Central case the Board
believes that the national interest is paramount. Further, it appears to us that
the authority granted to the Secretary of Transportation by Sec. 4(a) of S. 4011
is sufficient to insure that proceeds of guaranteed loans would be used only for
current operating expenses, and not to bail out earlier creditors or shareholders.
The Board also supports the approach of S. 4011 in relying upon Federal

guarantees of private loans rather than outright advances of public funds.
Besides its obvious budget savings, this approach would have the advantage of
assuring that experienced private lending officers will administer the loans,
under Federal supervision.
While S. 4011 would provide Federal financial assistance for troubled rail

carriers, the economic vicissitudes that we have witnessed also warrant atten-
tion to a broader precautionary measure. The Board believes that the Govern-
ment should give consideration to the feasibility of establishing a standby au-
thority to provide emergency financial assistance to any type of company when
such assistance appears to be the only practical way to prevent the cessation of
activities which are essential in the national interest or to forestall a failure
which could precipitate a national financial crisis.
This assistance could take the form of Government guarantees of private

loans, but direction of the program might be delegated to an Emergency Loan
Board composed of top officials of key agencies and departments that deal with
overall economic and financial matters, namely, the Secretary of the Treasury,
the Secretary of Commerce, and the Chairman of the Federal Reserve Board.
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This board would be authorized to call on any department or agency for advice,
but would itself make all loan decisions. A small staff would be required, al-
located as needed from the staff of one of the departments represented on the
board, and the operation of the program could probably be best lodged in the
Treasury Department. This arrangement seems to us an appropriate mechanism

for administering a program focused on the national interest. It seems likely that
very few loans would be eligible for guarantee under such a program. Under

these circumstances, the Congress could, and should, be informed of each loan

while the loan was still under consideration.
Sincerely yours,

ARTHUR F. BURNS.

THE SECRETARY OF TRANSPORTATION,
Washington, D.C., December 3, 1970.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.

DEAR MR. CHAIRMAN: At the hearings held by your Committee on November 24,

1970, on railroad loan guarantee legislation, Senator Hartke asked that we sub-

mit to the Committee the amendments the Department would like to make

to S. 4011. Please find enclosed our proposed changes to that bill.
You will note that the enclosure not only incorporates changes suggested in

our prepared testimony, but also a number of suggestions made by Senator
Hartke and the trustees of the Penn Central. The revision reduces to $500 mil-

lion the aggregate guarantee authority, allows only rail carriers in reorganiza-

tion to participate in the loan guarantee program, makes explicit the priority to
be given Government guarantees in the event of default, and specifies certain
conditions and assurances which were left to administrative discretion in S.
4011.

Before the Secretary of Transportation could guarantee any loan under the
revised bill, he would be required to find that the loan is necessary to the con-
tinued performance of rail transportation services by the carrier; the carrier is
otherwise unable to obtain private financing on reasonable terms; the general
operating condition of the carrier holds out a reasonable assurance of its ability
to emerge from reorganization as a viable, privately-owned carrier; and the
probable value of the assets of the carrier in the event of liquidation would pro-
vide reasonable protection to the United States. Also as a condition to a guaran-
tee under the bill, the Secretary would be required to obtain assurances from the
rail carrier that the proceeds of the loan would be used solely for rail transpor-
tation services; other revenues of the rail carrier would be used, to the fullest
extent possible, for rail transportation services; and the assets of the rail car-
rier would not be used to satisfy debts (other than equipment obligations cre-
ated prior to the carrier's entrance into reorganization.
The bill does not contain an absolute bar to a carrier's use of revenues for

purposes other than the provision of necessary rail transportation services. We
believe some flexibility must be provided in the bill to permit a carrier to carry
out necessary functions with respect to non-railroad assets. In some cases, it
might be in the best interests of the Government and the railroad for the carrier
to retain and operate certain non-railroad functions.
The bill also omits reference to the proposal discussed during the hearings re-

specting the establishment of an escrow account for the financial aid provided
a carrier in reorganization. This is one of several conditions to making a guar-
antee that it might be wise for the Secretary to adopt from time to time. How-
ever, instead of requiring its application by statute in each instance, we believe
it would be preferable if the Secretary could require it, in his discretion, under
the provision of the revised bill authorizing him to prescribe "such other terms
and conditions as he deems appropriate."
For the same reason, we have avoided the inclusion of a flat requirement that,

as a condition to a guarantee, the rail carriers dispose of non-railroad assets.
Instead, the revised bill directs the Secretary in each case to consider the feasi-
bility of requiring the rail carrier to dispose of such assets.

Sincerely,
JOHN A. VOLPE.
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PROPOSED AMENDMENTS TO S. 4011

Sec. 2
On line 7, page 1, add the words "in reorganization" following the word "car-

riers"
On line 8, page 1, strike the words "temporary and".
On line 9, page 1, strike the words "might seriously" and insert the word

"would".

Sec. 3
Add the following paragraph as a new "paragraph 3" as follows:
"(3) the term 'in reorganization' means in reorganization under section 77

of the Bankruptcy Act (11 U.S.C. 205)."

Sec. 4
Amend section 4 (a ) , lines 12 through 25, page 2, to read as follows:
"See. 4. ( a ) (1) To carry out the purpose of this Act, the Secretary is author-

ized to guarantee, in whole or in part, payment of principal and interest on loans
made to rail carriers in reorganization. Before making a guarantee under this
section, the Secretary must find, in writing that—
" ( A) the loan is necessary to the continued performance of rail transporta-

tion services by the rail carrier;
" (B ) the rail carrier is otherwise unable to obtain the loan on reasonable

terms and conditions from private lending sources;
" ( C) the general operating condition of the rail carrier holds out a reasonable

assurance of its ability to emerge from reorganization as a viable, privately-
owned rail carrier;
"(D) the probable value of the assets of the rail carrier in the event of liquida-

tion provides reasonable protection to the United States.
"The Secretary's findings shall not be reviewable in any court.
" (2 ) As a condition to a guarantee, the Secretary shall obtain satisfactory

assurances from the rail carrier that—
"(A) the proceeds of the loan will be used for rail transportation services;
"(B) other revenues of the rail carrier will be used, to the fullest extent pos-

sible, for transportation services;
"(c) the assets of the rail carrier will not be used to satisfy debts (other than

equipment obligations) created prior to the rail carrier's entrance into reorga-
nization.
"The Secretary shall prescribe such other terms and conditions as he deems

appropriate. In each case, the Secretary shall consider the feasibility of re-
quiring the rail carrier to dispose of non-railroad assets as a condition to a
guarantee."
On line 1, page 3, insert " (3 )" immediately preceding the letter "A".
On lines 6 and 7, page 3, strike the words "including all extensions and re-

newals thereof," and strike the word "fifteen" and insert the word "five" in
lieu thereof.
On lines 8 and 9, page 3, strike the words "may prescribe such other terms

and conditions as he deems appropriate, and".
On line 14, page 3, strike the figure "$750,000,000" and insert the word

1500,000,000."
Add a new subsection ( c) to Section 4 to read as follows:
"(c) For any claim of the United States against a rail carrier in reorganiza-

tion arising by virtue of a default of a loan guaranteed pursuant to this Act, the
United States shall have a first lien on the property of the rail carrier which
shall be given priority over all other obligations of the rail carrier."

Sec. 5

On line 16, page 3, strike the word "stock" and insert the words "on stock"
immediately following the word "dividend".

Sec. 6
Strike Section 6 and renumber Sections 7 through 12, accordingly.
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THE SECRETARY OF TRANSPORTATION,
Washington, D.C., December 15, 1970.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate,
Washington, D.C.
DEAR WARREN: I have received a copy of your Committee's Print, dated De-

cember 11, 1970, of legislation which would authorize the Interstate Commerce
Commission to provide up to $100 million in emergency financial assistance to

the railroads through the making of either direct loans or guarantees of privately
arranged loans. Since we understand you plan to consider this legislation later

this week, the staff of the Committee requested our comments on it.
First let me say that I am extremely pleased that the Committee has taken

affirmative action on this very critical matter. While as I indicated in my testi-
mony on S. 4011, I believe this problem is larger than the specific aspects ad-
dressed in the Committee Print, the legislation now before your Committee will
cover the immediate problems in this area and in my view constitutes a very
constructive step. As your Committee is aware, the most immediate problem
and one of considerable magnitude concerns the Penn Central Railroad. We have
already furnished to the Committee staff a summary paper, indicating the highly
essential nature of the Penn Central's operations, both in the territory served by
it and other parts of our nation's economy. The bill before your Committee will
permit address of this critical problem immediately upon enactment.
Turning to the particulars of the bill itself, I believe that the use of loan

guarantees rather than direct loans only is the best approach. This approach
has the principal advantage of keeping the privte financial community more
actively involved in private carrier investment than would be the case with
direct loans. It, of course, has the added benefit of less near-term budgetary
impact.

Another feature of this bill which differs from our original proposal is vesting
the administration of this program in the Interstate Commerce Commission
rather than the Department of Transportation. While I recognize that the Com-
mission is capable of carrying out this assignment, I feel it would be more ap-
propriate to designate this Department rather than the ICC as the administrat-
ing agency. There are several reasons which might be mentioned for this view.
First, provision of assistance to railroads in financial difficulty is not, strictly
speaking, a regulatory function as that term is generally used. While it is true
that the Commission administered the loan guarantee program from 1958 to
1962 under Part V of the Interstate Commerce Act, it has been pointed out that
the administration of this program by the Commission raised a possible con-
flict between the Commission's usual regulatory responsibilities over the rail-
roads and its responsibilities to insure the ability of the railroads to repay the
loans guaranteed. Moreover, because the administration of this program will
require close coordination with other departments in the Executive Branch,
in particular the Department of the Treasury, it seems more appropriate that
this function be lodged in the Executive Branch and in this Department. In
this connection I would point out that practically all other programs involving
grants, loans, or guarantees of loans for transportation purposes are presently
vested either in this Department or in some other agency of the Executive
Branch.
As to the question of the Department's securing adequate information from

railroads who might be beneficiaries of this legislation, it is my feeling that this
authority could be given to the Department in this legislation. This could take
the form of requiring an applicant to provide the Department with all neces-
sary information before making a decision to guarantee a loan. Aside from these
major points there are a few other technical matters with regard to this legis-
lation which we will be happy to work with you and your staff on as the Com-
mittee considers this bill.
Again, let me say that I feel the Committee is taking a very forward step in

considering this matter and, with the two points made above, I most strongly
support this bill. I am hopeful that the Congress can complete action on this in
the very near future in view of the critical situation we are facing. My staff
and I will be happy to work with you and the other members of the Committee
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in any way that we can be of assistance in securing prompt enactment of this
legislation.

Sincerely,

Hon. WARREN G. MAGNUSON,
Chairman., Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR SENATOR MAGNUSON: This refers to your letter of December 11 which I

received December 19.
As you know, during the past several months my associates and I have fur-

nished considerable information to various interested parties in Washington
concerned with Penn Central problems.1
I realize there are a few items we agreed to furnish which have not been com-

pleted because of the complexity of gathering together the information. As I
recall, I indicated to Senator Hartke we were working night and day on the
immediate problems caused by the Reorganization and that some of the work
in connection with gathering historic data would have to be delayed.
As I have resigned from the Penn Central effective December 31, my associ-

ates will do everything possible to accelerate getting to you and your staff the
balance of the information requested.

Very respectfully,

JOHN VOLPE.

PENN CENTRAL CO.,
Philadelphia, Pa., December 22,1970.

JONATHAN O'HERRON.

LABRUM AND DOAK LAW OFFICES,
Philadelphia, Pa., January 4, 1971.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR SENATOR MAGNUSON: Thank you for your letter of December 11, 1970,

to Mr. David C. Bevan. As you may know, I am counsel for Mr. Bevan.
I assume the additional information you are referring to is in relation to

the question asked by Senator Hartke on page 451 part 1 of the hearing record,
dealing with the role played by European money and Swiss banks in the whole
Penn Central operation. Since Mr. Bevan is no longer with the Penn Central, this
information is a little difficult for us to obtain. However, we will make additional
efforts and try to have it for you in the relatively near future. I am sure this
information can also be obtained by your Committee directly from the Trustees or
the current officers of the Penn Central.
Thank you again for your reminder.

Very truly yours,
EDWARD C. GERMAN.

TREASURY DEPARTMENT,
Washington, D.C., January 8, 1971.

Hon. WARREN G. MAGNUSON,
Chairman, Committee on Commerce,
U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: For the Secretary, I am replying further to your letter

of December 22, 1970, asking the views of the Treasury on a proposal by Mr.
C. L. Dennis, President of the Brotherhood of Railroad and Airline Clerks, that
the Railroad Retirement trust funds be used as a source of loans to railroads
which need outside financing in order to remain in operation.a
Loans from the Railroad Retirement Accounts to railroads would be treated

as outlays in the budget, just as loans from the general fund are treated as
outlays. If these outlays were subject to the same budgetary control in the
Executive Branch and the same appropriation control in the Congress as loans
from the general fund, then it would appear that nothing would be gained by
designating the Accounts as their source.

1 See dialog on p. 339. of part 1.
2 See p. 525, part 2 of these hearings.
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It appears likely, however, that the proposal was made on the theory that
budgetary and appropriation control could be avoided if the source of the loans
was the Accounts. While the Congress could by appropriate legislation provide
for such a result, it would in our judgment be highly undesirable to do so. The
appropriation process requires the Administration and the Congress to face up
to the hard choices that must be made among the many pressing needs for funds.
If funds for one particular purpose bypass that process, the range of choices re-
maining has been undesirably limited. And the use of trust-fund money to finance
one particular program makes it difficult to resist pressures to finance other,
perhaps equally pressing, programs by similar means, which would, of course,
further limit the desirable freedom to review all programs in making choices
for the use of limited outlays.
In view of the foregoing, the Treasury would be opposed to the use of the Rail-

road Retirement Accounts as a source of loans to railroads.
Sincerely yours,

JOHN K. CARLOCK.

In the court of common pleas of Franklin County, Ohio

August 13, 1969.

JOHN H. KUNKEL, JR., 137 MILL STBEET, GAHANNA, OHIO, PLAINTIFF,

V.

EXECUTIVE JET AVIATION, INC., 100 WEST 10TH STREET, WILMINGTON, DEL., PENN-

CENTRAL CO., 6 PENN CENTRAL PLAZA, PHILADELPHIA, PA., AMERICAN CONTRACT

Co., 400 PENNSYLVANIA BUILDING, WILMINGTON, DEL., GLORE FORGAN, WM. R.
STAATS, INC., 45 WALL STREET, NEW YORK, N.Y., 0. F. LASSITER, 2900 EAST
MOUND STREET, COLUMBUS OHIO, CHARLES J. HODGE, 26 BARBERRY LANE, SHORT

HILLS, N.J., AND DAVID C. BEVAN, IDLEWILD ROAD, GLADWYNNE, PA., DEFENDANTS

PETITION

First cause of action

1. Since on or about July, 1966 plaintiff has been, and still is, the owner and

holder of 4,400 shares of the issued stock of defendant EJA, Inc. and became

the owner of record of these shares of stock on or about July 1966 and brings

this action in behalf of himself and all other stockholders of EJA, Inc. similarly

situated, and in behalf of EJA, Inc. itself.
2. At all times hereafter mentioned defendant EJA, Inc. was, and now is

a corporation duly organized and existing under and by virtue of the laws of

the State of Delaware, and is duly licensed and qualified as a foreign corpora-

tion to do business in the State of Ohio, having at the time of the commence-
ment of this action, it principal place of business and executive office at Port
Columbus, City of Columbus, County of Franklin, State of Ohio; at all times

herein mentioned EJA, Inc. was engaged in the business of an air taxi service

throughout the United States. The Penn-Central Railroad is a corporation

organized and existing under the laws of the State of Pennsylvania, is a com-

mon carrier by railroad engaged in interstate commerce and doing business

in the State of Ohio within the territorial jurisdiction of the Court. The

American Contract Company is a corporation organized and existing under

the laws of the State of Delaware and is a whollyowned subsidiary of the
Penn-Central Railroad.

3. Defendant 0. F. Lassiter is a resident of the City of Columbus, County

of Franklin, State of Ohio and Chairman of the Board, President and Chief

Executive officer of EJA, Inc. Charles J. Hodge is a resident of the State of

New Jersey and a former member of the Board of Directors of EJA, Inc. David
C. Bevan is a resident of Pennsylvania and Chairman of the Financial Com-

mittee of the Directors of Penn-Central Railroad.
4. The capital stock of defendant EJA, Inc. consists of two classes, Class

A—Voting and Class B—Non-Voting. The voting power of the corporation is

controlled by the two major holders of the Class A Voting stock, 0. F. Lassiter

with 224,900 shares and the American Contract Company of 400 Pennsylvania
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Building, Wilmington, Delaware with 659,405 shares. The Class B—Non-Voting
is owned by:

J. Russell Forgan Sr., 68,946
45 Wall Street
New York, N.Y.

5. 0. F. Lassiter who is the President and Chairman of the Board of de-
fendant EJA, Inc., as set forth above by virtue of his acceptance of these
offices was and is in a fiduciary capacity toward EJA, Inc. and its stockholders,
an owes to them the duty of faithfully, loyally, diligently, prudently, honestly,
and carefully conducting the business of EJA, Inc. and conserving its assets,
and as such fiduciary was and is bound to act toward and deal with and in
behalf of EJA, Inc. with the utmost fidelity, loyalty, care and good faith.
Charles J. Hodge was a member of the Board of Directors of EJA, Inc. and
was in a fiduciary capacity toward EJA, Inc. and its stockholders. David C.
Bevan is an officer of Penn-Central and Chairman of the Finance Committee.
6. Continuously up to the filing of this action defendant Penn-Central Rail-

road, dominated and controlled the election of the Board of Directors and
the American Contract Company, Glore Forgan, Wm. R. Staats, Inc., Charles
J. Hodge and David C. Bevan. Disregarding the corporate well being of EJA,
Inc. and the rights of the minority shareholders the defendants entered into
an illegal conspiracy to enable the Penn-Central Railroad to dominate the
world air transportation market.
7. In furtherance of the conspiracy the Penn-Central Railroad, through David

C. Bevan agreed to supply all necessary capital for expansion and operations
through the American Contract Company, Glore Forgan, Wm. IL Staats, Inc.,
and various other financially controlled corporations to enable the attainment
of their illegal objective while hiding the true entity guiding and shaping
the corporate policies. This plan of action and the various corporate intrigues
has been partially documented in hearings before the Civil Aeronautics Board
and because of the illegal acts, EJA, Inc. has had to pay great and unwarranted
expenses; has lost the opportunity to acquire a supplemental airline; has had
to and will have to defend itself before the Civil Aeronautics Board and is in
great jeopardy of losing its right to maintain air-taxi service to its customers
because of the flagrant disregard of the Board's jurisdiction.
8. Acting with the concurrence of his co-conspirators and without taking into

consideration the goals or necessities of EJA, Inc. and its minority stockholders,
0. F. Lassiter operated the company with reckless abandon to accomplish this
illegal objective. He directed EJA, Inc. on a course of action designed to gain
control of and acquire foreign air carriers with funds supplied through various
means of financial subterfuge by the Penn-Central Railroad and Glore Forgan,
Wm. R. Staats, Inc. in violation of the rules and regulations of the Civil Aero-
nautics Board and the laws of the United States. In furtherance of these objec-
tives 0. F. Lassiter and Charles Hodge made frequent trips to Europe staying in
plush resorts and entertaining lavishly at the expense of EJA, Inc. As a result of
thse posh junkets an agreement was executed on or about February 11, 1968 by
and between 0. F. Lassiter representing EJA, Inc., Carl A. Hirschman and Slick
Boodlin whereby EJA would operate TRANSAVIA, a Dutch charter company,
Hispanair, a paper airline owned by Antonio Van de Walle of Barcelona, Spain,
Sudwestflug, a German charter airline and Jet Aviation of Switzerland. These
airlines would all be operated in Switzerland under EJA by an executive com-
mittee composed of Maj. Gen. Perry M. Hoisington (USAF ret.), Carl A. Hirsch-
man and Slick Goodlin. EJA was to supply all working capital and jet aircraft and
to purchase 90% of the Transavia stock for $800,000.00, $400,000.00 cash and the
balance within 24 months or EJA stock. This agreement was consummated with-
out the approval or concurrence of the Board of Directors, the management, or
the shareholders of EJA except the co-conspirators named herein. Financial
reports later obtained by the treasurer of EJA showed a loss of approximately
$72,000.00 for Transavia in the first 3 months of 1968 and accumulated losses of
nearly $500,000.00 as of May 31, 1968. To finance this and other similar conspira-
torial transactions the Penn-Central Railroad caused $500,000.00 to be made
available to EJA, to be placed in the bank of America and had one Fidel Gotz
loan EJA $650,000.00 for which Mr. Gotz received interest and a warrant for
40,000 shares of EJA. Mr. Gotz is a German textile magnate and the controlling
stockholder in Sudwestfiug, a German supplemental carrier.
9. Subsequent to the agreement of February 1968 EJA leased a Boeing 707

to Transavia and is presently owed in excess of $1,000,000.00 by Transavia for
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the use of this airplane and attempts to collect this bill or to have the airplane

returned to EJA have not been successful.
10. During the month of February 1968 the co-conspirators embarked upon

a plan whereby EJA would control and operate International Air Bahamas and

absorb all losses therefrom while the conspirators would personally benefit

from a wholesale tour agency known as Holiday International Tours which had

been hired as general sales agent for International Air Bahamas. Holiday Inter-

national Tours was financed and controlled by an investment company call Pen-

phil which had a list of stockholders including 0. F. Lassiter, Charles J. Hodge,

and David C. Bevan, in fact half of Penphil's shareholders are either present

or retired employees of the Penn-Central Railroad or Glore Forgan, Wm. R.

Staats, Inc. The conspirators charged EJA, Inc. with large sums of money for

plush and elaboate entertainment expenses and ballyhoo far beyond any reason-

able corporate expenditures for promotional purposes. International Air Baha-

mas is presently endebted to EJA, Inc. in excess of $1,500,000.00 in back lease

payments, maintenance costs and air crews for a Boeing 707 furnished by EJA,

Inc. and every attempt by the former treasurer of EJA Inc. to this account

was hampered and stopped by 0. F. Lassiter for reasons unknown. This indebted-

ness grows monthly while EJA, Inc. goes further in debt to Penn-Central Rail-

road to finance this operation.
11. These transactions and acquisitions were part of the overall master plan

to control the world air transport business disregarding the rights of all EJA

shareholders by deliberately involving EJA, Inc. in financial manipulations far

beyond its ability to handle and by deliberately spending corporate funds when

there wasn't any reasonable probability of a return. The operating losses is in

excess of $9,500,000.00 and the outstanding indebtedness to the Penn-Central

Railroad is in excess of $19,500,000.00. Totally disregarding the financial con-

dition of EJA, Inc., 0. F. Lassiter has maintained a completely irresponsible
attitude towards corporate expenditures, authorizing and demanding, over the

objections of the financial officers of the company, projects which were and are
useless and without merit such as the conversion of N366EJ, a Lear Jet, which
has been modified into a one of a kind aircraft, spending in excess of $300,000.00
on this modification and the aircraft has not flown any revenue producing miles
for the corporation since January 1968.

12. Plaintiff the former treasurer and the senior vice-president in charge of
financial matters brought these facts and oher documened facts involving gross
mismanagement and expenditures before the Board of Directors in New York
City on January 31, 1969 and plaintiff was forced to submit his resignation as
Senior Vice-President of EJA and there has not been any corporate action to
correct these wrongdoings.

13. Plaintiff alleges and believes that the wrongful acts set forth herein were
concealed by the defendants to the detriment of the shareholders in order that
the defendant Penn-Central Railroad could grow quickly in the aviation field and
become as dominant therein as they are in other fields of transportation; that the
financial agreements between Penn-Central Railroad, American Contract Com-
pany, and EJA, Inc. are unconscionable and were not entered into in good faith
but for the purposes of siphoning the assets and funds of EJA, Inc., and
depriving it of the reasonable prospect of making profits while suppressing the
true financial conditions of the company by failing to cause the filing of an
audited tax return for 1968.

14. By reason of said facts the financial indebtedness of EJA, Inc. to the
Penn-Central Railroad, American Contract Company and any other entity used
by the Penn-Central Railroad to funnel money into EJA, Inc. should be can-
celled and rescinded and the defendants should be required to account for any
profits made by them directly or indirectly as a result of their actions and to
account to EJA, Inc. for all damages done to it.

Second cause of action.
15. For his second cause of action plaintiff incorporates all previous para-

graphs as fully as if they were re-written herein.
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16. Plaintiff further says that 0. F. Lassiter with the knowledge and concur-
rence of David C. Bevan and Charles J. Hodge used and expended corporate
funds to obtain a lease on a New York apartment and used corporate men and
material spending in excess of $3,000.00 to remodel the apartment. 0. F. Lassiter
also caused to be paid to Miss V. Austins $2,850.00 with corporate funds for her
furniture and personal belongings, then leased the apartment in the name of
0. F. Lassiter personally and have charged EJA a rate of $50.00 per day per man
for various questionable corporate guests staying there ostensibly for corporate
purposes.

17. Further 0. F. Lassiter with the knowledge, aid, and concurrence of David
C. Bevan and Charles J. Hodge has completely dominated and controlled all
corporate policies and has caused illegal expenditures of corporate funds for
personal obligations and has grossly mismanaged corporate funds causing many
expenditures to be made over the objection of the former treasurer and other
corporate officers that were improper and were for the sole purpose of personal
gratification and entertainment or escape from a personal dilemma.

18. Further plaintiff says that because the corporation is being operated
without any regards to proper corporate management as a one man operation
and for personal aggrandizement, the employee morale is so negative that there
has been an employee turnover in excess of 150% since the beginning of opera-
tion in February 1965.

19. Further plaintiff says that 0. F. Lassiter with his co-conspirators caused
the Board of Directors to declare illegal stock dividends to himself and to Glore
Forgan, Wm. R. Staats, Inc.

20. Plaintiff has no adequate remedy at law.
Wherefore, Plaintiff prays that judgment be duly entered herein that:
1. Cancels all indebtedness between EJA, Inc. and the Penn-Central Railroador its subdivisions or affiliates that exists because of the conspiracy entered intoby the defendants.
2. The defendants and each of them, other than EJA, Inc., accounts for theiracts as directors, officers, and fiduciaries of defendant EJA, Inc., and as con-spirators in respect of and participants in the above-described acts and conduct,that they be directed to pay over to EJA, Inc. any and all money, assets, facili-ties, and property of defendant EJA, Inc. which were wrongfully, unlawfully,negligently, and fraudulently wasted, misapplied, diverted, siphoned, misappro-priated, and lost and that they be directed to pay over to EJA, Inc. any andall sums of money and any and all assets, facilities, and properties thus ac-counted for;
3. Plaintiff have such other and further relief as may be just and proper,with costs and disbursements of this action, including the fair and reasonableallowance for counsel fees, accountant fees, and other lawful expenses in con-nection with the prosecution of this action.

ROBERT L. VAN HEYDE,
JOHN J. WOLERY,

Attorneys for Plaintiff, 895 South, High Street, Columbus, Ohio.
By ROBERT L. VAN HEYDE.

AFFIDAVIT
State of Ohio
County of Franklin, ss:
John Kunkel, being first duly sworn, says he is the Plaintiff in the foregoingPetition and that the facts stated and allegations contained therein are trueas he verily believes.

JOHN H. KUNKF:L, Jr.SWORN to before me and subscribed in my presence this   day ofAugust, 1969.
ROBERT L. VANHEYDE,

Notary Public.

The following tables, provided by the Penn Central, show the sales of propertyand securities between Penn Central and subsidiary companies for the periodJanuary 1, 1965, through December 31, 1969.

50-934 0-71—pt. 3-11
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INTERSTATE COMMERCE COMMISSION
WASHINGTON, D. C. 20423

TO Chairman Brown
Vice Chairman Stafford

FROM M. Paolo, Director
Bureau of Accounts

March 11, 1969

SUBJECT: Special Review of Railroad Conglomerates

I. PURPOSE AND SCOPE

This report is the result of the Bureau of Accounts'

special review of railroad holding company activity, consistent

with the staff's previously expressed concern about the current

trend toward regulated carriers' involvement in conglomerate

formations. Our objective was to identify the real and

potential effects, both beneficial and adverse, of such holding

company activity on regulated carriers.

The audit program designed specially for this assignment

enabled us to perform this review in a manner consistent with

generally accepted auditing standards and within the framework

of regulations of the Commission; however, because of staff

and time limitations this examination did not include all the

procedures usually employed in our regular examination of

railroads' accounts and related records.

Conclusions of this report derive primarily from infor-

mation obtained or extrapolated from intercompany transactions

between the carrier and its associated and affiliated companies,

including its respective holding company. Special effort was

made to explore the significance of several areas of basic

concern, such as:
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• • •

• • •

Whether irregular activities have been or could be
effected through conglomerate transactions.

Whether conglomerate activity does or could affect
carrier ability to perform reasonable and adequate
service.

... Whether carrier resources have been or could be
transferred to noncarrier companies, either within
or outside the conglomerate structure.

Thirteen railroad holding companies (identified in

Attachment 1) are currently engaged in conglomerate corporate

activity. The following were selected for current review on

the basis that they would provide the most representative

results:

Bangor Punta
Illinois Central Industries
Kansas City Southern Industries
Katy Industries
Northwest Industries

Our survey of Katy Industries, however, was curtailed upon

indication of very limited diversified corporate activity

since its formation.

As previously indicated, the scope limitations under

which this examination was necessarily conducted precluded

comprehensive or conclusive resolution of all issues and

matters which exposed themselves to us. Accordingly, we are

obliged to note that this report may be supplemented as a

result of our continuing examination of certain areas which

remain of concern to us. Moreover, we are contemplating

extending our review of conglomerate activity to other

transportation modes under our jurisdiction.

- 2-
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II. CONCLUSIONS 

The transfer of railroad ownership to holding companies

formed to engage in diversified activities is relatively new,

having principally occurred during the past few years. The

practice has taken hold and from all indications will continue

to pyramid as evidenced by the current plans of Penn Central,

Southern Pacific, Union Pacific, and others.

The serious financial manipulations set forth in this

memorandum, whereby assets and earnings of railroads are

being dissipated to noncarrier companies in the group, are

definite indications of what may be expected in the future--

all of which are detrimental to the carriers and hence to the

national transportation needs of the public and national

defense.

We recognize there are many railroad officials who contend

that corporate diversification is the answer to their financial

problems. The results of the staff's audit, although limited,

indicate that one of the shining examples of benefits of

corporate conglomerate arrangements may be slightly overstated.

Bangor Punta group has often been cited by those in favor

of railroad diversified holding companies as an example of the

railroad receiving benefits from a holding company relationship.

The claims were based on the premise that Bangor & Aroostook

Railroad service is better because of the capital available

for its activities from Bangor Punta, which would not ordinarily

be available to the Railroad. This allegedly resulted in an

overall improved financial condition of the Railroad.

Our review disclosed the contrary. The Railroad has been

contributing funds to the holding company by payment of special

- 3 -
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dividends; lending funds at rates below prevailing interest

rates; helping to maintain Punta's cash working capital

requirements; using Railroad's credit; and by borrowing funds

at local banks to pass on to the holding company.

Regardless of all the glowing self-serving statements

made in current merger proceedings, our belief is that when

circumstances warrant, these managements will involve the rail-

roads in similar transactions. For certainly, holding company

managements, in addition to their own strong self-interests

will owe their allegiance to the stockholders of the holding

company and not to the railroad or any individual part of the

conglomerate.

While the Commission's regulatory authority, as now

embraced in the Act and related statutes, may not be broad

enough to eliminate all possible abuses that may result in

railroad conglomerate activities, we believe the Commission

should immediately exercise all of its available power to

stop abuses before the carriers' assets are dissipated.
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III. RECOMMENDATIONS 

1. Railway systems are made up of two or more carriers,

some operating independently of each other. Therefore, it is

strongly recommended that the Commission take another look at

its position that in the acquisition of a railroad system a

holding company is not construed to be a carrier under the

terms of Section 5 of the Act.

If the Commission can legally decide that "systems" are

not a single carrier, but two or more, we recommend that all

such cases be reopened and the respective holding companies be

declared "carriers" and made subject to Sections 20(1) through

(10) and Section 20a(2) through (11). Under the provisions

of the Act, the Commission's order could restrict the approval

of the issuance of securities under Section 20(a) to only

those relating to the acquisition of railroad assets or where

railroad assets are to be used as collateral. We do not

recommend that the Commission assume responsibility of passing

on all security issues by holding companies.

If it is determined that carrier systems are legally

construed to be one carrier under the provisions of Section 5

of the Act, then we recommend that the COmmission strongly

endorse H.R. 7373. This bill introduced by Representative

Staggers is to amend Section 5(2) of the Act to provide that

a person who is not a carrier may acquire control of a

carrier only with the approval and authorization of the

Interstate Commerce Commission. The enactment of this

legislation would negate the question of whether a system is

one or more carriers. In this event, we would recommend

certain modifications of Staggers' bill to give the Commission
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authority to place certain limitations so that we could limit

this to corporations which are acquiring a carrier, size of

carriers, etc.

2. If and when holding companies are found to be

"carriers", we recommend that the Commission's order provide

that all transactions between the railroad and other affiliated

company members of the conglomerate must first be approved by

the Commission as being in the public interest. This embraces,

among other things, the payment of dividends, use of railroad

tax losses in consolidated returns, and sales and exchanges

of assets.

3. Require certification by independent accountants that

certain schedules pertaining to the reporting of financial

information and transactions with affiliated companies in the

annual report of carriers are in accordance with rules and

regulations of the Commission.

4. Immediately, as a stopgap in inspection authority by

Commission auditors, we recommend that the Director of the

Bureau of Accounts be granted authority for inspection of

affiliated companies' records under provision of Section 20(5)

of the Act, and that holding companies now subject to Section

20(1) and (2) also be made subject to Section 20(5) of the Act.

5. Design an annual report for holding companies which

will enable surveillance of questionable practices and

corrective action.

6. Revise carrier annual reports to provide reporting

requirements for:

a. Consolidated Federal income tax data, particullrly
the basis and extent of allocation between members
of a group.

-6
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b. Reconciliation schedule explaining differences
between net income recorded in the books and in
the Federal income tax return.

c. Nature, extent and payments for management
services provided by affiliates.

d. Allocations of common costs between members of
group.

e. Details permitting evaluation of effectiveness
and independence of pension fund managers.

f. Detail information of exchange or transfer of
assets between carrier and affiliates.

g. Detail of leasing arrangements with affiliates.

7. Lastly, we recommend that staff be set up to review

annual and quarterly reports of railroads and others involved

in holding company relationships to see whether they continue

to maintain plant and equipment, review transactions with

affiliates, etc.

7
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IV. SUMMARY OF QUESTIONABLE PRACTICES

The review of railroad holding companies disclosed a

number of questionable practices including:

1. Intercompany dividends detrimental to financial

welfare of railroad.

a. Railroad required to pay dividend of common stock
of its subsidiary consisting primarily of real
estate and marketable securities which had a book
cost of $20 million and an appraisal value of
$45 million.

b. Holding company liquidated loans to the extent
of about $900,000 by requiring railroad to declare
special dividends.

c. Holding company lent cash to railroad to pay
dividends to holding company.

d. Holding company exercises control over railroad
dividends to maintain its (holding company)
dividend policy.

2. Sales of carrier real estate ($65 million in pest nine

years) for the purpose of generating cash and profits necessary

to establish a holding company and maintenance of the holding

company's dividend policy.

3. Intercompany sales and transfers of railroad assets

without adequate compensation to railroad, such as sales of

air rights, sales and transfers of real estate and transfers

of marketable securities at less than their appraised or

market value.

4. No reimbursements by the holding company or affiliates

in consolidated tax returns for use of carrier tax benefits

resulting from accelerated depreciation methods, investment

tax credits and net operating losses. However, one carrier

has been required to pay holding company about $1.4 million

for holding company loss contributions on a consolidated tax

return, including a year in which no tax was actually paid.

- 8 -
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5. Intercompany leasing arrangements whereby carrier is

required to finance the property to be leased, pay rental

charges in excess of authorized depreciation plus a profit

and rental charges in advance. This results in a carrier

paying considerably more than if the property were owned and

yet the carrier enjoys none of the benefits available in a

normal lease arrangement such as conservation of capital.

6. Advances were made by railroad to holding companies

and affiliates at no interest cost or at rates below market.

7. Use of railroad's credit by holding company without

adequate compensation.

8. Officers and administrative salaries and expenses

applicable to the holding company have been included as a

cost of railroad operations. Arbitrary management services

have been billed by a holding company to its railroad

subsidiary.

9. Insufficient details in carrier records to support

intercompany transactions, such as leasing, management services

and transfers of assets.

10. Access to records was limited - staff was unable to

review noncarrier records.

11. Diversion of carrier resources without just compen-

sation has an adverse impact on minority stockholders.

9
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V. DETAILS OF QUESTIONABLE PRACTICES 

The questionable practices developed as a result of our

review, which are shown by company on Attachment 2, are

described below.

1. Dividend practices 

A. Transfer of railroad subsidiary to holding 

company as a dividend 

A rather complicated plan was devised by Kansas 

City Southern Industries where the carrier's assets were

diverted to the benefit of the holding company and non-

carrier activities without reasonable compensation to the

carrier. This was accomplished by means of a dividend paid

to Industries in the form of capital stock of North Baton

Rouge Development Company, a fully-owned subsidiary of the

Louisiana & Arkansas Railroad Company, which is a wholly-

owned subsidiary of the Kansas City Southern Railway. North

Baton Rouge Development Company was a real estate company

with assets that had an appraisal value considerably in

excess of the cost recorded on its books. There were many

transactions exchanging stock between the companies. The

result of these transactions was that Industries took from

the carrier net assets with a book cost of $20,600,000

and with an appraisal value of $45,400,000. Industries,

therefore, took as dividends assets with an appraisal value

of some $25 million in excess of amounts recorded.

By this device a holding company can require the carrier

to make all of its investments and when assets appreciate,

the benefits are taken by the holding company.

Included in the above transaction, the carriers or their

subsidiaries transferred to North Baton Rouge Development at

- 10 -
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cost securities which had substantial market appreciation.

To cite an example, Landa Motor Lines, which owned about

42,000 shares of Philadelphia and Reading Corporation

preferred stock, which had a market value of $3 million,

transferred this ultimately in settlement of an indebted-

ness of about $360,000. This was received by Industries

when it received the stock of Baton Rouge as a dividend

from Kansas City Southern Railway.

In addition, Kansas City Southern Railway transferred

50 shares of Railway Communications Company stock with an

undetermined market value, but with a book value of $12,500

for shares of North Baton Rouge Development Company which

were subsequently passed up to the holding company as a

dividend. Railway Communications Company stock, commonly

controlled by Kansas City Southern and other companies,

was a good income producing stock. It had paid about

$190,000 in dividends for the years 1964 through 1966,

paying $75,000 in 1965 and 1966. Industries was acquiring

a stock that was paying an annual dividend equal to about

six times the amount assigned to the dividend it received,

which was stated at book cost of $12,500.

Also involved in the transaction was Tolmak, Inc., a

wholly-owned subsidiary of Louisiana 6 Arkansas Railway.

It transferred its capital stock in exchange for the amount

which North Baton Rouge Development Company owed to its

parent, Louisiana & Arkansas. On the surface, there is

no book gain or loss because of this transaction, however,

the appraisal value of the assets transferred to Tolmak

was abc't .f-CC,CCO in excess of the cost of the assets.

The effect of this transaction reduced the difference

- 11 -
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between the book cost and market value of the assets

ultimately transferred to Industries by $800,000. If

this transaction had not been consummated, Industries

would have received an additional $800,000 of assets in

excess of cost.

At the present time, it seems that Tolmak is a current

candidate for a transaction similar to North Baton Rouge,

namely a transfer of its stock in the form of a dividend

to the holding company.

Again, it can be seen that by using a dividend as a

vehicle, assets which have a much higher market value

can be distributed to the holding company without any

compensation to the Railroad. On the surface, it appears

that the carrier has paid a dividend in terms stated at

book cost which really understates the true value of the

dividend. This results in Railroad's resources being

diverted to holding company purposes instead of being

used in the development of its own transportation system.

B. Special dividends to pay holding company's loan

The Bangor Punta group formulated a plan in 1966

to liquidate loans from the Railroad of $1,187,700 by re-

quiring the carrier to pay special dividends. Dividends

paid to Bangor Punta in 1966 and 1967 for this purpose

aggregated $886,680. Payment was made possible by requiring

the Bangor Investment Company, a subsidiary of the Railroad,

to pay a special dividend to the Railroad in 1967 of $585,700,

representing a note for amounts lent the holding company.

Using dividends as a vehicle, most of the loans were

liquidated on the books of the holding company (although

minority stockholders of the Railroad did receive about

- 12 -
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$12,000 dividends). The Bangor group also planned to have

the Railroad declare another special dividend in 1968 which

would have eliminated all loans payable to the Railroad,

but because of bond indenture restrictions concerning the

level of retained income this special dividend could not

be declared. Further, because of special dividends in

1966 and 1967 the usual dividend was not paid in 1968.

Such dividend policies may contribute adversely to the

carrier's borrowing capability.

The above demonstrates a holding company's ability

of achieving its financial goals by controlling dividend

policies and practices of a carrier. The holding company

had obtained these loans from the carrier and by the

creation of a special dividend in the years 1966 and 1967

it was able to reduce these loans without any cash

requirements on its part. The holding company was also

able to reduce its annual interest costs by $56,000. The

impact of the payment of these dividends on the carrier

was to weaken its financial position.

This may have an impact on future dividends; for example,

if the railroad is not profitable in the future no more

dividends could be declared because of certain bondholders'

restrictions. The minority stockholders may have received

irreparable damage in spite of the special dividends they

received because of the impact on future dividends.

C. Holding company lends subsidiary cash to pay 

itself a dividend 

Illinois Central Industries. When Illinois

Central Industries was formed as a holding company, an

agreement was entered into between Illinois Central Railroad

- 13 -
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and Industries requiring Industries to pass on all dividends 

received from the railroad to the stockholder of Industries

on a dollar-for-dollar basis. Industries wanted to increase

or maintain its retained income balances but was unable to

accumulate any earnings from Illinois Central because of the

dividend agreement. It then became necessary for Industries

to obtain sufficient income to offset its expenses for the

year. This apparently was accomplished in part by advancing

$600,000 to Chicago & Illinois Western Railroad Company, a

wholly-owned subsidiary, to enable that company to pay an

$800,000 dividend to Industries in December of 1967. This

transaction resulted in Industries depleting the Railroad's

retained income, which was about $803,000 prior to this

dividend. The State of Illinois is currently investigating

the transaction and may well require Industries to return

the dividend due to the financial impact on the carrier.

The practice of advancing funds with which to pay

dividends is reminiscent of the abuses uncovered by the

Federal Trade Commission in its investigations of the

public utility holding companies during the 1930's, although

the public utility holding company used the appraisal

method as a device to increase its plant accounts, which

also increased its retained income and then required its

subsidiaries to pay special dividends or increased dividends

to the holding company. One of the problems encountered was

that the subsidiary companies usually did not have sufficient

funds to pay the dividend. The holding company was

usually able to circumvent this problem by lending the

companies money in the form of notes and then discounting

the notes at some financial institution. This practice of
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advancing funds to increase the earnings of the holding

company is an artificial financial device and one which the

Commission must cope with in order to prevent future similar

transactions.

D. Control over dividend policies by holding company

The control over dividend practices of the carrier

is the stated policy of Northwest Industries. It provides

management with the directive to increase the dividends of any

of its companies if such becomes necessary to maintain the

policy.

The policy was initially established by the Railroad in

1964, about the same time it commenced converting excess

real estate into cash. Subsequently Industries was formed

and the Chicago & Northwestern Railway Company was used as a

springboard to jump off into the conglomerate area. Without

the sales of Railroad real estate, certainly the amount of

dividends would be considerably less than Industries would

be receiving from Railroad, possibly curtailing its capability

to enter into other acquisitions.

2. Sales of carrier real estate 

As previously commented in the dividend section of

the report, Chicago and Northwestern Railway Company has a

plan to dispose of all of its real estate holdings not

currently used in carrier operations. This policy seems

to be a short-term goal in which the Railroad will maintain,

by sales of profitable real estate holdings, Northwest

Industries earnings. Also, it will provide Industries with

funds with which to make additional acquisitions.
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The following statement is contained on page 15 of

the Chicago and Northwestern Railway Company annual report

to stockholders for the year 1967:

"Real estate sales by the railway totaled
$7,332,000 and resulted in a net gain of
35,840,000 credited to income, of which
$3,331,000 is included in extraordinary
items. During the last nine years real
estate sales have totaled $65,558,000.
It is anticipated that 1968 sales will
continue at the current level."

The effect of these transactions has not been fully

developed during our review. However, a further investi-

gation of this policy and its impact on the future financial

status of the carrier will be made. One wonders whether these

sales of assets would be made if the carrier were not a

member of the holding company and were not attempting to

maintain a high dividend policy.

Essentially, these sales and the passing of profits to

Industries have an adverse financial impact on the carrier.

The Railroad is losing these resources which should be used

in furthering its transportation goals. Further, if after

selling off these valuable assets the carrier was then

divested from Industries, which could possibly be at some

future date when the carrier contributes a smaller portion

to Industries' overall income, these resources would not be

available to develop its transportation system.

3. Intercompany sales and transfers of railroad assets 

A. Sale of air rights 

A questionable item which requires further

investigation is the arrangement between Illinois Center

Corporation, now a subsidiary of Illinois Central Industries,

- 16 -
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and Illinois Central Railroad Company whereby Center

acquired an option for $300,000 to purchase certain air

rights in downtown Chicago for about $7.6 million.

At the time of the agreement, about 1965, Center was

allegedly not controlled by Illinois Central Industries.

However, during 1968 Industries obtained control of Center

through Mid-American Improvement Corporation, a wholly-owned

subsidiary of Industries formed expressly for this purpose.

There are negotiations in progress for the sale of

these air rights to Standard Oil Company of Indiana for

about $12 million. By agreement with Industries, Railroad

will only receive what it would have received if Center had

exercised its option, about $7.6 million. The balance of

$4.5 million would then be passed on to a noncarrier member

of the group.

This transaction may either be the result of initial

poor judgment by the Illinois Central Railroad's management

in 1965 when they sold this option for the air rights, or

it may be this is another corporate device used to divest

the carrier of profitable assets without full compensation.

B. Intercompany transfers of assets 

Transactions previously commented on in the

dividend section of this report also involve the improper

disposition of assets. The intercompany transfers were made

at less than the fair market value of these assets which

were later distributed to the holding company in the form

of dividends. The transfer of North Baton Rouge Development

Company in the form of a dividend to the holding company,

Kansas City Southern Industries, illustrates two problems;

(1) the transfer between companies of marketable securities

- 17 -
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at their book cost rather than at their market value, and

(2) the transfer of assets such as land and properties

at their book cost rather than their appraisal value.

This in effect understates the contribution that the

carrier makes to the holding company when these are labeled

as dividends. Further, future profits can be manipulated

within the group by merely transferring an asset with an

apprecieted market value to one company within the group

at cost prior to selling it to outsiders. The profit

potential then has been effectively transferred from

the company which should have been entitled to such profit

to some other member of the group.

There is certainly opportunity for managing current

as well as future earnings between members of the group

by such transfers and if the objective is tq misstate

earnings of the carrier, we have seen evidence that this

can be accomplished.

4. Consolidated Federal income taxes 

Three of the holding companies examined indicated

policies regarding allocation of consolidated tax liability

among associated and affiliated companies which worked to

the distinct disadvantage of the railroad carriers.

The Bangor Punta group has not paid any tax through

September 30, 1967 (fiscal year). However, there will

be a tax liability for the group for the year ending

September 30, 1968. Substantial investment tax credits of

$1.5 million and tax operating losses of $1.9 million

(primarily because of using liberalized depreciation

methods) have been contributed by Bangor & Aroostook

Railroad Company and its subsidiaries. These operating

- 18 -
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losses and investment tax credits have been used by the

Bangor group without reimbursement to the carrier for its

contribution.

Management of Bangor has not established guidelines as

to whether it will reimburse the carrier for the carrier's

contribution to the reduction of the overall group taxes,

but we understand it is in the process of establishing

a future policy for allocation of taxes between the various

members of the group.

The policy of Chicago and Northwestern Railway is one

where the railroad receives no compensation for its tax

benefits used in the consolidated return. There is an

intercompany agreement between the Railroad and Michigan

Chemical Company that the minority interest portion of

such tax loss contributed by the Railroad which results

in a lower income tax to Michigan Chemical Company will

be paid to the Railroad.

To summarize, Chicago and Northwest policy is not a

two-way street--when the Railroad contributes losses to

the companies within the group it receives nothing, but

when it contributes losses to the benefit of outsiders,

namely the minority stockholders of Michigan Chemical

Company, the carrier receives payment for such benefits.

Aggravating the Chicago and Northwestern Railway

inequity was the fact that the net losses after 1966 were

increased for the benefit of other associated companies

within its group. The carrier commenced using rapid

depreciation in 1967. If the carrier were not a member

of a holding company group, it would not use these addi-

tional tax depreciation charges until it was in a profitable
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position. The primary reason for the use of accele-

rated depreciation was to offset the profit of

the chemical companies in the group. No benefits were

received by the Railroad for these tax contributions.

The use of rapid depreciation in filing Federal income

tax returns and use of investment tax credits will certainly

reduce future tax benefits that the carrier would have re-

ceived if these were not used on a consolidated return,

and may possibly result in higher future costs when the

carrier becomes a profitable company.

A variation of this inequity was‘demonstrated by

Illinois Central Industries in its dealings with Illinois

Central Railroad. The holding company charges the carrier

in excess of the consolidated Federal income tax liability.

Illinois Central Industries thereby took into income from

1963 through September 30, 1968, about $1.4 million more

than its actual consolidated tax requirements. The payments

were primarily made by Illinots Central Railroad. This was

based on amounts which Railroad would have had to pay if

filing a separate return. Further, in the year 1966 there

was no tax paid by Illinois Central Industries, however,

Illinois Central Railroad was required to pay about $150,000

for Federal income taxes.

The staff has been concerned with these matters for

some time and is currently working toward the development

of appropriate rules or interpr -tations which would set

forth proper accounting for Federal income taxes by a

carrier participating with affiliated companies in a con-

solidated return. It appears timely here, however, to note

the inequities stemming from (1) the uncompensated exhaustion
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of a carrier's contingent assets (net operating loss

deductions, aggravated, in at least one instance, by

deliberately accelerated depreciation; unused investment

tax credits, etc.) by its associated companies within a

group, or (2) the arbitrary assessment on profitable carriers,

of charges in lieu of income taxes when, in fact, a lesser

consolidated tax is actually paid.

5. Leasing activities 

There were no substantial leasing problems encoun-

tered, except at the Kansas City Southern group.

Carland, Inc., was formed by Industries to lease equipment

of all kinds to members of the group.

The leases provide for advance rentals which provided

Carland with downpayments to purchase the equipment. The

financing is guaranteed by the railroads. The rental

charges include depreciation charges based on a shorter

life than a normal service life, which results in the

railroad paying higher amounts than if it owned the

equipment. The rentals include an element of profit

since the equipment is rented on a cost plus basis. The

staff was unable to determine the reasonableness of the

charges because of denial of access to their records.

However, it is reasonable to assume that the charges

to operations, because of these arrangements, will sub-

stantially exceed the costs if purchased by the carrier.

In addition to the above provisions, the leases may

be cancelled at the end of the first term of the lease

and the equipment, such as freight cards and work equip-

ment, transferred to another affiliated company and then

leased again to the carriers at their market value. This
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provides further opportunity for profits which result in

additional costs to the carrier because the carrier had

already paid for the cost of the equipment under the

original lease.

Bids were advertised for lease of equipment. Due

to the numerous types and kinds of properties, such as

small tools and minor equipment, it would be practically

impossible to find prospective lessors adequately equipped

to supply such items. This may have been the objective

in this type of lease arrangement involving multiplicity

of items.

It is hard to imagine what benefits, if any, accrue

to the carrier in this leasing arrangement. The carrier's

resources are being used to provide the downpayment, pay

rentals in advance, and to guarantee the financing. We

can only surmise that this results in the carrier paying

considerably more than if the equipment were owned,

thereby passing on profits to another member within the

holding company. And, this results in higher costs

to the public.

(Left blank intentionally)
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6. Advances by railroad at no interest cost or at rates 

below market 

The Bangor Punta group has had the benefit of Railroad's

cash in meeting requirements of certain banks in main
taining

minimum balances. Prior to the Railroad's joining the holding

company group, the excess cash was invested in short-term in
-

vestments, but since joining the group these investments have

essentially all been sold. Bangor Punta and the Railroad have

entered into an agreement whereby the Railroad will deposit

funds in certain banks to meet the holding company cash commit-

ments. The holding company has agreed to pay Railroad 3% per

annum on amounts of banks balances required by the holding

company which are in excess of the Railroad's normal balances.

The financial impact of the above arrangement is that the

holding company, in effect, is borrowing money from the Rail-

road at 3% per annum which is substantially below today's pre-

vailing interest rates. This is another instance where the

holding company is operating the carrier for the benefit of

the holding company, and certainly not in the interest of the

carrier and the public.

Louisiana & Arkansas Railway, wholly-owned subsidiary

of Kansas City Southern Railway, entered into an arrangement

whereby it committed itself to advancements of $6 million to

North Baton Rouge Development Company and $4 million to Landa

Motor Lines, both wholly-owned subsidiaries of L & A. These

commitments were primarily made so its subsidiaries would

have a readily available source of funds in order to take ad-

vantage of opportunities in connection with further investm-nts

in securities and real estate. The funds were committed to the
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companies at no interest cost. Now that North Baton Rouge

Development Company has been transferred from Louisiana &

Arkansas to Kansas City Southern Industries, this does not con-

stitute a proper use of Railroad funds and is not in the finan-

cial interests of the carrier to be supplying funds to a non-

carrier subsidiary of Industries at no interest cost.

A further inequity to the carrier is manifest in the

transfer of the securities thus obtained to Industries at book

cost without compensation for market appreciation being passed

on to the carrier. This same procedure was followed with

respect to preferred stock of the Philadelphia and Reading

Corporation which was transferred by Landa Motor Lines, a

certificated motor carrier, to Industries at book cost although

the stock had considerable market appreciation.

The above transaction demonstrates the holding company's

ability to use carrier funds to invest in nonrelated activities

and upon market appreciation of the assets transfer these assets

to the holding company at cost without any benefits of market

appreciation passed on to the carrier.

Southern Enterprises, Inc., a wholly-Dwned subsidiary of

Industries, has received advances of several millions of dol-

lars from Louisiana & Arkansas at various interest rates which,

at times, were considerably below prevailing interest rates.

7. Use of carrier's credit 

There were several other instances not previously

mentioned elsewhere in this report, where the holding company

is using the carrier's credit. For example, Louisiana &

Arkansas' former subsidiary, North Baton Rouge Development

Company (now a subsidiary of Kansas City Southern Industries)
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is leasing equipment from Carland, also a subsidiary of Indus-

tries. Carland borrows 60% of purchase price, assigns the

lease and rental payments as security for the loan, and

Louisiana & Arkansas guarantees payment of such rental.

Carthage Cablevision, Inc., controlled by Kansas City

Southern Industries, operates a TV station at Carthage,

Missouri. The station was financed by Southern Development,

a subsidiary of Industries, through a loan of 3360,000 ob-

tained from a local bank. The bank agreed not to record the

mortgage provided that Kansas City Southern Railroad Company

would guarantee to repurchase this property if Southern were

in default.

Bangor Punta operates a central cash control for all of

its subsidiaries, except the Railroad. The subsidiaries

deposit funds in local banks which are subsequently trans-

ferred to a central bank controlled by the holding company.

Subsidiaries request funds for payments and transfers are made,

directed by the holding company, to meet their needs.

The holding company frequently requires the railroad to

advance funds when the cash requirements of the group are

low.

The railroad may even be required to borrow money to meet

these demands of Industries. For example, in 1968 two trans-

actions occurred which involved short-term loans of from 30

to 45 days to the holding company from the railroad. The

loans involved $2,200,000, of which $1,500,000 was borrowed

from local banks. Although the railroads were adequately com-

pensated for interest on these loans, the use of carrier's

credit is wholly for the benefit of the holding company and

may have a detrimental effect on the carrier's financial status.
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8. Allocation of expenses 

Officers' and administrative salaries and expenses 

The staff encountered problems in the allocation

of officers' and administrative salaries and expenses in all

companies reviewed. There were generally no allocations of

officers' salaries or any administrative costs to the holding

company. These services were performed at no cost to the

holding company.

Bangor Punta attempted to allocate certain costs for some

officers' salaries and administrative costs which were billed

by the Railroad.

Bangor Punta charged the Railroad $588,000 for management,

accounting and audit services, for the period from October 1,

1964, through September 1967. The annual charge for these

services for the year 1967 was $240,000. These payments for

management services were stopped on September 3, 1967. The

company has not been able to provide any of the details for

the previous billings for management services or even the basis

for discontinuing these charges.

The Railroad received its first bill of $9,700 for audit

fees from Peat, Marwick, Mitchell & Co., independent accountants

for the Bangor group, directly for its accounting services for

full year 1967. This may possibly indicate that the Railroad

was paying excessive amounts of about $230,000 a year to the

Bangor group, unless we assume Bangor Punta is now providing

these services at no cost to the carrier. Further investiga-

tion will be made of these transactions.

There certainly is great opportunity for the holding com-

pany to charge its subsidiaries for any type of management

services based on any price it wishes. The above demonstrates
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an arbitrary billing from the Bangor group to the carrier

amounting to about $240,000 a year for 1967, where there has

been no support other than a statement for such expenses from

the chief accounting officer of the carrier.

Illinois Central Industries was able to conduct its opera-

tions without the burden of paying any officers' salaries or

any administrative salaries, rental charges for use of office

facilities or without the payment for any legal staff or pay-

ment of any legal retainer fees, because they were all supplied

free by the Illinois Central Railroad. This is a very conven-

ient way to operate a holding company at the Railroad's expense.

Officers of the Railroad have stated that as Industries grows

and acquires new companies there will be separation between

Industries and the Railroad, including separation of expenses

among the group.

Because of the denial of access to the records of Kansas 

City Southern Industries the staff was not able to draw any

conclusions on the propriety of allocations of these expenses.

The records of the Railroad indicate no salaries had been al-

located to Industries. This seems to be another case where

the holding company was able to operate without any adminis-

trative costs, as all costs were assumed by the carrier.

Initially, Northwest Industries was reluctant to allow

the staff to review the records of the holding company and we

are unable to ascertain at this time to what degree Industries

is using the talents and facilities of the carrier without

compensation. However, on the transactions that were reviewed

it appears that Railroad is being compensated for items, even

such small items as the use of carrier's medical supplies for
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physical examinations of chemical company employees and for

the use of the Railroad's computer facilities and other

facilities.

9. Adequacy of records detailing transactions between

companies 

In many instances there were insufficient documents in

carrier records supporting intercompany transactions for such

items as management services, leasing arrangements and the

transfer of assets and securities. At the moment we have not

taken steps to insist on compliance with General Instruction

1-3 of the Commission's prescribed uniform system of accounts

which reads as follows:

"Each carrier shall keep its books of account,
and all other books, records and memoranda
which support the entries in such books of
account so as to be able to furnish readily
full information as to any item included in
any account. Each entry shall be supported
by such detailed information as will permit
ready identification, analysis, and verifi-
cation of all facts relevant thereto."

In some instances staff auditors were granted access to

holding company records to secure the necessary detail to

support intercompany transaction. Nevertheless, our rules

require that adequate data to support all entries be main-

tained by the carrier.

10. Access to records 

The term "records" as used herein is not limited in a

technical sense to the accounting records, but to all other

records, such as corporate minutes, bylaws of the corporation,

capital stock records, reports to or filings with Governmental

agencies, correspondence files, contracts and other documents

necessary to develop the history of the facts regarding any

transaction entered into by the company or companies under review.
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The primary problem encountered with access to records oc-

curred at Kansas City Southern Industries. All holding company

records were refused other than a copy of the annual report to

the stockholders. The staff was denied access to such important

records as consolidated Federal income tax data and the records

supporting the cost of affiliated companies' properties leased

to the carriers on a cost plus basis. Further, the staff was

even denied access to the general ledger of a former wholly-

owned subsidiary of the Louisiana & Arkansas Railway Company

because the carrier had transferred the subsidiary through the

medium of a dividend to the holding company. The company denied

the staff access to that general ledger because it contained in-

formation after it became solely owned by the holding company.

Northwest Industries. Inc., initially denied the staff

records for the holding company and its noncarrier affiliates

but subsequently permitted the staff access to all of its

records. This change in attitude occurred, incidentally, after

petition by B. F. Goodrich to the Commission to block its ac-

quisition by Northwest Industries.

The auditors' free access to records of carrier companies

is well defined in the Interstate Commerce Act. In connection

with authority to examine records of noncarrier affiliates,

Section 20(5) states in part as follows:

"The Commission or any duly authorized special
agent, accountant, or examiner thereof shall
at all times have authority to inspect and
copy any and all accounts, books, records,
memoranda, correspondence, and other docu-
ments, of such carriers, lessors,and asso-
ciations, and such accounts, books, records,
memoranda, correspondence, and other docu-
ments, of any person controlling, controlled
by, or under common control with any such car-
rier, as the Commission deems relevant to
such person's relation to or transactions
with such carrier."
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This differs from the direct unqualified authority granted the

staff in this section to examine carrier accounts and records.

Without free access to records, the staff is limited in the

scope of its examination and the verification of transactions,

particularly between the various companies in the group.

Our auditors for the purpose of this exploratory examina-

tion were instructed not to insist on or demand holding company

records. Although in most instances free access was granted

to the staff's request for holding company corporate records,

it does not necessarily follow that in the future such requests

will be granted.

11. Impact on minority stockholders 

There is an impact on minority stockholders when a

carrier's resources are diverted without just compensation.

Kansas City Southern Railroad Company minority stockholders

own about 8% of its outstanding common stock. When the common

stock of North Baton Rouge Development Company was passed along

to Kansas City Southern Industries (which owned 92% of Railroad)

the stockholders of the Railroad gave up assets worth about

$25 million of unrealized market appreciation.

Commencing in April 1967, Louisiana & Arkansas Railway

Company accelerated its purchases of Kansas City Southern Rail-

way Company common stock from the minority stockholders at a

price twice as much as the price quoted for Kansas City

Southern Industries. (This was based on the exchange rate of

2 shares of KCSI common stock for each share of KCSRy common

stock.) It appears that this was being done while the officers

and directors had knowledge that the North Baton Rouge stock

would be issued to stockholders, but prior to their notifica-

tion. These purchases also continued after the stock dividend
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of North Baton Rouge, but Louisiana and Arkansas Railway Company

paid only for the Kansas City Southern Railway stock and asked

the stockholders to throw in the North Baton Rouge stock at no

value as a package deal. This was done in most instances.

Further, the annual report to stockhclders did not inform

the minority stockholders as to the value of the North Baton

Rouge Development Company stock. Computed on the basis of

shareholders equity as of July 31, 1967, each share is valued

at $20.16 and by using the appraised or market value of the

assets the value would be $41-153 per share. On this basis,

the minority stockholders are selling their stock to the rail-

road at what would appear to be far below its actual value,

certainly considerably below the assigned value of $100 a

share, the basis used for intercompany transfers.

The 1967 annual reports to stockholders of the Kansas

City Southern Industries and the Kansas City Southern Railway

made on a consolidated basis December 31, 1967, give the im-

pression that items such as the profit of $1,435,000 realized

from the sale of Ransburg Electro-Coating Corporation common

stock is applicable to these companies. However, this stock

was owned by North Baton Rouge Development Company; therefore,

the profit realized on the sale of this stock was wholly appli-

cable to the outstanding shares of North Baton Rouge.

In January 1969, the Louisiana and Arkansas Railway Company

made a direct purchase from Kansas City Southern minority stock-

holders of North Baton Rouge Development Company common stock

at $10.75 per share. It has not been determined as to how that

value was established.

In conclusion it appears, as the facts indicate, the

officers and directors are taking advantage of the minority

- 31 -



827

stockholders through the purchase of their stock by the Louisiana

and Arkansas Railway Company without fully informing them of the

value of the North Baton Rouge Development Company as a separate

entity.

12. Other questionable practices 

A. Management diversification services 

Bangor Punta group has entered into agreement with

Katy group to provide advice on a program of business diversi-

fication. Bangor has obtained options to purchase $2.4 million

of shares of Katy's common stock which when issued will be equal

to about 10% of outstanding common stock.

The above agreement may possibly indicate Katy management

did not believe it had the expertise to undertake such a diver-

sification program. One of the problems advocated by opponents

of diversification programs by railroads was the concern that

railroad management, although expert in the transportation

industry, could encounter considerable difficulty in non-

transportation activities resulting in serious financial prob-

lems for the group and with serious permanent, adverse finan-

cial effect on the railroad.

It is interesting to note that the Bangor group is not

pleased with the recent acquisitions made by Katy over their

objections and Bangor is now consideration severing any further

relations with Katy because of these acquisitions and the adverse

effect on the company.

B. Security transactions 

Illinois Central Industries acquired about $8 mil-

lion of stock of Gulf, Mobile & Ohio Railroad during 1967. A

large block of this stock was sold to the railroad in December

1967 for $101.50 a share, whereas Industries purchased the
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stock at prices varying from $77.00 to $101.50; the profit

realized by Industries was not substantial, about $35,000.

This demonstrates a method by which a holding company can take

advantage of any market appreciation in stock by merely trans-

ferring it to a subsidiary and recording the profits on its

books.

No guidelines have been established by Industries for such

transfers within the group. Whether Industries will pay Rail-

road any market appreciation on the stock of GM&O RR when

reacquired is questionable.

,
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VI. POTENTIAL QUESTIONABLE PRACTICES 

Although the review did not disclose these questionable

practices, we would be remiss in this report of holding

company practices if we did not include the following comments

on opportunities for other abuses.

1. Deterioration of plant

One of the more significant areas requiring future

attention is the preservation of the physical plant in

consonance with the mandate of the national transportation

policy. This is to say we must keep alert to see that

adequate funds are reinvested in the transportation facility

through current maintenance and capital expenditures.

Obviously, the prime consideration of any conglomerate is

the whole and not any of its parts. What is good for the

holding company could be very detrimental to the carrier.

Funds will be invested where the return is greatest regardless

of the impact on any component. There will be little incentive

for management to invest in maintenance and capital expenditures

to support a plant to provide quality service. There will be

less incentive to invest in the necessary research and

development.

2. Divesture of railroad 

A railroad's position in the conglomerate group

becomes less important as the holding company grows

financially. For example, Bangor Punta's annual report to

stockholders for the year ended September 30, 1968 showed that

the Railroad's contribution to revenues was 19 percent in

1964 and only 6 percent in 1968. In the same period, the

contribution to consolidated profits declined from 22 percent

50-934 0 - 71 - pt. 3 - 14
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to 1 percent. In such situation, a holding company might be

inclined to dispose of a railroad after having used it

advantageously.

This situation would prevail where a holding company

would dispose of a carrier after it had utilized all tax

benefits, sold all valuable assets, and also under maintained

the plant. In fact, a holding company might be forced to do

this, as a result of stockholder demands, when a carrier

shows operating losses for a few years.

3. Financing

Financing, including current debt, will probably be

maraged at the holding company level. This will tend to

provide an opportunity to assign low-yield investments or

high-debt cost to a regulated company.

Also, concern has been expressed by many financial

experts about the high-debt cost being assumed by holding

companies and their ability to pay these high fixed charges,

particularly when dips and downward trends occur in our

economy. For example, Goodrich, a reluctant takeover

candidate by Northwest Industries, alleges that Northwest's

outstanding debt structure, assuming all of its pending

acquisitions are consummated, will be about $1.7 billion;

extensive capital programs would require even further debt

costs. The annual interest fixed charges were estimated to

be about $50 million.

We are concerned with such acquisitions because in many

instances equity stock acquired is exchanged for debt

securities of the holding company. This can result in a

holding company committing itself to future financial problems

which in the final result may be detrimental to the carrier.
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4. Distortion of carrier income 

It is possible to shift earnings through transfers of

property. This may involve a transfer of property to a loss

corporation by a related profitable entity, or, alternatively,

the transfer of high-basis, low-value property to a profitable

corporation prior to a realization of a loss. Also, carrier

assets where a substantial unrealized appreciation has taken

place could be transferred to another company prior to

liquidation. Although it did not involve liquidation of a

company, we have already observed one situation where stock

of a railroad subsidiary was transferred to a holding company

at book cost which was substantially less than current value.

Profits may be controlled by a holding company charging

excessive interest to members of the consolidated group and

by borrowings from financial institutions at lower rates than

interest rates charged to subsidiaries.

5. Commodities clause 

Complicated corporate structures with many diversified

activities could render ineffective the commodities clause,

Section 1(8) of the Act, which prohibits transportation of

certain articles in which carriers may have an interest, direct

or indirect ° Extensive diversification would certainly make

it more difficult to enforce this section of the Act.
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BANGOR PUNTA CORPORATION

HISTORY 

Incorporated on April 14, 1932, as Punta Alegre Sugar

Corporation to acquire at public sale held April 18, 1932,

all the property, assets and business of Punta Alegre Sugar

Company in accordance with a plan of reorganization. Name

changed to Bangor Punta Alegre Sugar Corporation on October

13, 1964, and to the present name on January 19, 1967.

Bangor Punta Overseas, S. A., incorporated in Switzerland,

has been recently formed for the purpose of acquiring foreign

companies.

For 1968, transportation service accounted for 6% of total

revenues of the holding company's operating subsidiaries.

AFFILIATES - ACTIVITIES 

Bangor Punta as of December 31, 1968, owned or controlled

some 65 companies. The major affiliates of the holding company

and their principal activities are as follows:

Jensen Marine - Sporting goods
The Luhrs Company - Sporting goods
The O'Day Company - Sporting goods
Seagoing Boats - Sporting goods
Rent-A-Cruise of America - Sporting goods
Starcraft - Sporting goods
Duo Marine - Sporting goods
Bale Pin Company - Sporting goods
The Kenney Company - Sporting goods
Smith & Wesson - Public security products
Smith & Wesson Leather Co. - Public security product
Smith & Wesson Pyrotechnics, Inc. - Public security
products

Dominator Company - Public security products
General Ordinance Equipment Corporation - Public
security products
The Lake Erie Chemical Company - Public security
products

Si;ephenson Company - Public security products
Waukesha Motor Company - Engines and power systeEs
0 & M Manufacturing Company - Engines and power
systems
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Waukesha Alaska, Inc. - Engines and power systems
Waukesha Motor Western Limited - Engines and power

systems
Producers Cotton Oil Company - Agriculture
Crown Fabrics - Wearing apparel
Knitbrook Mills - Wearing apparel
Knitbrook of Allentown - Wearing apparel
Specialty Dyers - Wearing apparel
Laminae, Inc. - Wearing apparel
Melena - Wearing apparel
Bartlett-Snow - Process engineering
BSP Corporation - Process engineering
FECO - Process engineering
The Barker Manufacturing Company - Process
engineering

Jetstream Systems Company - Process engineering
Pameco-Aire - Process Engineering
Bangor and Aroostook Railroad Company - Transportation
Metcalf & Eddy, Inc. - Professional services
Enesco, Inc. - Professional services
Bangor Punta Management Services Company -
Professional services

*Van Buren Bridge Co. - Transportation
*Bangor Investment Co.-- Real estate
Bangor Punta Operations, Inc. 1/

* 100% owned by Bangor & Aroostook Railroad Co.

1/ Controls Bangor & Aroostook Railroad Co. 99%

QUESTIONABLE PRACTICES 

1. Dividend practices 

The following tabulation shows dividends declared

and paid by the Bangor & Aroostook Railroad Co. for the ten

year period 1957

YEAR

- 1967:

NET INCOME

REGULAR
DIVIDEND
PER SHARE

TOTAL
DIVIDEND

1957 ',31,051,453 32.40 :431,544
1958 1,431,684 2.20 395,582
1959 379,571 1.20 215,772
1960 623,495 .60 143,848
1961 464,092 .60 143,848
1962 562,992 .80 143,848
1963 745,157 .80 143,848
1964 * 1,171,e93 .60 575,392 1/
1965 898,631 .80 143,848
1966 983,001 .20 593,373 2/
1967 883,762 .80 593,373 a/
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* In October 1964 railroad was acquired by Bangor Punta
1/ Includes special dividend of $2.60 ($467,506) declared

10/13/64
2/ Includes special dividend of $2.50 (3449,525) declared

7/15/66
2/ Includes special dividend of $2.50 (3449,525) declared

1/27/67

The circumstances surrounding the special dividends for

the years 1966 and 1967, based on documents copies from car-

rier files, are as follows:

Prior to October 1964, the Railroad was owned by the Bangor

& Aroostook Corporation, which combined with Bangor Punta Opera-

tions, Inc. (Operations) in October 1964. Operations at this

time assumed the Bangor & Aroostook Corporation's obligations

including $602,000 in 5% promissory notes due to the Railroad,

and $585,700 in 4 3/4% notes payable to the Bangor Investment

Co., wholly-owned by the Railroad.

In July 1966, Operations formulated a policy whereby

special dividends in addition to the regular dividend would

be declared by the Railroad; as Operations owned 98.9% of the

Railroad no cash would pass, except to minority stockholders,

to reduce the amounts owed by Operations to the Railroad. It

was decided in July 1966 the following special dividends would

be paid for the years 1966, 1967, and 1968: $2.50, $2.50 and

$1.70.

The 1966 special dividend reduced Operations' $602,000

debt to the Railroad by $443,227, leaving a balance of

$158,773.

On January 27, 1967, Bangor Investment Co. declared a

dividend to its parent Railroad of Operations' $585,7)0 note.

Simultaneously, Railroad declared a special dividend of



836

$449,525, of which $443,340 served to reduce Operations' direct

and indirect debt to the Railroad to an amount of $301,133, i.e.,

$158,773 plus $585,700 less $443,340.

The planned 1968 special dividend was aborted because

Railroad's earnings declined in the face of a poor potato crop.

Through the 1966 and 1967 special dividends and poor earnings

in 1968, retained income has been reduced to an amount below

which dividends may be paid under restrictive provisions of

the Railroad's mortgage.

The foregoing practices, which were planned to improve

the holding company's own balance sheet, deprived the Railroad

of approximately $56,000 in interest payments for the year,

transferred Railroad assets to the parent reducing its net

worth and income.

Unless the Commission seeks the necessary powers to

prevent such practices, management may very well strip the

carrier of additional assets reducing it to a corporate shell

and then dispose of it. In this connection, attention is

directed to the last paragraph under "Acquisitions" on page

24 of the holding company's annual report to stockholders for

the year ended September 30, 1968, quoted herein as follows:

"In accordance with our policy of contin-
uously reviewing the return on investment
which our operations produce, we determined
that our Pacific Coast foundry operation was
not meeting our corporate goals and it was
disposed of during the year."

2. Sales and transfers of carrier's assets 

Other than the disposal of temporary cash investments

as discussed in paragraph 4, advances by carrier, no ques-

tionable practices were noted.
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3. Consolidated Federal income taxes 

No taxes have been paid by the consolidated group

through 1966. A minor tax of $57,191 was paid in 1967 as a

result of recomputation of prior years' investment credits

of various acquired companies. There will be a tax liability

for the group for the tax year ending September 30, 1968.

Sunmarized below are the Railroad's substantial tax

credits and operating losses which have been made available

to the parent in filing a consolidated tax return.

Year Ended
Sept. '10

Texable Income
Railroad Railroad & Subs.

Railroad
Investment
Tax Credit

1964 Forward $ 280,509
1965 3 457,806 3 818,160 532,562
1966 (597,017) (139,173) 496,025
1967 (1,200,631) (1,147,285) 4,369
1968 (1095.418) (1.428,090) 251,122

TOTAL 02,715,260) (31,896,392) 31.566,787

) Indicate loss

Railroad operating losses result largely from use of

accelerated depreciation methods, a practice which it has

followed consistently for many years.

Our auditor reports that the total investment tax credits

earned by all companies in the group through September 30,

1967, totaled $1,532,402, of which $1,313,466 was contributed

by the Railroad.

No guidelines have been established by management where-

under Railroad will be reimbursed for its contribution in

lowering taxes for the group. Now that the group is in a

taxable position, the investment tax credits contributed by

Railroad assumes greater significance. The question remains,

is their value lost to the Railroad for future use?
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4. Advances by carrier 

During 1965, Railroad advanced Bangor Punta cash

secured by $2,200,000 promissory notes bearing the prevailing

prime interest rates. $1,700,000 was repaid prior to year

end, and the remainder repaid in 1966. Similarly, subsequent

advances ($2,050,000 in 19E6, $800,000 in 1967, and $2,200,000

in 1968) were made and repaid. However, with respect to the

1968 avances, the Railroad was required to borrow $1,700,000

for which it received 1/8 of 1% interest over that paid to the

lending institution.

Although interest earnings on these advances by the Rail-

road were in accordance with prevailing rates, it restricted

the carrier from otherwise investing its excess cash more

profitably. It also restricted the temporary investment of

Railroad cash to the whim of the parent, including the ability

of the parent to require Railroad to borrow money for the

parent.

Except for minor items, temporary cash investments of

the Railroad were disposed of after joining Bangor Punta.

One investment carried at a cost of $1,568,915, was disposed

of during 1965 and 1966 at a profit to Railroad of $137,099.

Bangor Investment Co., a 100% owned affiliate of Railroad,

in 1965 had an investment of $37,431 in International Telephone

and Telegraph Common and preferred stock. During 1965 and 1966

the investment was disposed of for $363,203. Investment Com-

pany's cash at December 31, 1967, was minimal.

There is substantial reason to believe the investments

were disposed of to provide cash to be used by the parent as

discussed in paragraph 5, Use of carrier's credit.
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5. Use of carrier's credit 

Bangor Punta operates a central cash control whereby

all subsidiaries, except Railroad, deposit funds in local

banks which are transferred to a central bank. Each sub-

sidiary pays its bills from imprest funds ranging from $5,000

to $70,000 which is replenished as needed by Bangor.

Railroad is required to keep sufficient cash on deposit

in the banks to allow Bangor Punta to borrow up to '$1,312,000

to supplement its working capital on short term notes. Rail-

road receives 3% per annum on cash deposits exceeding

$1,344,000; during 1968 Railroad received $1,329.03 interest

for deposits exceeding $1,344,000. The foregoing practice was

established on September 22, 1965, by Vice President John E.

Hess of Bangor Punta through letter to the president of Rail-

road, a copy of which is in our file3.

Under this procedure Railroad is discouraged or precluded

from investing its cash, even on a temporary basis. Control

of Railroad cash is in the hands of the parent, Bangor Punta

to further its corporate needs.

6. Allocation of expenses 

Generally, most of the services performed by general

officers and staff of the railroad for the holding company

are billed.

In October 1964, when Bangor Punta Operations took control

of Railroad, monthly bills were rendered to the ilroad for

so-called "Corporate Charges." The following tabulation

shows amounts paid by the Railroad between October 1964 and

September 1967:
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PERIOD
MONTHLY
CHARGE

FISCAL YEAR
TOTAL

Oct. 1964 - Sept. 1965 $13,000 $156,000
Oct. 1965 - Sept. 1966 16,000 192,000
Oct. 1966 - Sept. 1967 20,000 2+0,000

TOTAL $588,000

These charges were discontinued about the time Railroad

net income started to decline.

No specific details were available to support the amounts

assessed. Officials of both the Railroad and Bangor Punta

Operations attributed the charges to general management ser-

vices, including legal and professional audit services. The

Chief Accounting Officer of Bangor Punta Operations told our

auditor he had no knowledge of the basis for these amounts or

why the billings were discontinued.

Railroad was billed $9,714 by Peat, Marwick & Mitchell

Company, independent public accountants, for audit services

for fiscal year ending September 30, 1967; this contrasts with

the $240,000 in annual charges which the carrier was required

to pay.

No legal services alleged to have been performed as part

of this assessment were reported by the Railroad between 1964

and 1967 in its annual report to the Commission. Annual report

Form A, Schedule 563, Payments for Services Rendered by Other

Than Employees, requires disclosure of amounts paid for legal

services in excess of $30,000.

The only conclusion to be reached is the Railroad was

overcharged by as much as $588,000 over this period of time.
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7. Adeauacy of records for transactions between companies 

As full access was given to the records, transactions

between companies, carrier and noncarrier, were readily traced

and facts obtained. However, as discussed above Railroad's

records contained charges for such costs as management fees

which were not sufficiently supported by appropriate

documentation. ,

8. Other Questionable practices 

Agreement with Katy Industries 

Bangor group on August 31, 1967, entered into agree-

ment with Missouri-Kansas-Texas Railroad Co., whereby it will

advise Katy Industries, Inc. on a program of business diversi-

fication. Katy will grant the Bangor group an option to pur-

chase 10% of outstanding shares of Katy Industries.

Bangor group records indicate that Katy has acquired or

is in process of acquiring companies which Bangor group does

not recommend.

Through Board of Directors' action on October 1, 1968,

the proper officers were directed to dispose of all or any

part of the Corporation's interest in Katy Industries, Inc.
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ILLINOIS CENTRAL INDUSTRIES

HISTORY 

Incorporated on August 31, 1962, as a holding company,

for the purpose of acquiring the capital stock of Illinois

Central Railroad Company and providing for expansion and

diversification into non-transportation fields. At the

present time, revenues for non-transportation business

activities are relatively minor.

AFFILIATES - ACTIVITIES 

Major affiliates of the holding company and their

principal activities are as follows:

Illinois Central Railroad Company - Transportation
Illinois Center Corporation - Real estate
Chicago and Illinois Western Railroad Company -
Transportation

Chandeysson Electric Company - Electrical equipment
Waukesha Foundry Corporation, Inc. - Castings
Abex Corporation - Machinery and equipment

* Mississippi Valley Corp. - Holding Co. - Transportation
* Blue Island Railroad Co. - Transportation
* Madison Coal Co. - Coal land - leasing
* Waterloo Railroad Co. - Transportation

* Owned by Railroad

QUESTIONABLE PRACTICES 

1. Dividend practices 

When Illinois Central Industries was formed as a

holding company, an agreement was entered into between

Illinois Central Railroad and Industries requiring Industries

to pass on all dividends received from the railroad to the

stockholder of Industries on a dollar-for-dollar basis.

Industries wanted to increase or maintain its retained

income balances but was unable to accumulate any earnings

from Illinois Central because of the dividend agreement.

It then became necessary for Industries to obtain suffi-

cient income to offset its expenses for the year. This was
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accomplished in part by advancing $600,000 to Chicago &

Illinois Western Railroad Company, a wholly-owned sub-

sidiary, to enable that company to pay an $800,000

dividend to Industries in December 1967. This transac-

tion resulted in Industries depleting the Railroad's

retained income, which was about $803,C00 prior to this

dividend. The State of Illinois is currently investigating

the transaction and may well require Industries to return

the dividend due to the financial impact to the carrier.

It is not in the public interest for a carrier to pay

out substantially all of its retained income in dividends,

especially when such payments are made with borrowed funds.

A sufficient portion of earnings should be retained to

support the carrier's credit, provide for emergency needs,

offset obsolescence and to provide necessary investments

for additions and betterments of plant and equipment.

Prior to acquisition of the carrier by Industries, an

average balance of $744,4o6 was maintained for these pur-

poses in retained income.

The effect of this action is to provide Industries

with additional income of $800,000 for 1967 at the expense

of the carrier by increased debt and depletion of required

retained income.

2. Sale and transfer of carrier assets 

Under current negotiations is a transaction involving

the sale of air rights in Chicago owned by Railroad to

Standard Oil Company of Indiana (Standard) for a total

consideration of $12,080,148 computed at $89 times 135,732
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square feet, of which only $7,634,925 would be allowed to

the carrier, the difference to be credited to Illinois

Center Corporation (Center), a subsidiary of Industries.

The amount to be allocated to the Railroad is based

on a purchase option for the air rights sold to Center

for $300,000 which entitled the latter company to make

the purchase for $56.25 a square foot or $7,634,925.

Ostensibly, Center was not affiliated with the carrier

or any of the companies in the holding company group at

the time the option was granted. Apparently, when it was

discovered a far greater price for the air rights could

be obtained by selling to Standard, the holding company

proceeded to secure control of Center, and thus the option

to the air rights, by purchasing 81 percent of that company's

outstanding capital stock through a wholly-owned subsidiary

(Mid-America Improvement Corporation) established on June 17,

1968, for that purpose.

The error in judgment initially exercised by the railroad

in selling the option for purchase of air rights at a price

substantially below what Standard is willing to pay seems

incongruous for a company of this size and caliber of

management. It is also noted that Center was primarily

organized for the purpose of investing in real estate on

January 4, 1961, only a short time prior to entering into

negotiations with the railroad for the air rights. A

special investigation will be instituted to determine

whether an element of affiliation or, control was in effect

between Center and any companies in the holding company
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group when the option agreement was entered into; in

such circumstances, the carrier would be the victim of

a device to expropriate $4,445,225 of its assets.

3. Consolidated Federal income taxes 

The following shows the amount of income tax

credits paid between 1963 and September 1968 to Industries

by Railroad. This is predicated on a consolidated income

tax return being filed and tax assessed each company on

the basis of separate return. Industries received a

credit because of its losses included in the consolidated

tax return.

Federal Income Taxes 

1963 $ 155,400.00
1964 54,863.00
1965 302,776.00
1966 150,612.00
1967 416,901.00
1/1/68 - 9/30/68 319,20 .00 

TOTAL cl .00

In the year 1966 no tax was paid by Industries, however,

Railroad was required to pay about $150,000, an amount equal

to what Railroad would have paid if filing a separate return.

The payments of $1,399,759, most of which were made

by Railroad, were accounted for as income of Industries.

4. Advances by carrier 

Mid-American Improvement Corporation, which was the

vehicle used by Industries in acquiring Illinois Center

Corporation stock, was advanced funds by Industries which

were in turn furnished by Railroad.

LidusLries acquired Chandeysson Electric Company in May

1965 for about $4 million; the funds were supplied by Railroad

50-934 0 - 71 - pt. 3 - 15
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in the form of a demand note. Interest charged by

Railroad to Industries was below prevailing interest

rates. Interest charged Industries from 1963 to 1968

is as follows:

3/1/63 - 12/31/63 Cash advances $ 106,359.30 - None
1/1/64 - 12/31/64 Cash advances 100,000.00 - 3-1/4%
1/1/65 - 12/31/65 Demand note 4,000,000.00 - 3-1/4%
1/1/66 - 11/30/68 Cash advances 1,461,756.23 - 3-1/4%

$5,668,115.53

As of 11/30/68, $840,578.89 in cash advances remains

outstanding.

5. Allocation of expenses 

Since the time of incorporation, August 31, 1962,

to the present, the officers of the Railroad have served

in a dual capacity providing management services to both

the Railroad and Industries, all salaries and expenses,

including legal costs and office rents, being charged

to the Railroad.

The following is a quote from the December 1962

Prospectus of Illinois Central:

"All of the officers of Industries are presently
serving without compensation and it is contemplated
that they will continue to service without compen-
sation until such time as Industries shall engage
in some business or activity not presently con-
ducted by the Railroad. At such time, the Board
of Directors will determine the compensation to
be paid to executive officers of Industries.
Until such time, Industries does not contemplate
employment of additional personnel. Directors
and members of the Executive Committee of Industries
are paid a fee of $100 for each meeting attended."

6. Adequacy of records for transactions between companies 

Summaries and supporting detail for all transactions

between affiliated companies were not readily available.
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Such information maintained at one source would be very

helpful in reviewing intercompany transactions.

7. Security transactions 

Industries acquired about $8 million worth of

stock of Gulf, Mobile & Ohio Railroad during 1967. A

large block of this stock was sold to Railroad on

December 1967 for $101.50 a share, whereas Industries

purchased the stock at prices varying from $77.00 to

$101.50. Although the profit realized by Industries

was not substantial, about $35,000, it does uncover a

device for enabling the holding company to take advantage

of any market appreciation in stock by merely transferring

it to a subsidiary and recording the profits on its books.

No guidelines have been established by Industries for

such transfers within a group and whether Industries will

pay Railroad any market appreciation on the stock of GM & 0

when reacquired is questionable.
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KANSAS CITY SOUTHERN INDUSTRIES

HISTORY 

Incorporated on January 29, 1962, as a holding company

to acquire capital stock of Kansas City Southern Railway

Company and to expand into noncarrier activities.

AFFILIATES - ACTIVITIES 

Major affiliates of the holding company and their

principal activities are as follows:

American Coleman Company - Manufacture of machine

and automobile parts
Carland, Inc. - Equipment leasing

Carthage Cablevision, Inc. - Television

Grasis Fabricating Company - Manufacture of electrical

equipment
Horn Dean Limited - Insurance

Kansas City Southern Railway Company - Transportation

* Kansas City Transport Company - Transportation

* Louisiana and Arkansas Railway Company - Transportation

Mid-American Television Co. - Radio and Television

Pabtex, Inc. - Construction

Supervised Investors Services, Inc. - Investments

Shreveport T.V., Inc. - Television

Trans-Serve, Inc. - Real estate

* Louisiana, Arkansas & Texas Transportation Co.

Transportation
* Landa Motor Lines - Transportation

* Tolmak, Inc. - Finance - Real estate

* Kansas City Shreveport & Gulf Terminal Co. -

Transportation
* Kansas & Missouri Ry. & Terminal Co. - Transportation

* Fort Smith & Van Buren Ry. Co. - Transportation

Southern Development Co. - Real estate
Joplin-Southern Corporation - Real estate

* Arkansas Western Ry. Co. - Transportation

* Owned by Railroad

QUESTIONABLE PRACTICES 

1. Dividends and transfer of assets 

The following transaction provides a good illustration

of the method used by Kansas City Southern Industries, Inc.,
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(Industries) to siphon off approximately $45 million in railroad

assets to Industries through so-called dividend payments.

The plan was decided upon in order to provide Industries

with sufficient asset value to enable that company to obtain a

$15 million revolving loan. In order to accomplish this, Baton

Rouge, a wholly-owned railroad subsidiary, arranged to issue

a block of no par value common stock which was then exchanged

for assets of Kansas City Southern Railway (KCS Ry.), the

Louisiana & Arkansas Railway Co. (L & A Ry.) and their subsid-

iaries on the basis of 1 share for each $100 of asset value

at current market.

Industries

r

COO

cn"

KCS Ry.

Illustration 

Other subs. of
KCS Ry.

other subs. of
L & A Ry.

Assets

Stock

The subsidiary companies of KCS Ry. and the L & A Ry. in

turn transferred the Baton Rouge stock received to their respec-

tive parent companies in exchange for cancellation of loans and

advances payable to the parent companies, thus placing all of
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the stock issued by Baton Rouge in the hands of KCS Ry. and

L & A Ry. L & A Ry. then transferred all the stock they held

in Baton Rouge to KCS Ry, in the form of a dividend.

Industries

(2)

L & A Ry.

Illustration

(1)
Stock

Stock
Cancellation of Debt

Cancellation of Debt

Baton Rouge

Other subs. of
KCS Ry.

(1)

Other subs. of
L & A Ry.

Next, Baton Rouge declared a stock split on the number of

outstanding shares to bring the number of its shares equal to

those outstanding shares of KCS Ry. common stock outstanding

after which KCS Ry. declared a dividend of the stock on the

basis of one share of Baton Rouge for each share of KCS Ry.

common stock outstanding.
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Illustration

Industries

Stock Dividend

L & A Ry.

Baton Rouge

Stock

Other subs. of
KCS Ry.

Other subs. of
L & A Ry.

The effect of these maneuvers was to transfer net assets

at their book value of $20,637,696 but with an independent

appraisal value of $45,385,338 from the Railroads and their

affiliates to Industries, thus taking from the Railroads

assets valued at $45 million and depriving the Railroads of

$25 million in asset value, which amount would have been

realized in the form of income to the railroads if these assets

had been sold to others. Conversely, should the Railroad he

required to replace these assets at some future date, they would

have to do so at substantially higher costs.

Details of other affiliated companies involved in the

above described transactions follow.

Kansas City Southern Transport Company (Transport), a

wholly-owned subsidiary of KCS Ry., in May 1967 exchanged

4,400 shares of common stock of Industries for 1,837 shares of
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Baton Rouge. This exchange was based on Baton Rouge shares

having an assigned value of $100.00 per share prior to the stock

split. The Baton Rouge shares were given by Transport to KCS Ry.

in payment of $16,122 indebtedness of Transport. As the stock

of Industries given by Transport had a market value of $183,700,

the difference of $167,578 was transferred to Baton Rouge which

was eventually passed on to Industries.

Lynda Motor Lines, a Class III motor carrier of property

operating under authority granted in MC-88370-C, a wholly-owned

subsidiary of L & A Ry., transferred 41,533 shares of Philadel-

phia and Reading Corporation preferred stock for 31,565 shares

of Baton Rouge. This, in effect, transferred Landa's apprecia-

tion in value of Philadelphia and Reading Corporation's stock

in the amount of $3,156,508 to Baton Rouge since it subsequently

transferred the Baton Rouge stock to L & A Ry. in settlement of

an indebtedness of $360,683. Industries eventually received

the benefit.

Tolmak, Inc„ a wholly-owned subsidiary of L & A Ry.,

transferred 19,900 shares of its capital stock for $1,238,169

of Baton Rouge indebtedness to the L & A Ry. Since Baton Rouge

had transferred land and buildings along with the indebtedness

on each, having a net book value of $1,238,169, no book gain

or loss was caused by this transaction. However, the land and

buildings transferred to Tolmak, had an appraised value of

$2,052,826, which reduced the effect of the spin off of Baton

Rouge by the difference between the net book cost and the

appraised value. At the present time, Tolmak is in the same

vulnerable position for spin off as was Baton Rouge.
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L & A Ry. has 29,211 shares of Baton Rouge common stock

which is recorded at $1,634. This represents 29,059 shares

recorded at no cost and 152 shares purchased for $1,634. This

stock likewise could be transferred to an affiliated company

at a relatively small cost under the present accounting regu-

lations, whereas the alleged value of the stock is $2,905,900

(29,059 @ $100.00 share).

KCS  Ry. in May 1967, transferred 50 shares of Railway

Communications Company (50% ownership) with a book value of

$12,500.00 to Baton Rouge for 10,500 shares of Baton Rouge.

Communications was jointly controlled by KCS Ry. and two

other unaffiliated stockholders. KCS Ry. received dividends

from Communications in the amounts of $40,000, $75,000 and

$75,000 for the years 1964, 1965 and 1966, respectively.

The result of this transaction was to deprive the railroad

of approximately $75,000 of income per year from the stock

now held by the holding company.

2. Consolidated Federal income taxes 

The examiners were verbally furnished by a company

representative the names of the subsidiary companies of

Industries which are reported on the holding company's con-

solidated tax return. Other than the above and the reports

to stockholders, all corporate records were refused and any

information not included in the above about this company was

obtained from other sources. Industries files a consolidated

tax return which includes all companies controlled 80% or more.

Taxes are accrued by the regulated companies on an estimated
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basis and no adjustments are made when the actual amounts are

determined except when there is a change in the tax rate.

Upon asking for the regulated companies' worksheets from which

the tax returns are prepared, the examiner was given the monthly

accrual sheets which in some instances could be tied in with

the accruals on the books but it was impossible to see whether

the taxes computed were on the same basis as the income tax

return filed by Industries. Also, only figures in totals were

given to support additions to or deductions from the income

and expenses as reported to Internal Revenue Service.

3. Leasing problems 

Carland, Inc., controlled by Industries group was

formed to lease equipment of all kinds to the rail carriers

in the group. Leases include railway cars, locomotives and

spare parts, automobiles, trucks, hand tools, etc. Carland,

Inc., requires initial rentals to be paid in advance, which

provides the necessary capital for the down payment on the

leased item, The lease is then assigned to a banking institution

to which the rail carriers make the lease payments, including

interest charges. To meet the requirements of the Clayton Act

carriers did advertise for bids, and filed such bids with the

Commission. Representative of such a filing is bid 68-22

(Commission Control Number). The items for which bids were

asked consisted of 24 classes of rail rolling stock, 40 classes

of maintenance of way equipment, 12 classes of automotive equip-

ment, 4 classes of construction and paving equipment, 3 classes

of water carrier equipment including tow boats and barges,
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8 classes of data processing equipment, 5 classes of communica-

tions equipment, 3 classes of office equipment, and 25 classes

of miscellaneous equipment.

Carland was the only bidder. However, due to the numerous

types and kinds of property to be leased, it would be practically

impossible to find prospective lessors adequately equipped to

supply such items other than a company established for that

special purpose.

Under these leases the carrier is charging operating

expenses with the cost of these items, plus interest and

Carland's profit thereon, over a five year period (in some

instances eight or nine years).

As we were denied access to Garland's records and were

not furnished detail supporting rental billings indicating

costs of items being leased, at the moment we cannot state how

the carriers are being hurt. Our auditors report there are some

400 such leases in effect.

4. Advances by carrier 

A long term agreement was entered into in 1965 between

L & A Ry. and its wholly-owned subsidiaries. This agreement

was made because of limited annual earnings by Baton Rouge and

Landa Motor Lines and because it was highly desirable to

management that they have available a continuing firm commitment

from L & A Ry. These commitments for future advances, upon

demand, were made so that they may have readily available a

source of funds in order to take advantage of opportunities

in connection with further investments in securities and real
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estate. Such commitments were made for advancement within

10 years, from 1965 upon demand, of the sum of $6,000,000 to

Baton Rouge and $4,000,000 to Landa.

In addition, Southern Enterprises, Inc., a wholly-owned

subsidiary of Industries, has received advances of millions of

dollars over the past five years from L & A Ry. The advances

are made without interest charges.

The effect of these types of agreements is to give primary

consideration to the investment needs of the holding company

at the expense of the Railroad. Also, the Railroads are

deprived of interest which would normally accrue on surplus

funds invested elsewhere by the Railroad.

5. Use of carrier's credit 

Baton Rouge has made arrangements to lease equipment

from Carland, Inc., who has arranged to borrow from Chemical

Bank New York Trust Company approximately 607, of the amount

of the purchase price by a promissory interest bearing note

and to assign the lease and rentals payable to the Bank as

security for the loan. Further, L & A Ry. gives the bank its

unconditional and irrevocable guaranty of the payment of the

lease rental.

Carthage Cablevision, Inc., controlled by Industries,

operates a TV station at Carthage, Missouri. This station,

including tower and coaxial cable, was financed by Southern

Development Company (wholly-owned by Industries) through a

67 loan for $360,000 obtained from the First National Bank of

Joplin, who agreed not to record the mortgage upon this

property provided the KCS Ry. guaranteed to repurchase this
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property at the unpaid balance of the loan if Southern Development

Company was in default. After construction of this station was

completed, Southern Development transferred it to Carthage Cable-

vision, Inc., by accepting a mortgage on the property for the

cost of construction with interest at 67 per annum on the unpaid

balance, payable over a period ending in 1975.

These guarantees of loans were not reported by the regulated

companies in their annual reports filed with the Commission,

although such reporting is currently required.

The Railroad receives no compensation for assuming this

liability which would not be the case if the guaranty were given

to a non-affiliated company. Only the holding company benefits

from this type of arrangement.

6. Allocation of expenses 

In reviewing allocation of expenses, no definite con-

clusions could be reached because of limited access to records.

However, in discussing officers salaries with company repre-

sentatives, it was understood by the examiner that no portion

of their salaries are allocated to Industries

other than those regulated by the Commission.

7. Adequacy of records for transactions between companies 

Records were not made available to ascertain whether

sufficient support existed for intercompany transactions.

8. Access to records 

All holding company corporate

or companies

records were refused

other than a copy of the annual report to stockholders. Access

was granted only to the transportation companies and their
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subsidiaries. Certain records pertinent to review of carrier

accounts were also refused such as consolidated Federal income

tax data, and cost of affiliated companies property leased on

a cost plus basis to the carrier.

A striking example of access to the records problems was

encountered by the staff in the review of North Baton Rouge

Development Company (Baton Rouge), a subsidiary of the

Louisiana & Arkansas Railway Co. (L & A Ry.) until July 31,

1967, after which date it became a subsidiary of the holding

company. Since Baton Rouge's general ledge contained information

posted after it became a subsidiary of the holding company,

access to this record was denied.

The staff then resorted to obtaining information concerning

Baton Rouge through transactions with the Railroad obtained

from Railroad records. The staff was unable to verify entries

recorded by Baton Rouge under these circumstances.

9. Adverse impact on minority stockholders 

There is an adverse impact on the minority stockholders

of KCS Ry. (minority stockholders own approximately 87 of

KCS Ry.) when assets are transferred from KCS to Industries at

prices substantially lower than market value as detailed in

the Baton Rouge spin off.
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NORTHWEST INDUSTRIES

HISTORY

Incorporated on August 3, 1967, as a wholly-owned sub-

sidiary of North Western Railway until April 4, 1968, when it

became a holding company and rarent of North Western Railway.

The company was organized to provide expansion for subsidiaries

into non-transportation fields. About 40.8% of revenues is

derived from transportation service, 12.1% from chemical

products, 24.4% from industrial products, and 22.7% from con-

sumer products. The railroad received about $6 million as

dividends in 1967 from its chemical company affiliates.

AFFILIATES - ACT1VCTIES 

Major affiliates of the holding company and their principal

activities are as follows:

Chicago and Northwestern Railway Company - Transportation
*Velsicol Chemical Corporation - Chemical products
*Michigan Chemical Corporation - Chemical products
Philadelphia and Reading Corporation - Holding company
Acme Boat Company - Sporting goods
Imperial Reading Corporation - Wearing apparel
Lone Star Steel Company - Steel pipe
Union Underwear Company - Wearing apparel
Fruit of the Loom, Inc. - Wearing apparel
Universal Manufacturing Corporation - Electro-magnetic
equipment

*Minneapolis & St. Louis Land Co. - Finance - real estate
*Wisconsin Town Lot Co. - Real estate
*North Western Leasing Co. - Other

QUESTIOJABLE PRACTICES 

1. Dividend practices 

Northwest Industries became parent of the Railroad on

April 4, 1968, and the history of dividend practices is very

*Owned or uuntrolled by Railroad
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limited. The following quote is taken from Industries prospec-

tus of November 8, 1968, as amended December 31, 1968, filed

with the Securities and Exchange Commission for issuance of

securities.

"Dividend Information

Industries has established a dividend policy
for the payment of quarterly cash dividends on
its Common Stock of $1.00 per share, as well as
dividends payable on its share of 34.20 Cumula-
tive Convertible Prior Preferred Stock, Series
A 5% Convertible Preferred Stock and (if the
Exchange Offer in consummated) Series B 6%
Preferred Stock, in accordance with their re-
spective terms. Industries' ability to carry
out its dividend policy will be dependent upon
dividends from its subsidiaries or other sources
of funds, such as loans or advances, funds derived
from future acquisitions, investments or other
transactions of Industries, and cash from tax
deferrals and tax savings as may be determined
to be properly available to Industries. If
adequate funds are not available from other
sources, an increase in dividends from some or
all of its subsidiaries will be necessary to permit
Industries to carry out its dividend policy,
since existing dividend rates on shares of
stock of of North Western Railway, Philadelphia
Reading and (if the Exchange Offer is consummated)
Milwaukee Road will not be a sufficient source
of funds from which to pay the intended dividends
on shares of stock of Industries. The payment
of dividends will be dependent upon earnings,
financial condition and other relevant factors
affecting Industries' dividend policy and the
dividend policy of its subsidiaries."

After Industries acquired Railroad, it received the 3rd

and 4th quarter dividends on Railroad's common and preferred

stock, which amounted to 32 and $2.50 per share, respectively.

While no increase was made in Railroad dividends in 1968,

Industries apparently is following its declared dividend

policies.

In turn, dividends of 33.15 per share were declared on

Industries 34.20 Cumulative Convertible Prior Preferred Stock

oh.
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in 1968. The Prior Preferred stock is the issue used by

Industries to acquire Philadelphia and Reading Corp. common

stock. Our auditor reports that the previous rate paid by

Philadelphia Reading prior to acquisition by Industries was

$1.20 in 1966 and $1.50 in 1967.

Prior to Industries acquiring the Chicago and North

Western Railway Co., the Railroad dividends were as follows

for the 10 year period ending December 31, 1968:

Common Stock Preferred Stock
Year Amount Series A 5%

1959-1963 -0- -0-
1964 -0- $5.00
1965 $3.00 5.00
1966 4.00 5.00
1967 4.00 5.00
1968 4.00 5.00

Railroad in 1964 established a policy whereby all excess

real estate was to be converted to cash. The resumption of

dividend payments in 1964 is related to these real estate

sales since prior to that time dividends were not paid. With

this dividend policy established, Industries was formed and

the railroad was used as a springboard to jump off into the

conglomerate area.

2. Consolidated Federal income tax returns 

A. Chicago and Northwestern Railway 

The policy of Chicago and Northwestern Railway is

one where the railroad receives no compensation for its tax

benefits used in the consolidated return. However, an inter-

company agreement between the Railroad and Michigan Chemical

:o.npany indicates that such tax loss applicable to minority

interests, contributed by the Railroad which results in a

lower income tax to Michigan Chemical Company will be paid

to the Railroad.

50-934 0 - 71 - pt. 3 - 16
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To summarize, Chicago and Northwest policy is not a two-

way street--when the Railroad contributes losses to the com-

panies within the group it receives nothing, but when it

contributes losses to outsiders, namely the minority stock-

holders of Michigan Chemical Company, the minority stock-

holders are required to pay Railroad for such benefits.

Aggravating the Chicago and Northwestern Railway inequity

was the increased net loss after 1966 for the benefit of other

associated companies within its group. The carrier commenced

using rapid depreciation in 1967. If the carrier were not a

member of a group, it would not use these additional tax depre-

ciation charges until it was in a profitable position. The

primary reason for the use of the accelerated depreciation

was to offset the profit of the chemical companies

in the group. No benefits were received by the Railroad for

these tax contributions.

The use of rapid depreciation in filing Federal income

tax returns and use of investment tax credits will certainly

reduce future tax benefits that the carrier would have received

if these were not used on a consolidated return, and may

possibly result in higher future costs when the carrier becomes

a profitable company.

B. Northwest Industries, Inc. 

Industries will be a party to a consolidated tax

return for the first time in 1968. Since it will probably not

be filed until September 15, 1969, its impact on the Railroad

cannot be ascertained. However, we have learned that the

Philadelphia Reading Corp. paid Industries some $17 million, an

amount equivalent to its Federal income tax liability had it
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filed on an individual basis. Our auditor was advised this

would result in income to Industries of between 12 and 13

million dollars. Industries' officials would not divulge any

credit for loss carry-forwards which at December 31, 1967, was

$8,400,000,

Particularly pertinent to the investment tax credits, the

preliminary prospectus filed with Securities and Exchange

Commission concerning Industries' offer to acquire B. F.

Goodrich Co., contains the following note to Industries'

Consolidated Statement of Earnings:

"(4) Starting in 1968, the Federal Income tax pro-
visions, both currently payable and deferred have been
reduced by Investment Tax Credits to the extent of
$14,050,000 for the year ended December 31, 1968,
which includes investment credit carry-forward of
$11,800,000, of which $5,300,000 related to extra-
ordinary items. There is available at December 31,
1968, for financial statement purposes $5,100,000
of unused investment credit carry-forward. The un-
used investment credit expires as follows: $2,000,000
in 1973 and $3,100,000 in 1974."

It is evident that Industries will be taking advantage of

Railroad's tax credits when it files its 1968 return.

3. Advances by carrier 

Industries is not using Railroad's assets to derive

benefits for which Railroad is not compensated. Instead,

Industries is loaning the Railroad substantial sums of money

at prime interest rates. The source of funds generated by

Industries is the Philadelphia Reading group. Railroad records

disclosed the following borrowin-- from Industries during 1968,

which were used primarily to acquire 50% of Alton Southern, the

Des Moines & Central Iowa Railroad and the Fort Dodge Railroad

Co., as well as to make substantial improvements to plant.
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Month End
Month Borrowed Repaid Balance

July $14,100,000 - 314,100,000
August 13,800,000 - 27,900,000
September 5,800,000 313,700,000 20,000,000
October 4,000,000 1,500,000 22,500,000
November 3,000,000 2,500,000 23,000,000
December - 14,000,000 1/ 9,000,000

Industries has notified Railroad of its intent to waive

the 1969 dividend from Railroad which was declared in December

1968. This would amount to some $9,000,000.

1/ The December repayment of $14,000,000 was made up of the
following: Railroad cash of 36,200,000, Velsicol dividend
of $6,800,000, and a Velsicol note of $1,000,000.

gig
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BUREAU OF ENFORCEMENT

March 26, 1969

MEMORANDUM TO CHAIRMAN BROWN AND
VICE CHAIRMAN STAFFORD:

Subject: Conglomerate Merger Activity

The Bureau of Enforcement has undertaken consideration of the

limitations, if any, on the Commission's rail enforcement powers

against illegal acts, such as rebates, concessions, discriminations,

Clayton Act violations, etc., which may be effected by one means or

another through holding companies or non-railroad controlled affili-

ates. The conclusions reached are, with some exceptions, necessarily

tentative since experience with the rail related conglomerate is

limited. Test applications of enforcement principles were made upon

speculative situations rather than upon facts underlying a specific

existing situation. Bureau analysis has been limited to the princi-

pal areas discussed hereafter.

Rebates, Concessions and
Economic Discriminations

The principal enforcement tool in the area of rail rebates,

concessions and economic discriminations is the Elkins Act (49 U.S.C.

41 et seq.). The Bureau concludes that the advent of the "conglomer-

ate" places no limitation upon the effective use of this act which

makes it:

unlawful for any person, persons, or 
corporation to offer, grant, or give, or to
solicit, accept or receive any rebate, con-
cession, or discrimination in respect to the
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transportation of any property in interstate

or foreign commerce by any common carrier ...
whereby any such property shall by any device 

whatsoever be transported at a less rate than
that named in the tariffs posted and filed by

such carrier ... or whereby any other advantage

is given or discrimination is practiced."
(Underscoring supplied)

The report of the House Committee on Interstate and Foreign

Commerce illustrates the intended scope of the Elkins Act prohibl-

tions as follows:

"Your committee believes that the legislation
proposed by the Elkins bill, together with the

present interstate commerce law, covers about

all the way that thought or language can devise
or describe to prevent the granting of discrimi-

nations in favor of one shipper as against
another, or the building up of one concern through
the favoritism of railroad corporations."
(Page 6, HR No. 3765, 57th Congress, 2d Session)

The Courts have given the Elkins Act a broad judicial construc-

tion. The most recent Supreme Court case under the Act is United 

States v. Jerry Braverman, 373 U.S. 405(1963). Braverman was traffic

manager for a shipper and solicited rebates without the shipper's

knowledge. Several brief quotations from that decision will illus-

trate the recognized breadth of the Act:

"It strikes at any and every kind of rebate,
no matter by whom or to whom given."

"It was recognized that, in order to ensure
carrier efficiency, rates must be maintained
unimpaired and that the Elkins Act no more intend-
ed to allow third persons to tamper with the statu-
tory scheme than it intended to allow carriers and 
shippers Ihemselves to do so."
(Underscoring supplied)

- 2 -
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In Spencer Kellogg & Sons, Inc. v. United States, (CA 2) 20 F. 2d 459,

cert. denied 275 U.S. 566, the Court cons-idered a situation involving

a grain elevator operator, neither shipper nor carrier, who rebated to

a shipper in respect to interstate shipments and stated:.

"The application of the statute (The Elkins
Act) is not limited to shippers and carriers, but
includes and punishes any person or corporation
whose intended acts result in the transportation
of property at less rates than those mentioned in
the tariffs lawfully published and filed by common
carriers.

Its broad and sweeping language is a clear
expression of the intendment of Congress to
make the purpose of the Act applicable to any
person or corporation who might be in a position
to commit an act which would accomplish the for-
bidden result, namely, transportation of property
at less rates than those named in the tariffs
published by the carriers. ***"

The case of United States v. Miller, 18 S. Supp 389 involved a

shipper's bookkeeper who with various other persons unrelated to

either the shipper or carrier, solicited and obtained rebates with

respect to the transportation of the shipper's property but did not

act in concert with the shipper. In holding Miller's activities to

be in violation of the Elkins Act as an interference with the even

flow of interstate commerce, the Court stated:

"An essence of the offense is interference,
aside from the gain or loss occasioned thereby."

As a practical matter, most rebate or concession cases result

from covert activity and require careful and painstaking investiga-

tion and analysis of the facts uncovered. Matters of this nature

- 3 -
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come to the attention of the Commission by compliance survey, com-

plaints of injured parties, competitors, labor unions or public

spirited persons. The existence of the conglomerate is unlikely to

make the already difficult tasks of investigation and legal analysis

any more difficult nor is the conglomerate existence likely to limit

the sources of discovery of such violations. As previously indicated,

our conclusion is that the statutory basis for dealing with such viola-

tions is already on the books.

Commodities Clause 

Section 1(8) of the Interstate Commerce Act (49 U.S.C. 1(8)

reflected the early policy of Congress that rail carriers should dis-

associate their primary business -)f furnishing transportation, from

the production and sale of commodities (other than lumber and items

for use in carrier operations). In short, Congress did not favor a

dual position for a railroad, namely, common carrier and private

shipper. It was felt that such dual position enhanced rate discrimi-

nations, unfair car distribution and the control of production

through refusal to effect switch connections with competitive pro-

ducers. This rationale would seem equally applicable in respect to

the operation of conglomerate holding companies and the courts have

indeed applied the Commodity Clause to the situation where the owner-

ship of both railroad and producer was in a holding company. In

United States v. Reading Co., 253 U.S. 26, the court held that the

- 4 -
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Commodities Clause was violated when the officers and directors of

a railroad and coal-mining company and holding company owning all

the stocks of the other two companies were the same. Subsequently,

in the Elgin and South Buffalo cases the Commodities Clause effec-

tiveness was impaired. The Commission's 69th Annual Report (page 93)

summarizes the situation as follows:

"United States v. South Buffalo R. Co.,333 U.S. 771.

The Supreme Court held in this case that
the commodities clause of the Interstate CommerceAct, section 1(8), does not prevent the South
Buffalo Railway Company, which is a wholly ownedsubsidiary of the Bethlehem Steel Corporation, aholding company, from transporting commodities ofa producer, the Bethlehem Steel Corporation, whichis a subsidiary of the same holding company, solong as the control of the South Buffalo is not soexercised as to make it the alter ego of the hold-ing company.

The Court pointed out that following its 1936decision in the case of United States v. Elgin,Joliet & Eastern R. Co., 295 U.S. 492, the holdingcompany revised its intercorporate relationship tocomply, as it was advised, with the conditionsunder which the Court had found the statute inappli-cable to United States Steel. Bethlehem (the Courtsaid) "unquestionably had power to favor its ship-ping subsidiary at the expense of its carrying sub-sidiary, or vice versa." The Court concluded underthe facts of this case, that mere possession ofpower regardless of whether it is exercised or re-mains dormant, does not make out a violation of thestatute. While stating that if the Elgin case werebefore it as a case of first impression, its doctrinemight not now be approved by the Court, Mr. JusticeJackson writing for the majority pointed out that inthe Commission's 50th annual report, it recommendedto Congress, following the decision in the Elgin case, an amendment to the commodities clause, butthat Congress took no action on such recommendation.

-5-
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The opinion also refers to the fact that

in S. 2009, which became the Transportation Act

of 1940, Congress considered amending the com-

modities clause, but found that to do so would

be "far too drastic." Under these circumstances

the Court refused to disturb the Elgin decision.

The equitable consideration that if the

Court refused to follow the Elgin precedent, a

different and more drastic rule to Bethlehem

would apply than applied to its competitor,

United States Steel Corporation, was also relied

upon. The Court said:

Congress, however, in making -a rule for

the future, can make one of impartial

application to all like situations.
Limitations that are traditional upon our

powers do seem not to permit us to do so."

The fact that Congress failed to amend the Commodities Clause

in the Transportation Act of 1940 after repeated urgings by the

Commission may be construed as a change of policy upon the part of

Congress and an acquiescence in the Elgin and South Buffalo deci-

sions. Indeed, in 1939 a bill had been introduced in the Senate

(S. 2009, 76th Cong. 1st Sess., March 30, 1939) which would have

extended the commodity clause to cover carriers other than railroads,

and subsidiaries, affiliates and controlling persons. The matter

was dropped, the Committee, in reporting the bill said "The re-

written commodities clause was considered far too drastic and the

subcommittee early decided against any change therein."

It may be that with the current conglomerate boom the legis-

lative and judicial atmosphere has changed. The Commission has

alternative avenues open to it. If a substantial conunDdity clause

-6-
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situation involving a conglomerate arises in the immediate future,

despite the Elgin and South Buffalo cases, the Commission can risk

a third strike by seeking an injunction in the new factual situation

in what may be presently a more favorable Court atmosphere. Alter-

natively, the Commission could now recommend modification of the

Commodities Clause to reach carriers other than railroads, and sub-

sidiaries, affiliates and controlling persons. I favor the legis-

lative approach in statutory language designed to overcome the

decisions in the Elgin and South Buffalo cases. Indeed, the Court

invited that approach and although Congress once rejected the Com-

mission's urgings of change, there is presently proposed legislation

involving akin matters which might serve as a springboard to effect

the desired changes.

Clayton Act 

Section 11 of the Clayton Act (15 U.S.C. 21) vests jurisdic-

tion in the Commission to enforce compliance with sections 2 (price

discrimination in the sale or purchase of goods), 3 (tying arrange-

ments), 7 (lessening competition), 8 (interlocking directorates and

officers), "where applicable to common carriers subject to the

Interstate Commerce Act." The Section 7 and 8 obligations of the

Commission are largely supervised under the authority of Section 5

of the Interstate Commerce Act pertaining to combinations and con-

solidations. Section 10 of the Clayton Act (15 U.S.C. 20) prohibits

common carriers from any dealings in securities, supplies or other

- 7 -
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articles of commerce to the extent of $50,000 in any one year with

another corporation, firm, etc., when there are common officers or

directors, or if they have any substantial interest in such other

corporation, firm, etc., unless such dealings or purchases are made

under competitive bid.

The existing thrust of these Clayton Act provisions directed

to the carrier's participation in the described prohibited activi-

ties would appear to be in no way altered or diminished by the

existence of a conglomerate. However, from the point of view of

investigation and analysis of fact, the complexity of the conglom-

erate would by its nature add to the complexity of enforcement.

Unresolved questions arise under the competitive bidding provisions,

Section 10, as to the applicability of that section to transactions

between a carrier and a non-carrier which are under the control of a

common parent and where there are no interlocking officers and direc-

tors between the carrier and non-carrier and no personal financial

interest of officers or directors of the carrier in the non-carrier.

(Cf. Commission Minute July 6, 1966 re "The Application of Section

10 of the Clayton Act to transactions between a carrier and another

corporation, both of which are wholly or largely owned by the same

parent or holding company (G.C. Memo No. 144-66))." Essentially,

the Commission is but an advisory agency under Section 10. Its duty

is to implement the statute by publishing bid regulations, require

bid filings, and when its formal or informal investigations disclose

-8-
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potential violations, to forward the information concerning viola-

tion to the Department of Justice as the action agency. Richard W.

McLaren, current Assistant Attorney General, Anti-Trust Division,

has indicated that he will give "high priority" to conglomerates

and that it is his view that antitrust suits should be brought

under the existing Clayton Anti-Trust Act before the Justice Depart-

ment asks Congress for new legislation to deal with the conglomerate

issue. (Cf. Wall Street Journal, 1/30/89).

It should be noted that in keeping with the problem considered

in the above referenced Commission minute, representatives of the

General Counselts Office and Bureau of Enforcement have conferred

with Anti-Trust Division officials concerning dealings between a

carrier and non-carrier under a common parent. At this informal

conference, a tentative position was taken that Commission staff

would not opine upon such problems but would refer information con-

cerning potential violations to the Justice Department as required

by the statute.

No change is proposed concerning enforcement under the Clayton

Act.

Section 660 Criminal Code 

Passing mention should be made of Section 660 of the Criminal
Code (18 U.S.C. 660) pertaining to embezzlement, theft, conversion,
and misapplication of common carrier funds, securities, property or

-9-
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assets by a president, director, officer or
 manager of a common

carrier as well as a certain class of employee 
(restricted to the

ticket taker level).

While the Commission does not directly admi
nister this statute,

information of such misuse of carrier funds or a
ssets is transmitted

to the Department of Justice for prosecutio
n. For example, it was

the Bureau's recommendations under this statutor
y provision that' led

to the trial and conviction of former officials 
of the Boston & Maine

Railroad for conversion of carrier assets.

It is our view that the growth of the conglome
rate will offer

greater opportunities to convert carrier assets and 
some considera-

tion should be given to strengthening this statute to
 embrace all

classes of carrier employees rather than the speci
fically named

officers and the limited description of a small class
 of carrier

employees.

Section 20, I. C. Act 

A note of warning should be sounded in regard to guaran
tees

in violation of the letter or spirit of Section 20a(2) whi
ch requires

Commission approval where the carrier assumes "any obli
gation or

liability as guarantor ... in respect of the securities of
 any other

person." In its interpretation of section 20a, the Commission has

generally distinguished betweerpa loan agreement and a credi
t agree-

ment. The former is a security, the latter is not. (Cf. Capital 

- 10 -
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Transit Co. Securities, 40 M.C.C. 17(1944)); Transcontinental Bus 
System, Inc. Notes, 80 M.C.C. 54(1959)). To some degree this sec-

tion of the Act is self enforcing in that most knowledgeable finan-

cial institutions would not rely upon a carrier guarantee not

approved by the Commission since if such guarantee were discovered,

it would be worthless. On the other hand, the financial position

of a holding company could be enhanced by a credit agreement on the4

part of a carrier even though subsequent issues of notes might be

disapproved by the Commission. Such credit agreements are not

presently uncommon. To some extent the thrust of the guarantor

provisions might also be avoided by carriers issuing excessive divi-

dends to the stockholders including the holding company.

Sections 5, 12 and 20 I. C. Act 

Section 5 provides the Commission's authority to approve mer-

gers and consolidations. Sections 12 and 20 provide the Commission's

authority to investigate and require reports from common carriers

and to some extent from persons controlling carriers, controlled by

carriers or under a common control with such carriers.

Obviously, the Commission has the power to condemn unlawful

control situations and seek to have them severed by Court action

(49 U.S.C. 20(9)). Thus, the problem that may exist in connection

with preventing unlawful control is not so much an enforcement

problem in terns of legal theory, but the "nitty gritty" problem
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of accumulating evidence which of course co
ncerns the Bureau of

Accounts and the Bureau of Operations, the 
investigative arms of

the Commission and the Commission's own wil
lingness to institute

formal investigation proceedings and to issue 
subpoenas to require

the attendance and testimony of witnesses and
 the production of

all books, papers, tariffs, agreements, and d
ocuments relating to

any matter under investigation.

It should be emphasized that Section 20(5) grant
s the Commis-

sion power to inspect all carrier records, but t
hen limits the

Commission's power to inspect only those records
 of a party control-

ling a carrier, controlled by a carrier or under c
ommon control with

a carrier, which are relevant to such person's r
elation to or trans-

actions with such carrier. Section 12(1) twice limits the Commis-

sion's right to inspect non-common carrier records o
f person control-

led by, controlling or under common control with a c
arrier to matters

related to the management of the business of one o
r more such carriers.

Since a cardinal rule of statutory construction is that
 a statute

which is unambiguous on its face is not subject to cons
truction, it

is several times made clear that Congress, at the time 
of enactment

of these provisions, did not intend the Commission's inve
stigative

rights in holding company files to reach the extent of a 
"hunting

and fishing expedition" such as those refused by the Cour
ts in apply-

ing subpoena and discovery procedures in early cases. The problem

here then, is not one of construing an ambiguous statute,
 but of

- 12 -
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practically effectuating the intent of an unambiguous statute

which may be difficult of administration. In short, the Commis-

sion's investigatory powers should not be curtailed by officials

of holding companies making the decision as to which of their

records are relevant to the Commission's considerations, yet

Congress has not authorized carte blanche entry to the records

of a holding company which has not been held to be a carrier by

the application of Section 5(3). Congress has, however, authorized

the Commission to look at holding company records relevant to carri-

er operations. Ergo, the holding company cannot refuse records which

the "Commission deems relevant" (49 U.S.C. 20(5)). Recent case law

permits administrative agencies to make roving inquiries in private

books and records to whatever extent seems necessary to make the

power of investigation effective. In Oklahoma Press Pub. Co. v.

Walling, 327 U.S. 186, 209, the Court laid down the broad standard

that the requirement of particularity "comes down to specification

of the documents to be produced adequate, but not excessive, for

the purposes of the relevant inquiry. Necessarily, as had been

said, this cannot be reduced to formula, for relevancy and adequacy

or excess in breadth of the subpoena are matters variable in relation

to the nature, purposes and scope of the inquiry." The same princi-

ple would apply to the Commission's visitorial power as to its

subpoena power. Probably the leading case in this area is United 

States v. Morton Salt Co., 338 U.S. 632, involving an FTC requirement

- 13 -
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of broad periodic reports by the company. The Court's language

is particularly helpful:

Again:

"Even if one were to regard the request for
information in this case as caused by nothing
more than official curiosity, nevertheless law-
enforcing agencies have a legitimate right to
satisfy themselves that corporate behavior is
consistent with the law and the public interest."

* * *

"Of course a governmental investigation into
corporate matters may be of such a sweeping
nature and so unrelated to the matter properly
under inquiry as to exceed the investigatory
power. ... But it is sufficient if the inquiry
is within the authority of the agency, the demand
is not too indefinite and the information sought
is reasonably relevant."

The breadth of an investigation is for the investigator to determine;

the test of a subpoena or a search is relevance to the specific

purpose of the investigation. In Detweiler Bros. \T Walling,

157 F. 2d 841, 843 (9th Cir. 1946), cert. den. 330 U.S. 819,

the Court stated:

"The only limitation upon the scope of the
Administrator's inquiry is that the records de-
manded be reasonably relevant to the matter in
issue."

For those who wish a certain black and white, easy to read chart

of relevancy, this is not the area of government enterprise in

which to apply their talents.

It might be noted that in those cases where a holding company

comes before the Commission in respect to mergers and consolidations,

- 14-
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and subjects itself to conditions imposed by the Commission,

there should be no hesitancy in the public interest in finding

that that holding company should be considered as a carrier and

requiring that all its records without limitation be subject to

Commission review on demand.

In view of the state of the law described above, it is con-

cluded that the Commission has adequate statutory authority to

perform its investigative obligations under existing legislation.

Possible untested approaches to conglomerate
problems presently available to the Commis-
sion and the government under existing legis-
lation

Undoubtedly, the Commission's views will be solicited in respect

to presently proposed legislation pertaining to the relationship of

the conglomerate to the railroads. Commission representatives may

be queried as to what measures may presently be available to prevent

a conglomerate holding company from misusing assets of the carrier.

Section 20(1) of the Interstate Commerce Act (49 U.S.C. 20(1))

authorizes the Commission to require special reports from carriers.

Accordingly, the Commission could order all rail carriers to file

special reports of contemplated transactions between the carrier and

a conglomerate holding company or affiliate of said holding company

thirty days in advance of the consummation of such transaction.

Failure to file such reports could be punished pursuant to Sec-

tion 20(7)(a) of the Act (49 U.S.C. 20(7)(a)) by imposition of a

- 15 -
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forfeiture of $500 per day of refusal, said forfeiture to be imposed

upon the carrier and/or the person refusing the report. (For ex-

ample - when New York Central and the C&O were contesting for control

of the B&O and each were making direct or indirect purchases of B&O

stock, the Commission required daily reports of all stock purchases).

If a reported transaction appears on its face to result in a

misuse of carrier assets or likely misuse of carrier assets, the

Commission could seek a preliminary injunction and ultimately a

permanent injunction against the transaction pursuant to Section

20(9) of the Interstate Commerce Act (49 U,S.C. 20(9)) and the

principles set forth in Section 660 of Title 18 of the Criminal Code

providing criminal penalties for misuse of carrier assets. Section

20(9) of the Act provides authority for the Commission to request

the Attorney General to seek "mandamus" (now, mandatory injunction

Rule 81(b) FRCP) to compel compliance by a carrier with the provi-

sions of the Interstate Commerce Act and "any Act supplementary 

thereto." Section 660 of the Criminal Code (formerly Section 9 of

the Clayton Act) proscribes the misuse of carrier assets and has

long been considered by the Commission as being supplementary to

the Commerce Act and Elkins Act. (Cf. Commission's Annual Report

1915, pp. 26-27). The general rule that equity will not enjoin a

crime would not be applicable in this situation since statutory

authority for the injunction exists and where public rights are

involved injunctions will issue notwithstanding that the acts

- 16 -
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enjoined may also constitute crimes (CJs, Injunctions, Section

152).

Should reports of proposed carrier-conglomerate transactions

raise some question as to their propriety rather than clearly

point to illegality, the Commission could further investigate the

proposed transaction pursuant to its authority under Section 12(1)

"to inquire into and report on the management of the business of

persons controlling, controlled by, or under a common control with,

such carriers . " Subpoenas to produce witnesses and documents

are available to the Commission under this Section 12(1). (Cf. Ellis 

v. I.C.C. (191)1) 237 U.S. 434 Use of Sec. 12 to discover inter-

corporate relationship of Armour Car Lines with Armour Packing

Company). It is likely that under a good factual situation, the

Courts would grant a preliminary injunction under 20(9) to stay any

proposed transaction in aid of the Commission's jurisdiction to

investigate "in order to perform the duties and carry out the

objects for which it was created ... " Congress has indicated

in its declaration of transportation policy that one of the Commis-

sion's duties is to "foster sound economic conditions in transpor-

tation and among the several carriers." Further, the Commission

must constantly keep itself informed of the financial condition of

carriers so that it may be in a position to judge the honesty,

economy and efficiency of carrier management as directed by section

15a(2) of the Act on those occasions when the carrier submits rate

proposals to the Commission.

- 17 -
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The whole thrust of the Interstate Commerce Act is to pre-

serve the economic well being of the common carrier utility.

The Act has oft-times been held to be remedial. Accordingly,

when a specific interest and right has been conferred upon the

United States by statute, remedies and procedures for enforcing

such right and interest are not to be narrowly construed so as

to prevent effectuation of the policy declared by Congress. (Cf.

Wyandotte Transportation Co. v. U.S. (1967) 389 US. 191 (Rivers

& Harbors Act of 1899); u.s. v. York (1968) 398 F. 2d 582 (Medicare)).

Indeed, if no enforcement procedure had been provided, the Attorney

General, by virtue of his office, could protect the United States

in the usual way by bringing an action in an appropriate court.

(Cf. U.S. v. York, 398 F. 2d 582(1968); U.S. v. American Bond & 

Mortgage Co., 31 F. 2d 448, affirmed 52 F. 2d 318, cert. denied

285 U.S. 538; Sanitary District of Chicago v. U.S., 266 U.S. 405,

/125-426; In Re Debs, 158 U.S. 564; U.S. v. San Jacinto Tin Co.,

125 U.S. 273, 279).

Summary 

With the exception of possible strengthening of the commodi-

ties clause (49 U.S.C. 1(8)) and of the embezzlement provisions

of the criminal code (18 U.S.C. 660)) and the necessity in all

situations in which the Commission authorizes control of carriers

- 18-
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by holding companies to make clear in the order of approval the

fact that all of the holding companies' records will thereafter

be subject to inspection, the principal enforcement problem

which we envision is in the complexity of the investigatory and

prosecutorial burdens which come into existence because of the

creation of complex corporate devices. Such complexity, as well

as the sheer size of the resulting combinations, call for addi-

tional personnel for the enforcement staff sufficiently qualified

to develop and to prosecute the extremely complicated situations

which will arise. Such staff personnel are both difficult to

locate and difficult to retain in the light of restrictions on

compensation which are presently applicable.

The above should be considered in connection with my comments

submitted contemporaneously on H.R. 7373 and H.R. 7374 which would

require Commission approval for single-carrier control transactions.

(6)

BERNARP A. GOULD
Di ector
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0

BUREAU OF ECONOMICS

March 26, 1969

CONGT.ONFRP,-E MERGERS

I. SUMMARY. CONCLUSIONS AND RECOMMENDATIONS

A new generation of financial promoters have rediscovered

the holding company. Near the turn of the century, J. P Morgan

and other investment bankers employed it very profitably in the

construction o giant corporations within various industries It

also was the basic mechanism employed by Insull in building his

grandiose public utility structure during the thirties, In its

present reincarnation, the holding company is being used to

assemble aggregations of enterprises across industry lines, i.e.,

corporations engaged in diverse kinds of business enterprise

The holding company device has long been used to extend

and/or restructore railroad systems. It is now being used to join

railroads, financially, with other types of industries This use

intensifies the Commission's regulatory and enforcement problems

The present threac to the public interest is not the creation of

railroad monopolies or restriction of intra-railroad competition,

but the dilution of the interest of managements of the cong1omer-

ates ia the provision of efficient transportation sevvice and t1-w

potential dilution of the capital structure of the railroads.

More specifically, the conglomerate holding company provides a

convenient means for the transfer to other industries of assets
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now devoted to transportation. The first step in such transfer

could be neglect of reinvestment of revenue from railroad service

in order to accumulate cash for the industrial expansion. This

could lead eventually to the wholesale abandonment of run-down,

virtually worthless railroad trackage and equipment, and the

necessity for nationalization of the railroads. There are, of

course, more optimistic possibilities. It can be argued, quite

reasonably, that a broader involvement of the railroad industry

with other industries could lead to a revitalization of the rail-

roads. It may be that some railroads will be exploited and others

revitalized.

Of more immediate concern to the Commission is the

certainty that the inclusion of railroads in conglomerate holding

companies seriously impairs the Commission's ability to obtain

information or to take timely action required for effective regu-

lation of railroad rates and services. The Commission also has

responsibility for the capital structure of the total conglomerate

since the existence of the conglomerate affects the Commission's

control over a railroad subsidiary.

The holding company device greatly facilitates the

formation of conglomerate aggregations of corporations. It provides

easier access to capital with which to pursue diversification, a

greater ability to issue securities and a better opportunity for

manipulation of securities. Because of the current tax structure,

diversification may be profitably accomplished through the issuance

of debt, but the issuance of debt invites abuses of the principles

of sound capitalization. Since a sick holding company can have

-2 -
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serious consequences for its subsidiaries, when these include

regulated carriers, it is incumbent on this Commission, in the

public interest, to determine what action it can and should take

in furtherance of the national transportation policy.'

Both the railroad and motor carrier industries are in

need of economic rationalization of plant. This may be, and is

being, accomplished by merger of carriers within each of these

modes, particularly railroads. Mergers result in certain disin-

vestments in excess plant, but these generally require substantial

capital to accomplish. Thus useful disinvestment, the rational-

ization of the nation's rail plant, is more likely to take place

as the result of a merger which is under the guidance and control

of the Commission, and to which the Commission may attach conditions

as needed to protect the public interest.

Other methods of disinvestment (including methods

available through the holding company) with the exception of

abandonment, generally are not subject to control by the Commission.

One of the basic operating assumptions has been that the transpor-

tation plant was adequately protected by stockholder interest and

indentures on bonds and debentures. With the elimination of public

stockholders, such protection is likely to be less adequate. While

the bond indenture usually provides some protection, it is generally

de minimus. It is noted in this regard that after high special

dividend payments in the preceding three years, Bangor and Aroostook,

'No specific consideration has been given here to the adequacy of
existing authority or need for legislation.

- 3 -
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subsidiary of Bangor Punta, as of „June 30, 1968, was not permitted

to pay regular dividends

and Promissory Loan Agre

In a sense the

minority stockholder for

because of certain First Mortgage Deeds

ements.

Commission must take the position of a

protection of the public interest. To

these ends certain recomm

should -

1. Extend fully the provisions of section 20, 20(a)

and 20(b) to the one carrier holding company

(possi!Y setio 5), including disclosure of

benet„ ,n4mership If counsel deems the act

cont :-.-sently be applied, legislation should

be soughc.

2 Require that intercompany transactions between

the carrier and the parent company or any

affiliated therewith should receive prior

Commission approal.

Require proper allocation agreements, re joint

expenses, tax credit benefits, etc., between

the parent and its affiliates, including the

carrier, to be submitted to the Commission to

ascertain the equity of the agreement to the

carrier.

4. Require affiliates of the parent, and the

parent if a goods producing company, to submit

periodic reports on traffic routing by affili-

ated carrier or carriers.

"4 -

endarions are made: The Commission
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•

5. Require the parent company to submit lists of

its directors, officers, and directors and

officers of all affiliates showing for each

director and officer all other corporate

affiliations.

6, Develop and apply criteria on the level of

dividend payments, loans, advances, and sales

or transfers of assets from the transportation

company to the parent holding company or to

any company affiliated with either the trans-

portation company or the holding company.

The sixth recommendation would go far in eliminating the

attractiveness of affiliated companies as a device for transferring

assets or income from the transport company. The need for its

implementation is therefore stressed.

II. INTRODUCTORY STATEMENT 

A. Purpose of the study.

The purpose of the present study is to present such

readily avAlable information as is likely to be useful to the

Commission in dealing with regulatory problems which confront

the Commission as the result of the involvement of a substantial

and increasing number of railroads in so-called "conglomerate

mergers,"

- 5 -
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B. Technical definition vs common understanding of the
term "conglomerate merger."

Strictly speaking, the term "merger" should be applied

only to a consolidation of corporations in which one or more

corporations are merged into a surviving corporation.2 Three

basic types of corporate mergers are generally recognized. These

are (1) the horizontal merger which consolidates competitors

serving a common market, (2) the vertical merger which joins a

supplier and a customer, and (3) the conglomerate merger, which

brings together corporations which are not directly competitive,

i.e., they do not offer the same or similar products or services

in the same market, nor have a supplier-customer relationship.

It has become a common practice, during the past few

years, to apply the expression. "conglomerate merger" to the

establishment of any form of intercorporate relationship between

or among corporations which do not produce or distribute similar

products or services in substantially the same market,

C. Incentives for recent railroad involvement in conglomerate
mergers.

One ..)f the objectives which railroads seek by the

establishment of conglomerate mergers is diversification of products,

service or investment. Diversification is not new to the railroad

industry which has a long history of exploitation of the mineral,

2Where all of the previously existing corporations involved in
a consolidation lose their identities, i,e,, are absorbed by a
new corporation organized for that purpose, the consolidation is
properly called an "amalgamation"
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oil, gas and timber resources of railroad-owned property. Railroads

also have been active in the development of real estate along their

routes. The primary difference between this type of railroad diver-

sification and recent conglomerate activity is that the early devel-

opment was generally rail-related, and frequently directed toward

generation of on-line traffic. Furthermore, earlier non-transporta-

tion activities of railroads generally were carried out by an

operating division or a subsidiary of the railroad. They represented

a logical form of internal growth, i.e., they were developed by the

railroad rather than acquired as going concerns by means of holding

corporations created for that purpose.

Diversification as effected by means of conglomerate

mergers enables the railroad to utilize its resources more pro-

fitably. Entry into more varied types of business activity may

tend to smooth the cyclical fluctuations in railroad earnings which

are greater than for most other industries. Broader participation

in general economic activity may, in many instances, stabilize

railroad earnings as well as provide the railroads a better chance

to share in long-term national economic growth.

If diversification is a primary objective of the manage-

ment of a particular railroad, the device of setting up a parent

holding company for the purpose of acquiring going concerns through

exchange of capital stock has some very real advantages. The risk

and cost of failure are likely to be less in purchasing an estab-

lished firm than in initiating a new business. A going conern's

products usually have already gained public acceptance and an

50-934 0 - 71 - pt. 3 - 59 - 7 -
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established market. An established busir.ess may be expected to

have a trained work force and may have, as well, competent middle

and too management personnel. The development of a new company

generally requires a larger investwnt in new machinery and

facilities as well as a substantial cash fund to cover operating

losses until revenue from sales are sufficient to cover expenses.

Once embarked upon a program of diversification by

means of conglomerate mergers or similar devices, further diversi-

fication would continue more or less on its own initiative. As

non-railroad subsidiaries are acquired they may tend to acquire

subsidiaries of their own.

There is a rather common belief that railroads, by

investing in non-transportation enterprises, are seeking a higher

rate of return than is available on assets reinvested by railroads

in their awn companies. However, in most instances incremental

investments in modernization of a railroad yields a substantially

high rate of return. Unfortunately, a large proportion of rail

assets represent sunk capital, i.e., capital that is more or less

permanently committed to railroad purposes. Such assets can be

converted to liquid assets available for non-railroad investment

in most instances only by gradually being worn out in the production

of transportation service They are converted to cash as part of

the revenue received for the service provided. This may be accom-

plished over a period of time by restricting maintenance or replace-

ment in order to accumulate funds for unrestricted investment outside

the railroad industry.

- 8 -
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The establishment of intercnrporate relationships with

companies outside the industry is a much simpler matter for the

railroad than is a merger with another railroad.. Expensive and

lengthy proceedings requited to obtain Commission approval of an

intramodal merger are avoided. Of course intermodal mergers or

investments, except for pipelines and certain types of freight

forwarders, are denied to railroads by statute or regulatory

policy. Railroads having surplus capital may be, in some instances

virtually forced to look outside the transportation field for in-

vestment opportunities.

Federal tax credits generated by rail operations are

a factor in some instances. Such credits may be consolidated in

Federal tax returns as an offset against net income of jointly-

held affiliates, subject to the 80 percent stock ownership rule,

D. Corporate structure and intercorporate relations.

In most instances, railroads that have become involved

in the current "conglomerate" movement have found it advantageous

to create a holding company to acquire, by exchange of stock, the

stock of the railroad. Thus, the railroad becomes the first sub-

sidiary of the parent holding company. The holding company then

proceeds to exchange additional shares of its own stock for shares

of non-railroad companies. This basic plan may be modified in

various ways. For example, convertible debentures of the holding

company may be offered to non-railroad companies in exchange for

their stock. The use of debentures has an important tax advantage

to the acquiring corporation because interest paid on the debentures

- 9 -
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may be deducted as an expense in determining net taxable income.

Debentures are also advantageous if they permit a tax-free reorgan-

ization, or are not taxable as capital gains until their redemption

date. From here, the financial devices can become incredibly com-

plicated, but this is beyond the necessary scope of the present

study.

E. The conglomerate merger movement -- beginnings, rate of
development and present status.

The conglomerate merger movement as distinguished from

earlier intramodal merger movements began during the late 1950's

or early 1960's. However, the rush by railroads to set up parent

holding companies as a device for acquiring non-transportation

subsidiaries has developed a strong momentum only within the past

few years. During that period its development has proceeded at

an increasing rate. Recently, in February 1969, both Union Pacific

and Penn Central announced plans to create parent holding companies,3

and the following class I line-haul railroads were, or were expected

to become, involved in conglomerate mergers.

3Union Pacific Corporation was organized in Utah on February 3,
1969 to become the parent of the Union Pacific Railroad, On
February 17, 1969, the UP Corporation filed registration with the
SEC covering $75 million convertible debentures, 4.75s, due 1999,
and 22,429,235 common shares to be offered in exchange for at least
90 percent of the outstanding preferred and 90 percent of the out-
standing common stock of the UP Railroad. (Moody's Transportation
News, Volume 40, page 1773, dated March 6, 1969.)

- 10 -
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Table 1. Selected Class I Railroads: Total Assets as of year end
1967 and Effective Date of Holding Company Involvement

Railroad Total assets
Effective

date
(millions)

Bangor & Aroostook $ 67.2 10/13/64
Boston and Maine 232.2 5/1/64
Illinois Central 833.5 8/31/62
Kansas City Southern 169.9 1/29/62
Missouri-Kansas-Texas 228.9 8/24/67
Chicago & North Western 672.8 8/3/67
Missouri Pacific 998.1 12/31/62
Seaboard Coast Line 1,211.3 1/21/69
Atchison, Topeka & Santa Fe 1,852.6 8/19/68
Penn Central 4,269.7 Pending
Southern Pacific 2,449.4 Pending
Union Pacific 2,054.2 2/17/69
Denver & Rio Grande Western 282.5 Pending

Total $15,322.2

Total all class I railroads $32,308.7

III. NATURE AND SIGNIFICANCE OF CONGLOMERATE HOLDING COMPANIES 
FOR THE COMMISSION 

A. Introduction.

The next two sections of this part discuss, first, the

possible problem of railroad disinvestment4 through the holding

company and, second, the adequacy of present reporting requirements

for both rail and motor carriers. In addition to these two, there

4Disinvestment may be defined briefly as withdrawal of capital
from physical plant, e.g., by failure to use a part of revenues to
replace worn out components; as opposed to dissipation which is the
withdrawal of useful assets. Given the rates of growth of both
public and private motor carriage it is unlikely that disinvestment
would be a general problem in that field although occasional disin-
vestment may occur. The problem of railroad disinvestment is
emphasized since undue depletion of rail assets could cause serious
service problems.
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are ilve other areas of major concern for the Commission in

regu,,tion of carriers under holding companies.. Present concern

is with the power of the conglomerate holding company for poten-

tial Actic,n, rather than what ic is likely to do. The relevant

questions appear to concern effects of the conglomerate holding

company

1. the efficiency of transportation activities,

2, the Commission's ability to regulate rates and
services,

3. inter and intra-modal competition,

4. Innovation by the transport company, the mode,
or the industry, and

5. present modal segregations, e.g., between rail
and motor carrier, and other forms of transport.

Disinvestment and reporting problems are involved in all

of these areas of concern; except to the extent touched on in sec-

tions B and C. These questions cannot be answered on the basis of

information available at this time. It is possible to speculate

on the answers, but it is by no means certain that extensive research

would presently yield more than tentative conclusions. Diversifica-

tion may be the saving force for the railroads; that is no more

than a possibility. However, the questions that present themselves

in connection with diversification are too important for the industry

and the total economy not to make every effort to find the answers.

Many railroads, as they are known today, are the result

of consolidation of numerous small railroads. Some railroads have,

through the years, merged many underlying corporations into the

12 -
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parent structure. However, mergers were not always possible, and

portions of the railway were made up by control and/or leasing of

the smaller units.5 As a result, many railroad systems still have

corporate structures of such complexity as would tax the ingenuity

of anyone attempting to allocate overhead items among the various

affiliates and subsidiaries.6

The problem of allocations is more difficult when some ,

of the affiliates or subsidiaries are non-carriers. In order to

more fully demonstrate this complexity, corporate structure charts

have been included in the Appendix for the following companies

(1) Bangor Punta Corporation, (2) Illinois Central Industries, Inc.,

(3) Kansas City Southern Industries, Inc., (4) Katy Industries,

Inc., (5) Mississippi River Corporation, (6) Northwest Industries,

Inc., and (7) Penn Central Company. These charts indicate the

direct and indirect relationships between the parent company and

its affiliates and subsidiaries. It is interesting to note that

as of December 31, 1967 the Penn Central Company had more than

190 corporate affiliates.

5Reasons for this are numerous. For example, the State of Texas
required that railroads operating in Texas be incorporated in
Texas. Other railroads, some of which were incorporated more than
a century ago, obtained franchises which contained certain privi-
leges which would be lost if tLe underlying company were merged
into the parent railroad. By maintaining the underlying company
the parent railroad might be able to limit liability for any
mishaps that occurred on the property of the subsidiary company.

6By "corporate structure", as used in this particular paragraph,
is meant the direct and indirect relationships between the parent
company and its affiliates and subsidiaries.

- 13-
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B. Disinvestment in plant or dissipation of assets.

In July 1965 a carrier bought two industrial concerns

for $27 million and the credit of the purchased companies. Funds

for the purchase were derived primarily from sales of carrier real

estate. By the end of 1967 these companies had earned in excess

of $35 million dollars and paid nearly 50 percent of that in

dividends to the carrier. These transactions appear to constitute

disinvestment but certainly not dissipation. Dividends to date

have been nearly 50 percent of amount invested -- a much higher

return than from additional (incremental) investments in railroad

plant. A clearer case of dissipation (in the sense of diminishing

the assets of the railroad) could have been made had the available

funds been paid out in dividends to stockholders of the railroad.

Railroads in their diversification activities have used,

generally speaking, two approaches in acquiring and including

non-carrier companies into their, the railroads', corporate

structures, namely

1. A non-carrier company is acquired by and
be,.omes a .absidiary of a holding company,
which company, in turn, is a subsidiary of
the railroad. An *flcample of this would be:
Macco Realty Company, a non-carrier, is a
wholly owned subsidiary of the Pennsylvania
Company. All common stock of the Pennsylvania
Company, ,in turn, is awned by the Penn Central
Company.'

70n January 22, 1969, the Penn Central Company issued a press
release which indicated that Penn Central was in the process of
setting up a holding company on top of the railroad. The proposal
will be submitted to the stockholders at their May 13, 1969 meeting.

- 14 -



901

2. A holding company is set up "on top" of the
railroad. The capital stock of the railroad
is exchanged for capital stock of the hold-
ing company. Thereby, the stockholders of
the railroad become stockholders of the
holding company and the railroad becomes a
subsidiary of the holding company. An
example of this would be Northwest Indus-
tries, Inc., a holding company, owns in
excess of 90 percent of the capital stock
of Chicago and North Western Railway, as
well as, in excess of 90 percent of the
capital stock of Philadelphia & Reading
Corporation, a non-carrier.

Holding companies are used to "own" the stock of individpal

corporate entities of controlled companies as distinguished from

acquisitions which are merged into existing corporate structures.

In the latter situation, the corporate structure of the merged

company ceases to exist.

1. Motivation.

(a) Rates of return.

Prudent management would dictate a limitation of investment

activities to companies showing substantially greater rates of re-

turn than generated by the railroads themselves, to provide a greater

return for the stockholders of the parent corporation. This would

apply regardless of whether the parent in the organization is the

railroad itself or a holding company which owns the capital stock

of the railroad. In either case, it could cause disinvestment in

railroad plant if the investment is financed by funds obtained from

railroad operations.

It is generally conceded that there is substantial over

capacity in rail plant in the United States. One fundamental

objective of railroad mergers is to create the opportunity to reduce

- 15 -
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the size of railroads rationally without materially reducing

viable service in a particular area. Stated differently, a rail

merger can provide the opportunity to shrink rail plant with a

minimum of detrimental effect upon all parties concerned,. However,

the creation of this opportunity to disinvest via merger (or con-

solidation) is under the control and guidance of the Commission and

its conditioning powers under section 5 of the act. Under these

circumstances, a merger permits the internal rationalization of

economic units in the railroad industry as well as some assurance

that the public Interest is being safeguarded.

On the other hand, there is a broader rationalization

which relates the railroad inckstry to the economy as a whole,

Other things being equal (e.g,, equal risk, etc) and under ideal

conditions, the national. economy, theoretically, is at maximum

efficiency (creating maximum benefits to industry and to the con-

sumer) when tates of return +to equal for each industry and each

company in the economy.. Under such conditions, each firm and each

industry would be using the exact proportion of national assets

required to produce maximum consumer benefits.. This condition of

economic equilibrium, however, is never actually achieved because

the national economy is constantly adjusting to change Because

such adjustments to change are delayed by contractual relationships

and other resistan(e to chAnge, as well as differences in risk, etc

rates of return tend to vary ,,ignificantly as between industries

and as between tompaniee in toe same industry. However, despite

these obstacles capital has i tendency to flow out of low return

- 16 -
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or overinvested industries into those yielding high returns

(primarily as the result of under investment). The following

table shows percent return on net worth for various types of

enterprises as compared with that of class I railroads.

Percent Return on Net Worth, 1958-1967

Near Class I
Railroads

Other
Transportation

All
ManufacturingCorporations

1958 3.5 7.2 9.8 9.0
1959 3.4 8,7 11.6 9.8
1960 2.6 5.8 10.6 9.1
1961 2.2 4,0 9.9 8.7
1962 3.3 7,3 10.9 9.0
1963 3.7 9,1 11.6 9.7
1964 3.9 15.8 12.6 10.3
1965 4.6 20.2 13.9 11.1
1966 5.1 19,7 14.0 11.4
1967 3.0 p 17,8 12.5 10.5

p - Preliminary.

Source: First National City Bank, New York.

Under these conditions, capital invested in railroads tends to

flaw to more remunerative industries.

To some extent, railroads and other utilities are regulated

with a view to the achievement of goals other than economic effi-

ciency, e.g., social obje,:.tives. This, together with the difficulty

of liquidating "sunk" capital investments, has tended to retard the

outflow of capital from railroads to industries having higher rates

of return.

Despite regulation, however, the railroad industry has

not been entirely insulated from the capital market. The Chicago

- 17
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and North Wdstern at the initiation of its diversification program

was able to take $30 million from the sale of real estate and from

its cash drawer without Commission approval for investment in

chemical subsidiaries. Such action produced returns far in excess

of those that could be anticipated from investment of the same

amount in its railroad plant. The returns from its chemical com-

panies have been significant and may have, in fact, benefited its

rail operations (by reason of strengthening C&NW's overall financial

position). The obvious lesson to be learned, however, even if

C&NW's management continues to be prudent, is that the rail enter-

prise must stand on its own feet if it is to continue to receive

the capital input which may be necessary to provide an adequate and

efficient service to the public. Under these circumstances, there

would be no problem for the Commission in respect to disinvestment

as long as the railroad continues to be a profitable concern earning

an adequate rate of return.

Diversification will raise certain problems for management,

for the Commission and for rail transportation users, however, should

the railroad become unprofitable. For example, if rail management,

or the holding company awning its stock, views the long-run prospect

as a continuation Of currently unprofitable operations, its manage-

ment is likely to attempt to shift its capital funds to an increasing

extent to non-transportation investments. Given alternative invest-

ment opportunities, if management arrives at the conclusion that

there is no future in railroading, it may be expected to try to

shift its investment to non-transportation activities. If such

- 18 -
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judgment is premature, then the transportation system will suffer

unnecessarily. If the management's judgment is correct, the rail

system as it is known today would die a natural death unless

government action were taken to restore and maintain the rail

plant or to defer its demise.

Except for some differences in prwedure the result

would be much the same where the railroad itself seeks to transfer

its capital to non-rail companies

transfer through the venicle of a

or where it accomplishes such

parent holding company. In

either respect, the Commission's existing

are inadequate to provide the information

disinvestment of rail assets,

(b) Tax incentives.

Initially Federal tax

reporting

necessary

requirements

to prevent such

laws assumed some importance

because corporate securities may be exchanged under certain circum-

stances on a tax free basis. The price offered, in terms of a

proposed securities issue of an acquiring company, must be above,

and usually is substantially above, the market price of the securi-

ties to be acquired. The holders of the latter securities are thus

provided with immediate non-taxable paper profits. In addition, if

acquisitions are financed through the issuance of debentures, the

resulting interest payments become tax deductible expenses to the

11,-)1ding company.

Haay railroads also have substantial tax loss credits

can be carried iL».ward as offsets against future earnings.

These can be lost .if the railroad fails to earn offsetting income

- 19 -
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in future annual periods. These amounts are substantial and in

some instances may offer a strong inducement to rail stockholders

to approve conglomerate mergers, since railroad tax credits can

be consolidated with the income of other affiliates.

There is also the possibility that diversification

itself may create continuing tax benefits. A confidential staff

study by the Federal Power Commission indicated that the diversi-

fied companies they studied paid about 32.5 percent on net income

while non.diversiiied firms paid about 37,5 perctnt- The stiff

report cautioned that a definitive conclusion could not be reached

because of data deficiencies.

While initial tax considerations are important to many

railroads, they do not appear to be such an important factor tor

motor carriers or general industrial enterprises

(c) The recent tendency to attribute growth of
enterprises to diversification

The recent sr;:rge in the acquisition of disparate

companies began in the comp...ter and electronic field -- the

"glamour" stocks of the last few years. These companies, because

of their actual and projected growth, captured the imagination of

the investing public. As the leading conglomerates, such as Litton

Industries, expanded into other fields, there may have been an

undue tendency to attribute their remarkable rate of earnings growth

to diversification. Growth prospects, whether in terms of earnings

or equity capital, are attractive, and securities of such companies

sell at high earnings multiples. This factor has made acquisitions

- 20 -
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of conglomerates more attractive to stockholders of acquired firms.

There is also a widely accepted belief that inclusion in a conglom-

erate has inherent synergistic benefits.

Under normal circumstances, the stock of a single product:

firm may sell at conservative multiples of 10 to 12 times earnings,

which, incidentally, may be justified in part by lack of growth

prospects. The stock of an aggressive holding company on the other

hand may sell for 20 to 30 times earnings because its assets and

absolute earnings appear to be continuously growing. Thus, stock

market values of the huldings of subsidiaries may improve regard-

less of whether or not there is any concomitant improvement in

economic value.

(d) Other factors -- motivations to acquire.

Some rail conglomerate holding companies may have been

motivated by the desire to avoid the necessity for Interstate

Commerce Commission approval of new security issues. This motivc

is indicated by the following paragraph from a Securities Exchange

report on Katy industries' application:

Katy has for some time been considering a program
of diversification through the acquisition of
non-railroad business. Since Katy's debt severely
hampered its ability to finance acquisitions and
since no equity securities of Katy could be used
for acqu:s.sitions because of Interstate Commerce
Commission limitations and not more than 20 per-
cent of the total voting securities of a sub-
sidiary could be so used because of Federal
income tax provisions, it was concluded that the
vehicle for conducting this program should be a
new parent corporation which would own the stock
of Katy and would not be burdened by the debt of
Katy or Interstate Commerce Commission prohibitions.

- 21
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In this situation Katy Industries became the equity

owner in MK-.T railroad, a company whose equity value is somewhat

in doubt because of its large debt. If the top officers of the

railroad gain control of the holding company, they and the erst-

while rail stockholders will have escaped the railroad debt as

well as ICC restrictions on the issuance of securities used to

acquire non-rail subsidiaries. Under these conditions, the offi-

cers' sense of identity of their man fortunes with those of the

railroad becomes tenuous Future demands for funds for diversi-

fication by the holding company may be such as to induce these

officers to transfer rail funds needed for rejuvenation of rail

service to investment in non-rail enterprises.

A further problem exists if Katy Industries' bonds or

debentures are issued, and funds are needed to meet interest

payments. Since normal income from all conglomerate sources may

be insufficient to pay the bond interest, there may be every

inducement to obtain the needed funds from the railroad with

little regard for the railroad's needs for reinvestment. In this

way, the holding company, Katy Industries, with which management

now identifies itself, may survive and proceed to acquire non-rail

enterprises.

2. Methods of financing.

(a) Securities and financing.

Part of the problem in the area of securities and

financing was touched on in the discussion of Katy Industries.

Before considering other problem areas it must be emphasized

- 22 -
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again that the parent holding company may provide various benefits

for the carrier. In the case of Katy Industries, for example, it

may be that it can provide needed capital on favorable terms when

the railroad itself would be obliged to pay high rates for funds,

or be barred from copital markets completely (e.g., Northwest

Industries provided C&NW railroad with $14 million at prime interest

rates, i.e., lower rates than the railroad itself could have ob-

tained). The holding company may, if it has the cash, advance

investment and working capital to the carrier from its awn funds.

An area of major concern is the present propensity of

the conglomerate holding companies, industrial as well as railroad,

to issue interest bearing debentures plus other securities to

security holders of the company being acquired. One such proposal

called for the issuance of debentures requiring interest payments

of over $50 million a year. This, with interest on the acquired

companies awn debt, would 1,we matched the total income available

for payment of the fixed charges of the proposed acquisitions.

The inherent dangers are obvious. If the industrial concerns

acquired by the holding company should experience financial

difficulties, the railroad would be looked to as a possible sourec

of debt-servicing funds.

There is generally in these transactions a heavy discount

of prospects for future growth. The conglomerate holding company,

in exchanging its debentures for stock of an industrial subsidiary

being acquired, often finds it necessary to value the stock of the

industrial company well above its market price. This impairs the

50-934 0 - 71 - pt. 3 - 18 - 23 -
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financial strength of the conglomerate and of its railroad subsidiary.

Loans, advances or guarantees which may pose a similar threat to

carrier assets and income and methods are considered in the next

part.

Disinvestment may be achieved by many methods. In the case

of a railroad company, which must maintain a large investment in

fixed assets, two primary methods are available:

1. The undermaintenance of plant; and

2. The payment of excessive amounts for
service charges, including management
fees where there is a superimposed
holding company,.

Another method, where the possibility exists, is the sale

of assets of a railroad subsidiary to the holding company at book

value or at less than market value. Where tax credits due to rail

losses exist, they may be partially denied to the railroad by virtue

of adverse tax allocation agreements. For a limited time, a rail-

road could be operated at a loss (through excessive charges for

maintenance, depreciation or servie charges, etc.) in order to

produce significant tax losses to offset the profitable returns

from the non-transportation activities of the conglomerate enter-

prise. "Sunk" capital or initial investment in rail plant may be

high enough to foreclose this approach. There is also a remote

possibility that additional tax losses could be created by rail

bankruptcy.

-24 -
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(b) Inter-company transactions.

A non-railroad holding company, which has been regarded

by the Interstate Commerce Commission as not subject to its regu-

latory control, may have scant regard for the obligation of a

railroad to provide adequate transportation service. The holding

company, as the controlling stockholder of its subsidiary corpora-

tions, generally controls policies of the subsidiary. In an effort

to serve the primary interests of its awn stockholders, the holding

company may set policy for the railroad subsidiary that is dis-

tinctly adverse to the interests of rail customers. Such a holding

company may, for example, seek to have the railroad pursue a policy

of liquidating its assets in order to transfer cash or other liquid

holdings to the holding company on less than favorable terms to the

railroad.

As indicated in the foregoing, the most likely avenue oi

programmed disinvestment would be through the undermaintenance of

plant, excessive service charges, or the collateral payment of

excessive dividends up cc:, t -le maximum limit permitted by bond

indentures.

The preceding analysis has been primarily concerned wit

rational and possibly pri.dent disinvestment in excess rail plant.

The problem of dissipation is conceived to be the transfer of

carrier assets to non-carrier activities in a manner causing in-

evitable deterioration of service and is discussed in Part V.

There are many methods which may be used in transferrIng

assets or income from the carrier to the holding company. The
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holding company can set up subsidiary companies to service the

railroad (or perform the functions itself) at charges higher than

those available in the market and above the cost of having the

carrier perform the service function itself. Conceivably, a

separate company could even be set up to perform rail maintenance

work. Management services may also be rendered at excessive charges.

Rail carrier property may be sold at less than fair market value,

or the carrier may be directed to buy property of other affiliates

at prices in excess of its reasonable market value.

C. Adeciacy of present reporting requirements.

Present reporting req,Arements of the Commission may be

able to provide adequate after-the-fact information, but they are

totally inadequate for control purposes. If the Commission is to

control carrier conglomerate investment activities, it must have.

knowledge of transactions which are contemplated rather than that

of transactions consummated. Pre-knowledge of contemplated actions,

similar in nature to that required in rail abandonment hearings,

wo,t1d be required if he Commission is to influence rail conglom-

erate activities

Regardless of whether the holding company awns the

railroad or vice-'vers, the Commission will experience difficulties

in administering the act because the data reported to the Commission

does not provide sufficient detail. More information is required

to determine the proper allocation of items between carrier and

non-carrier operations. Examples of this include both the handling

of overhead items and the treatment of tax savings resulting from
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the application of tax loss carryovers. Similar difficulties will

be experienced in such areas as cost of capital and rate of return.

Numerous other items will also require allocation between rail and

non-rail accounts.

Railroads, in their Form A annual reports to the Commission

are obliged to list the 30 largest stockholders of record.8 With

the advent of a rail holding company, only the holding company will

show the extent of its holdings.9 While it knows that the holding

company controls the railroad, the Commission does not know, from

its awn records, who controls the holding company, unless the

holding company is presently required to file a Form A report with

the Commission.1°

8At the present time, many of the names shown on the list of 30
largest stockholders of record for each of the respective railroads
are "street names." As such there is a veil between the identity
of the beneficial stockholders of record. In the current Rock
Island case, F.D. No. 22688, an attempt was made to pierce that veil
as to the identity of certain stockholders of five railroads.

9This is illustrated by the following example. Schedule 108 of.
the Bangor and Aroostook 1967 Form A indicates that it is controlled
by Bangor Punta Corporation, which in turn controls through another
wholly-owned subsidiary, Bangor Punta Operations, Inc., 98.6 percent
of the capital stock of the railroad. Schedule 109 shows that Bangor
Punta Operations, Inc. is the largest BAA stockholder with 177,337
shares; the 30th largest ;MA stockholder awns only two shares.

10
Should the Commission require the holding companies to file

reports with the Commission under section 20 of the act, presumably
the Commission could and would also require the holding company to
identify the 30 largest stockholders of record, and to identify, if
it can, the beneficial owners of blocks of stock of the holding
company.
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The holding company, however, is now required to meet

SEC requirements on "insider reporting." The SEC-required report

shows for each officer and director of the holding company, and for

anyone awning more than 10 percent of any class of capital stock of

the holding company, the extent of his respective ownership of

holding company capital stock

Even where the top company is a railroad required to meet

the Commission's reporting requirements under section 20 and security

issuance requirements under section 20(a) of the act, the Commission

has only a limited amount of information on the railroad's non-

carrier activities. When the top company is the holding company,

less information would be available to the Commission.

The problem areas mentioned thus far are for illustrative

purposes only and should not imply that these are the sole problem

areas. The following list cites 15 problem areas or questions.

Even here the 15 items are not an exhaustive list of problems posed

by conglomerates; the list could vary depending on corporate struc-

ture and financial activities.

1. Rate of return earned on non-carrier investments
as compared to return on incremental investments
in transportation services.

2. Analysis of methods used in allocating overhead
items.

3. Analysis of transactions made between the parent
company and its subsidiaries, and between the
subsidiaries and the parent company which do not
now require ICC approval.

4. Has the parent company assumed or guaranteed the
long term debt of the subsidiary or has the sub-
sidiary guaranteed any debt of the parent?
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5. Haw is long term debt handled? Who makes the
decision to borrow? Who borrows the money,
the parent or the subsidiary?

6. How are tax loss carryovers handled? Does the
transportation function get any benefits of
the savings in taxes?

7. Haw are intercorporate transfers of real or
personal property handled?

8. Precisely what services or functioLs do the
holding company and the operating company
render each other?

9. Haw is short term financing handled?

10. What are the franchise rights of the holding
company and its scope of authorized operations?

11. To what extent, if any, have non-carrier
investments uf the holding company aided or
hindered the operating company in its traffic

solicitation?

12. What about the commodities clause of the act?

13. Has the acquisition of non-carrier companies by

the parent affected the Moody's or Standard &

Poor 's ratings of alltstanding or new securities

of the operating company?

14. What is the capital structure of the various

corpo-ations involved?

15. What is the effect s if any, of interlocking

directorates?

TV. MOTOR CARRIER DIVERSIFICATION 

Two of the most significant and controversial motor

transportation trends today are diversification by motor carr
iers

or the purchase of trucking firms by enterprises outside t
he

industry. Although both trends are recent phenomena, prevailing

economic conditions indicate that they will continue at an
 accel-

erated rate in the future.
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Diversification by the motor carriers, as in the case

of railroads, can be attributed to many factors. Some of the

more important include (1) a desire to improve the carrier's

competitive position; (2) the influx of second generation manage-

ment; (3) an effort to lower the firm's financing costs; (4)

stockholder pressure for growth and higher dividend; (5) to take

advantage of a favorable tax position; (6) to gain greater finan-

cial resources; (7) to smooth out effects of the business cycle;

(8) to obtain higher rates of return; (9) to create further ex-

pansion possibilities; (10) to broaden the base of earnings; (11)

to attract managers better acquainted with modern management

techniques; and (12) to improve earnings in order to reduce risks

for bankers, financiers and shareholders.

For the most part, motor carrier diversification appears

to have been directed principally to the entering of new markets

which are basically transport oriented. These activities can

range all the way from the manufacturing of heavy duty springs to

the performing of non-scheduled air taxi service. The extent of

diversification varies with the carrier. Since the motor carrier

industry generally is in need of capital rather than a capital

supplier, it would appear that most immediate non-transportation

diversifications would tend to be in those areas where limited

amounts of capital are necessary for purchase.

Some companies such as Consolidated Freightways, Inc.

have been very aggressive in their transportation-oriented diver-

sification programs, A few motor carriers, by diversifying into
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such non-transportation activities as the production of furniture,

beverages, door-operating devices, cleaning and laundry plants

(and even a string of trade and technical schools) have taken on

the characteristics of "conglomerates."11 The real giants of the

industry in this respect, however, are The Greyhound Corporation

and to a lesser extent, Transcontinental Bus System, Inc., itself

a subsidiary of the TCO Industries, Inc.

The Greyhound Corporation's national and international

diversification program is so extensive and has been in such a

constant state of change during the past few months that its

present corporate structure is subject to change almost over night.

An example is its recent offer to purchase the Armour Company.

While the direction of the company's future is still open to specu-

lation, its present activities have been primarily in such areas

as food and financial services, computer and transportation equip-

ment leasing, and airport services. Although bus operations still

account for the bulk of the company's net operating income,

company management and a cash-rich position make it likely that

even more of the conglomerate company's funds will be allocated to

activities other than intercity bus transportation.

Trucking diversifications are generally being financed

with cash, stock, or a combination of both, with the transactions

being directed by motor carrier holding companies. The vigorous

11It should be noted that a motor carrier can inadvertently
become a conglomerate merely by securing through normal motor
carrier merger proceedings a non-transportation firm.
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use of the holding company as the means by which trucking firms

can diversify should be of major concern to the Commission. Not

only are most of such holding companies now free of Commission

jurisdiction, but very little actual data are available to the ICC

concerning their activities or financial interrelationships.12

Evidence of the difficulty of ascertaining financial relationships

is illustrated in Table 2,

Although the use of the holding company as a tool for

expansion is not a new concept, its use by the motor carrier

industry has been increasing rapidly. This is indicated by the

fact that more than two-thirds of the 42 trucking holding com-

panies13 reporting to the Commission have been established in the

past five years.

Of all the contemporary industry changes, by far the

greatest future concern to the Commission in terms of economic

consequences is likely to be the trend toward the purchase of

motor transport companies by conglomerate corporations (i.e,,

Novo Industrial Corporation, Alleghany Corp., etc.). Because of

the fluidity of the present situation, it is extremely difficult

to make a static appraisal of the present scope of this movement.

However, a review of some of the more recent transactions (see

Table 3) will shed some light on the magnitude of the trend.

12Consolidated Freightways, Inc., for example, in its 1967
Annual Report to Stockholders reported consolidated operating
revenues of $311,872,000, or roughly $113,593,000 greater than the
operating revenues reported in the carrier's ICC Annual Report.
In other words, over 36 percent of the carrier's total income now
comes through non-reported activities.

13The listing of holding companies involved in affiliations
with motor carriers is complete as of January 1, 1969.
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Not Operating IWY011Ue. litPUTWI in tho 1967 ICC Annual 00000. by Motor Carrier $0101. Cospani.

Hame
Classificition of Motor Carriers of Property

Principal Typo of Service
Performed

Operating
Revenue

(It." X"'

Iacono Iron
...c.Tri.r

Operetimus
(It. 6100)

Interest
Income

(It. 6300)

Dividend
Income

(Item 6400)

Other
Nonoperating

Income
(item 6500)

1. Asbury System Liquid Petrol.. Products 9 964,366 9 106,271. $ 3,400. $ -
2. City Bus Company Bus Transportation 573,041. 61,631. 200,000*
3. Ohio kapid Transit, Inc.
4. Ssrvice Tank Lines

Did not filo in 1967
Liquid Petrol.. Products 341,683 90,331. 1,882.

5, U.S. Truck Lines, Inc. of Doloware 1,746,354 124,478. 905,0002 405,65-7
490,800.

9, The Conway Corporstion 09*. '*1
7, Garage Ssrvicse, Inc.
8. Consolidated Fraightvays, loc. .

-
659,6200

-
3,500,0006 8,505

9. The Pittston Company - 229,987,193.
558,611.
187,026.

3,900,000*
1,800,0006 872,07

10. Harr Holding, Inc. Did not file in 1967
1,798,760.

11. Yale Express System, loc. ------ 1,021,61; 20,605. 66,030
12. Trtnsco, Inc. Corporation owning securitl,a of rooter

carriers
1,272,593 238,886'

13. 425 Territorial Road Coop.). ---------,
Th 14. e Greyhound Corporation ------------1,:)::::; 6,923,1783 24,000,0006 17,34;

15. Suffalo Exp.., Inc. ---------- 183,084 -
1,767,233. 5,763,320.

16. Hudson -Mahwah Realty Corporation
17. Hudoon-Parasma Roalty Corporation

Bus Transportation
----------

121,000
26,330

-
- 2,171.

-

18. Hudson Transit Corporacioo ---------- 572,362
19. Jupiter Trsnaportation Conpany ----- - - 1,608' 472,50;* 12,500
20. Orblank Securities Bus Traneportatioo - - 50,000.
21. Short Line Terminal Agoncy, Inc.
22. Plc. Managemont Compeny

Bus Transportation. and 0.1 Sete..
------ ----

605,014
1,401,646

-
200,47101 71,994.

23. harm.. Insurance Agency, Inc. Innurance and Truck Hauling 225,59810 2.715. 150,0006 1,540

24. Harold Rolph Corporntion -
15,475.

25. Trot:hold, Inc.
16. Trailnar Corporation

-
383,750..

27 Transport Service, Inc. 400,224
28. Mai Ind Charlie Per.rson Found...cm 71,285. 180,8006 107,90-7“

29. Wet.. Mo.ing and Storage, Inc. ---------- 44,237 1,788.
3,109.

4,350
10. A. P. A. Truck Lem,. Corp.

31. derch.m., tranufer and Stara,. Co.

Leasing and providing driver primonnal
fog priVate carriage
- - - - 53,-2

1,358,121..

180,402.. 16,5006 147,672'
52. 717-,tet Terminals, Inc.
33. Natio:lel City Lines, Inc.

Year consunmated 1968
---------- 55,651 84,537. 2,479,601.6

34. Spat", Industrie., Inc. 1,084.
1,613,400*

35. NM Corporation
36. The Capital Corporetion

Year consummated 1968
Year consummated 1968

17. The Calony Cospany
38. Incernational Utilities, Inc.

Year consummated 1968
Year consummated 1968

39. Mat.ock Corporation ---------- 543,8506 117,0006

40. MAI, Leasing Corporation Year con.ummated 1968
25,589.

41. Poi Arrow Securities Corp.
42. T‘snecontinental Bus System, Inc.

Year consummated 1968
17,553,71-4 22,250.. 13,188. 6,147,4170 214,205'

106,950.

A 80.107 Lactic., - affiliated 0100100.
• Other than motor carrier

15

16

I I

Marina operations.

do 1nd:cation se to the source of incom,.

T.:1,kb and troller. 1...d to oil companies.

8,11e,cd fro* filing motor carrier company conmolidated financial ...manta.

Garage yle7ViCOM, Inc. did not ha. operation., 1n00.4, operating sap..1 nor pay any itslairies.

Stlea fro. biturrinou. coal, wholesale and 0..11 fuel oil, retail stores, natural gaa, and lumb., etc.

Rezt une Service income 4 sale of land.

Psyment of 1,0,000 per yorar to Orblank Securities Corp. by Ormige 4 Black Itio Line., Inc. for advice,•con.ultation, fin.ncing and other services.

She, Lao. has own.rship of th• following companie.: Hudson Transit Lin., Inc. (54.5 2); Paramus laalty Corp. (50.01); Hudson Mahwah Realty Corp
250.3)), and Hudeon Transit Corp. (50.02)

Income from Pour Season, Apartments.

Conaissions on sale of insurance.

Thc Trail.. Corporation holde 1001 ovocr.hip of the holding company -- Trailhold, Inc.

Les. into. on equipment.

Nonoperiting income from such sources as rent.1 of buildings, ranch lease, gain on liquidstion, imsurance refund, oil royailty 41,4 10.c.

Truck, trailer .0400.000r 1 ----- and rentals.

Inc,. from rent, leased equipment 4 etoragc.

Of the total figure shown for nonoperating into., 4147,517 vas derived from a nonagon+. too.

Root.1 of restaurant equipeent.

Nonoperating iTICOM4 included 9320.00 for, vending machines. $3,154 from snack bor income, 1139,542 14111164$ from wholly-owned aubsidiarise and $71,189
damage. du. Oros B. F. Goodrich.
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Sabi. _3: Recent Furth.. Of 080.0lace4/10490 Garin. In *0-Transportation COMPittiall

Purchaainx Gomvsov Principal Buaines. Activitv

1. Sinner Inc. Diversified Iodustrial
(Cleveland, Ohio) Product. Manufacturer

2. Pyle Laboratories
(81 Segundo, Calif.)

3, Fuquo Iodustries
(Atlanta, 0.00014)

Mfg. 4 distributes electronic
componets. They ol.o handle
dot. processing system..

Diversified industrial and
consortial canterprise --
incl.. radio 4 television
broadcasting, photo proces.i.g
And the manufacture of
agricultural squipm.nt,
conatruction product., metal
buildings and lawn mowers.

4. Woods Corporation Manufacturing
(Oklahoma City, Okla.)

5. U. 5. Industrie., Inc. An International manufacturing
sod marketing orgsnixatioo

Consolidmted
_Lam_

-1967
091110.)

-
Motor Carrier

Operatinf

Amen_
-1967-
(Million)

• OperstIona

8 15.51 Commercial Motor Prelsht, Inc. 924.5 Ohio
Indiana
West Virginia
Kantucky
Pennsylvania

29.75 Redwing Carrier., Inc.

60.07 Interstate Motor Freight
System

38.00 Wood* Induatrias, 081.
(Auto Carrier Division)

283.19 It 4 F Motor Express

C. I. Whitten Transfer Co.
(Explosiv. hauler)

6. Novo I040a00131 Corp.' A diver.ified manufacturing 48.41 loes-Linco Lines, Inc. 13.0 Limited to the East Cormt
(New York City) and service company.

Bourly Meseenger., Inc. Not Known Philadelphia

1.1.2 Southeut

66.28 Midwestern extending
to Denver and the
test Coast

13.0 Oklahoma
Iowa
Missouri

23.3 rout. from the Got
Coast to Wisconsin ond
211(804..

4.2 East Coast

7. lase. Mire Corporation Manufacturer of product. used 356.29 Transport Motor Express, Inc. 20.0 Indiana
in ch. production, tran.mismion 2110101.
and control of electric current Kentucky;
and a manufacturer of plaetice. Ohio
aluminum extension. and go. Pennsylvania

West Virginiacontrol..

8. Nbtlonal City lines, Inc.. A divereified transportation 109.59 D. C. Int.-national, Inc. 57.0 Nationwide
holding company Time-Freight, Inc. 55.0

Lo. Anolas-Sesttle Motor 23.3
Express Co. and subsidiary
tampon..

9. Pepalco, inc.' Diversified industrial 665.35 North Americsn Van Limo, Inc. 68.0 Nationwide
conglomerate.

10. Allegheny Corp. A divereified inve.tment Jones Motor Co.. loc. 42.8 ta.tern Seaboard 1.firm 
West to St. Louis and
South to Charlotte, N. C.

11. Ram,. loc.' A pecan processor end 3.37 lied Ball Motor Freight, Inc. 42.4 Texas•quipment manufacturer 
Oklahoma
Arkansas
Mississippi
Alabama
Mismouri
New Mexico
Colorado
Nausea
Tenn...ea

12. saturn 1000.100e0 Production ot ordrence 60.52 CAB Transport CooVanY 22.7 Nationwidehardware and electronic
sub-eysreme manufacture Bell Tranaportation Co. 2.0 East of th. Mississippiof preciaion machine parts.

13. Mill-Elliott, Inc. Industrial corporation with
intercat in reeidential
subdivisions and real notate.

Strickland TranaPorrortGo
Co., /tic.

28.1 East of the Missia.ippi

Ruview o0 00.o.0000 

InJuotrial Menu,. (New York), July 1968, and Moody'. Transportation Manua/. (New York), Soptember, 1948.
.1041 Carrt,,rs Annual Report to the I.C.C.

'Novo fodustrls1 Corporation el.o control. other transportation firms illuct. tas Fleet Carrier Corporation (an lOterOtatO COMOOD carrier of ri.ni trucks andtusss moving frOM foCtO, to dossier); Air Dispatch, Inc. (s domestic and International air freight forwarder) and two equipment las.ing firms.
'National City Lines, Inc. allso controls local bus linos and an auto distributlos 4.00100.

.Tho Papal00 family controls ono of nations larger truck tractors, trailer. and to leasing companloe. Lw. Pl.o Intaro.rionol, Inc. Leo.. Plan In
turn owns National Troller Convoy, Inc. (a common carrier of mobile hones); Boor Tremsport, Inc. (a contract carrier hauling for Itheingold Breweries,Inc.); Relay Transport, Inc. (a contract carrier hauling syrup to point. In New Toot sod tooth to Virginia); Whit.house Trucking, Inc. (a hauler ofprefabricated building. and truck bodies); a04 Flagataff Trailer Sale., Inc. (which also ha. right. to haul prefabricated building.).

'tam, Inc. of San Antonio, TWA is a portfolio company of Tomas Capital Corporation of Georgetown, Texas, • business investment firm.
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The advantages of having large outside firms invest in

an industry that is in need of capital (rather than a "capital

supplier") are fairly evident. Not so evident, however, are the

ulterior reasons behind the purchase by these outside firms. In

spite of the newness of the trend and the lack of quantifiable

data, some of the reasons for a non-transportation firm purchasing

a truck firm appear to be: (1) the desire to purchase growth

(i.e., the firm buys the cash flow and earnings of the carriers,

which in turn can cause the market price of the acquiring firm's

stock to rise); (2) the purchasing of ready made transportation

facilities; (3) the hope for high return on a rather limited

capital investment; and (4) the relatively small capital invest-

ment by existing management.14

The potential for tying the numerous transportation

modes together into common ownership by the use of conglomerates

has actually been available for a number of years. Only recently

has interest been focused on such transactions.

The present concern of the industry appears to have

been triggered by the Alleghany Corporation's attempted control

of Jones Motor Company, Inc. and the Walter Kidde and Co. proposed

merger with Pacific Intermountain Express. While Alleghany already

1 4Additional reasons could include such things as: (1) the
availability of a scientifically oriented staff (i.e., engineers
and scientists available to design and develop tank trailers (the
recent acquisition of Red Wing Carriers, Inc. by Wyle Laboratories
is an excellent example of this); (2) the increased availability
of capital with which to make greater investments in revenue pro-
ducing property; (3) the building of borrowing power and the finan-
cial position of the firm; and (4) the ability to increase its
market penetration.
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had transport interests, Kidde's financial interest, until very

recently, was outside the transportation field, Even though Kidde

Company plans for a world-wide intermodal transportation system

appear to have been at least temporarily thwarted by a number of

problems (including a "technical impasse" with P.I.E.) the poten-

tial remains.

In view of the importance of these trends to the future

of the motor transport industry, it seems imperative that they

should be kept under continuing Commission surveillance, while a

more in-depth report is undertaken. The study should focus on

those specific areas which relate to the effects of such trends on

(1) the profitability and earnings of motor carriers; (2) the effect

of acquisitions on the companies involved and on their common and

preferred stockholders; (3) the extent of possible service cur-

tailments; (4) the general rate levels associated with particular

motor carriers; (5) the affects on the totatcapitalization of

conglomerate subsidiary firms; (6) the economic, social and service

effects, should a non-transportation firm seek to divest itself of

the motor carrier after management has determined that the future

of the firm would be unprofitable; (7) the contribution which the

conglomerate makes to the overall improvement of its subsidiary

motor carrier; (8) the financial interrelationships; (9) inter-

locking directorships; (10) the potential development of motor or

general transportation cartels; (11) the efficiencies generated;

(12) the need for greater public disclosure of financial relation-

ships, especially as they apply to holding companies; and (13) the
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econom4.c consequences of present trends, including the possible

restriction of both inter- and intra-model competition.

V. SECURITIES CONTROL 

7h2 securities control problems facing the Commission

today are sila in many respects to problems which led to the

enactment of present sections 5, 29, 20(a) and 20(b) of the act.

The lain economic problem at that time, when the present sections

were drafted, was to assure Commission control over competitive

chan6es in the railroad industry. Holding companies of today,

however, are formed to acquire enterprises in other industries.

This raises the question of whether a holding company having only

one regulated carrier as a subsidiary is presently subject to the

Cor;-nission's authority in the issuance of securities.

To date the Commission has declined to extend its

section 20, 20(a) and 20(b) authority to conglomerate holding

companies. It is strongly recommended that this position be

reversed.15 It is obvious that rail companies could become in-

volved in a precarious financial condition as the result of unsound

security issues by the conglomerate parent. If this should occur,

the primary source of income or assets would appear to be the

carrier component of the holding company. The po:ential risks to

15-uur recommendation is based in large part on such examples as

(1) 1.'ity Industries (created in part to evade Commission restric-

tions on M-K-T security issuance); and (2) Northwest Industries'

;roposed debenture offer for B. F. Goodrich.
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the future of re71 ;:ei-ven teem grea:7 enough to warrant the exten-

sion of ICC cori:vol to the holding company.

Table 4 shows the cail structure of existing and

proposed carrier-based conglomerates with a parent holding compeni.

With the exception of Bangor Punta, the figures reflect basically

the railroad capital structure and illustrate the instqbaity that

could result from the issuance of debt by some of the pa-P-, com-

panies.

Passage of the Mills bill, introduced Februar: 24, 1969,

could substantially eliminate the debenture issue problem. Tha

present draft bill would not, however, affect other security

issues. Nor does it appear that the proposed bill would prevent

issuance of conglomerate debt for general purposes not tied to

specific acquisitions.

Commodities Clause. As the number of holding copy,auies

increase, the opportunities both for various forms of reciprocal

trading and for subtle forms of preference or prejudice among

shippers tend also to increase. Industrial traffic managers woure

naturally tend to route shipments over the lines of carrier me,11.:.e:s

of the corporate family.16

The problem can be illustrated by a hypothetical exariiPle.

Assume a railroad serves two or three meat packers each having

several plants on the railroad. If the railroad and one of the

16There is some indication that rerouting of traffic may already
have occurred. In F.D. No. 24182, C&NW-Milwaukee merger, the quest
was raised as to Velsicol Chemical Co. traffic routing after its
acquisition by C&NW. Since the question was in the form of hIrZoul
you be surprised if routing had changed?", it did not have oroativ-
value.
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Table 4: Capital Structure

Holding Company Debt Equity
Percent

Debt
Percent
Equity

millions

IC Industries b/ c/ $ 205.0 $ 500.1 29.1 70.9

Bangor Punta Corp. b/ d/ 67.8 47.1 59.0 41.0

Katy Industries b/ c/ 111.3 11.0 91.0 9.0

KCS Industries b/ c/ 117.1 132.4 46.9 53.1

Northwest Industries b/ e/ 400.0 605.0 39.8 60.2

SCL T.ndustries c/ 2! 406.7 635.9 39.0 61.0

Mississippi River Corp. a/ c/ i/ 38.8 96.8 28.6 71.4

" b/ c/ 63.7 96.8 39.7 60.3

Santa Fe Industries b/ c/ 306.3 1,379.6 18.2 81.8

Union Pacific System b/ c/ 265.2 1,619.6 14.1 85.9

Southern Pacific System b/ c/ h/ 804.8 1,457.6 35.6 64.4

Boston & Maine Industries b/ c/ 78.1 232.2 25.2 74.8

Denver & Rio Grande Western a/ c/ 21 h/ 85.4 282.5 23.2 76.8

Penn Central Company a/ c/ f/ h/ i/ 1,311.6 2,090.8 38.5 61.5

" b/ c/ f/ h/_ 2,128.6 2,895.8 42.4 57.6

Pennsylvania Co. a/ c/ i/ 66.5 399.4 14.3 85.7

" b/ c/ i/_ 377.9 481.9 44.0 56.0

Total $5,040.0 $9,895.6 33.7 66.3

a/ Company only basis
b/ Consolidated basis
c/ As of Dec. 31, 1967
d/ As of Sept. 30, 1967
e/ As of June 30, 1968
f/ Pro forma basis

Li Railroad only basis
h/ No superior holding company formed as yet
i/ Excluded from totals

50-934 0 - 71 - pt. 3 - 20 - 39 -
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meat packers come under the common control of a single holding

company, the opportunity to improve the competitive position of

the awned meat packers for the ultimate benefit of the holding

company is obvious. While it is true that the Commission's power

to regulate service may have to be brought into play to maintain

competitive conditions, the opportunities and incentive for the

holding company to avoid that power appear substantial. The

existence of interlocking directorates may tend to reinforce this

potential.

VI. WHAT ACTION CAN AND SHOULD THE COMMISSION TAKE?

The foregoing discussion has generally covered the

problems of disinvestment and dissipation of rail assets. It has

pointed out five problem areas to which only speculative answers

can presently be given. This last section examines the disinvest-

ment problem further in terms of existing Commission authority

and, whether the authority should be exercised.

A. Criteria for disinvestment: Long-run implications.

The fundamental problem in establishing a long-run policy

to deter or control disinvestment in plant or dissipation of assets

is the creation of measures by which to determine when diinvestment

may be justified or when it turns into unjustified dissipation of

assets. In essence, the Commission may have to sub&titute its

judgment for that of existing management.

The methods by which disinvestment may be made have been

discussed. Criteria, therefore, may have to be developed to deter-

mine which securities issues, financing or intercompany transactions
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are rensonable and nece3sa,7 to the operation of the carrier. It

is clear that if effective control is to be exercised, such trans-

actions must be subject to prior Commission review and approval.

The Commission could thus he inserted into the management of the

companies on an almost daily basis. Indeed, the Commission might

necessarily have to review everything from carrier maintenance

exnendin:.res to dividend practices and right need the power to

disnpprove unjustified activities.

Control of maintenance expenditures could req...are that

the 7-311.7:oad submit to the Commission its proposed capital and

expense budgets for prior approval, to be sure that rail plant was

not being downgraded to generate cash. The Commission would thus

become, to scme extent, the executive commttee of

Such controls could move the railroads a giant step forward t-yYnrd

eventual nationalization.

Under present conditions, the Commission we.nld not

undertake such control measures, and the present recommendat-inrs

for action do not contemplate that it will. The fact remains ht

the ICC must have information and statutory power availLW.e in

advance of conglomerate transactions. Even latent power itslf

could be a partial deterent to irresponsible corps.nate nettn.

A prime example of the type of transaction which C.le

Commission should review for possible impact on rail transportation

is the attempt of Northwest Industries to acquire Goodric. TIne

following quote comes from the prospectus of NorCzygest

(Feb. 6, 1969):
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Industries' ability to pay interest on the
Debentures and to carry out its dividend policy
will be dependent upon dividends from corporations
controlled by it or other sources of funds, such
as loans or advances, funds derived from future
acquisitions, investments or other transactions
of Industries, and cash from tax deferrals and tax
savings as may be determined to be properly avail-
able to Industries. If adequate funds are not
available from other sources, an increase in
dividends from some or all of such corporations
would be necessary to permit Industries to meet
the interest requirements on the Debentures and
to carry out its dividend policy since current 
dividend rates on shares of stock of its present 
subsidiaries ... directly held by it and ... on
shares of B. F. Goodrich Stock, will not be a 
sufficient source of funds for this purpose. The
payment of dividends will be dependent upon earn-
ings, financial condition, covenants in debt
instruments of corporations controlled by Indus-
tries ... and other relevant factors affecting
Industries' dividend policy and the dividend
policy of corporations controlled by it.
(Emphasis supplied)

There appears to be certain evidence of managerial

attitudes which could imperil the carrier's stability. Whether it

will or not will not be known until some future date.

-42 -



Explanation of charts .

929

APPENDIX 
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Due to the pressure of time, these charts and tables were based

on sources which were most readily available, In the past the

sources used in the preparation of these charts have proven to

be reliable. However, time did not permit the cross checking of

the data from these sources against other sources, no: did it

permit the resolution of some minor inconsistencis in the data..
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APPENDIX 

In reference to the charts pertaining to: (1) Illinois
Central Industries, Inc., (2) Kansas City Southern Industries,
Inc., (3) Katy Industries, Inc., (4) Mississippi River Corporations
and (5) Northwest Industries, Inc., the following symbols have
been used:

Circle. = Stockholders' Interests
Boxes with curved ends = Holding Companies
Boxes with squared ends = Transportation Companies
Boxes with pointed ends = Non-Transportation Companies

In reference to plaeement on the chart:

Shareholders' Interests are at top of chart
Holding Companies come next
Transportation Companies come next
Non-Transportaticn Companies come last

A broken line indicates that the stock in question has been
trusteed. The application of the foregoing can be illustrated
by referring to the Illinois Central Industries, Inc. chart.

At the top of the chart is the Union Pacific Railroad,
inside a circle which indicates that the UP has a position
in IC Industries stock. The 247. indicates the extent of
the ownership and the broken line indicates that the stock
ha 3 been deposiLel with an independent trustee. Illinois
Central Industries is a holding company (box with curved
ends). Illinois Central industries owns 93% of the voting
stock of the Illinois Central Railroad, which is a trans-
portation ccmpany (oox with square ends). The Illinois
Central Railroad, tt turn, among other things, owns 100%
of Madison Coal Company Which is a non-transportation
company. (box with pointed ends).

In reference to Bangor Punta and the Penn Central, due
to the complexity of their respecr-,:ve corporate structures and
the press of time it was not possible to depict thse two compa-
nies in the same manner as was done for the first ,-ve companies.
However, the charts submitted herewith (of Bangor Punta and Penn
Central) amply demonstrate the direct and indirect relationships
between the "top" company in each rase with its respective sub-
sidiaries and affiaaes.

A-1
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BANGOR PUNTA CORPORATION1

(No stockholder known to own 10% or more of any class of voting securities)

Bangor Punta Corporation

1 2 3

Inactive companies 
Florida Industrial Corp. of N. Y. (100%)
Macareno Industrial Corp. of N.Y. (100%)
Baragua Industrial Corp. of N.Y. (100%)

Producers Cotton Oil Co. (97 1/2) 
Prodco Finance Co. (100%)
Procico Warehouse Co. (100%)
Delta Cotton Co. (55.9%)
Santa Rita Ginning Co. (51%)
Painted Rock Ranches (33 1/3%)
Arizona Farming Co. (30%)

South Lake Firma (100%)
Claude Botkin Co., Inc. (100%)

Bangor Punta Operations, Inc. (100%)

Description of business 
X, of Revenue (1967)
16% Leisure time — pleasure boats, pickup campers, campers travel trailers

Emblematic Jewelry — school and club jewelry, military insignia
11% Public security — hand guns, tear gas, chemical mace, helmets, gas masks

resuscitation equip., breathalyzer, radar speed measure-
ments, sirens, handcuffs, holsters and belts, ammunition

Energy systems — high-speed engines, small turbines, heat exchangers,
radiators, fuel rating engine.

16% Process engineering — design, fabricate or supply, and erect equipment osse
and equipment systems

39% Fashion fabrics — fabric conversion, bonded knitted fabrics

Agribusiness

Services

— growers, processer, manufacturer and merchan-
diser of agricultural commodities—cotton ginning
vegetable oil processer, commercial farming

— engineering—water supply, sewage treatment refuse
disposal

Management and ac- — for companies in which Bangor Punta has interest as
quisition service well as others on a retainer basis—including aka

Industries Inc (option to purchase for $2,400,000
up to 10% of Katy Ind., Inc. com-ion stock4

Marketing and
advertising

7% Refrigeration Equip-
ment distribution

— as indicated

— refrigeration and air conditioning equipment and
supplies for bigest commercial, industrial, and
residential application

11% Transportation — Bangor & Aroostook Railroad Co.

Pro Forma Financial Data 
Sales and other income $272,710,0005

Assets 6/30/68 $267,205,020

Based on Form S-1, Registration Statement under the Securities Act of 1933.
filed 12/9/68 with SEC, Division of Corporation Finance.
2Bangor Punta also owns 12.3% of Lenox, Inc., common shares (china); Bangor
Punta Operations owns 13.5% of Maned Sugar Co. common.
5Bangor Punta has proposed a merger to Harley Davidson Motor Co. which was
seeking merger with American Machine and Foundry Co.
4Bangor Punta Operations owns 88,875 shares of Katy bid., Inc. common.
5Year ended 6/30/68 for Bangor Pasta and year ended 4/30/68 for Waukesha
Motor Co.

A-?

BSP, Inc. (100%)
Amco Liquidating Corp. (100%)
Bale Pin Company (100%)
Barker Realty Co. (100%)
Bangor Punta International Capital
Company (100%)

ENESCO, Inc. (100%)
General Ordnance Equipment
Corp. (100%)

Alantech Corporation (100%)
Metcalf & Eddy, Inc. (1

Metcalf & Eddy International,
Inc. (100%)

Metcalf & Eddy of Michigan,
Inc. (100%)

Metcalf & Eddy, Ltd. (100%)

Smith & Wesson Pyrotechnics, Inc, (100%)
O&M Mfg. Co. (100%)
Naukesha Alaska, Inc. (100%)

Waukesha Motor Western Ltd. (100%)

Ban or and Aroostock Railroad
Co. (99%)
Van Buren Bridge Co. (100%)
Bangor Investment Co. (100%)
Machine Accounting, Inc. (100%)
McKay Rock Products, Inc. (100%)

O'Day -Canada- Ltd. (100%)
Canada Yact and Boat

Centre, Ltd. (100%)

Name holding companies-inactive-

Ace Tool & Die Co., Inc.
Foundry Equipment Co.
Henry Luhrs Sea Skiffs, Inc.
Knitbrook Mills Associates, Inc.
The Kinney Co.
Laminae, Inc.
Specialty Dye., Inc.
Young Brothers Co.
Clawges Associates, Inc.
Detroit Sheet Metal Works
Seagoing Boats, Inc.
Waukesha Motor Co., Inc.
Starcraft Corp.
Duo-Marine Corp.
Jensen Marine Corp.
Rent-A-Cruise, Inc.
Smith & Wesson, Inc.
Lake Erie Chemical Co.
The O'Day Corp.
The Barker Mfg. Co.
Stephenson Corp.
Dominator Corp.
Coleman Ovens of Canada, Ltd.

Insignificant subsidiaries—all 100%
Springfield Corp.
Kinney Emblematic Jewelry
Canada, Ltd.

Bur. of Econ. 3/69
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Illinois
Terminal

Railroad Co.

,fewe 100%

Gulf Tranaport Co.
(Motor Crueler)

r-
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ILLINOIS CENTRAL INDUSTRIES, INC.

0.37.

4%

9,

Railroad Co.

Gulf, M

9% 

obile
and Ohio

5,

100%

24%

Illinois
Central

Industries, Inc

9 %

27

Illinois
Central

Railroad Co.

6,

St. Lo is-San
Fran isco
Railway Co.

Interest in Claes 11
Active & Lessor

Line-haul
Railroads'

(CA48,0 
es 
Land Co.

100,
(Real tate)

Interest in
Switching and

Cli 
Terminal or

Co.2

100, swe•ev

Chandeyson
Electric Co. ),...100%

(Heavy Eleothic
Equipment)

(Waukesha Found,
Co. (Preciion 100,s

pumps & °settings)

(Abes (Friction
l007fluid power

controls)

24%

Jr
Frisco Transports-

t.ri Co.
(Motor Carrier)

(lew Mexico Arizon
Land Co.

(Real este.)

(906 Olive Corp.
(Frisco Etilding
St. Louis, Mo.)

100,

Chicago & Illinois
Western Railroad
Class II Line-haul

•••••••.

)(.....100, ........,

Clarkland, Inc.
(Real estate-

mining)

(
larkland,
Inc. (Land &

mineral righ.)

100,

Note: ww. Indicabs held in truat.
'Illinois Centhal R. Co.: Waterloo R. Co.-100%; Jefferson Southwestern R. Co.-33%; Paducah & Illinois R. Co.-337..Gulf Mobile end Ohio R. Co:

New Orleans Great Northern Ry. Co.-98%; Mississippi Export R. Co.-25%. St. Loula-San Franoleco Ry. Co.: Quanah, Acme and Pacific Ry. Co.-100
%; Alabnma, Tons...see and NorUiem R. Co.-100%; Northeast Oklahoma R. Co.-I00%. Illinois Central R. Co. also held following inactive railroads:
Blue Island R. Co.-100%; Kensington and Eastern R. C,,.-100%, and South Chicago R. Co.-100%.

2111thols Central R. Co: (or Mississippi Valley Corp.)-No. 6; GM&O R. Co.-No. 3; Bt. Loula-Sen Hendee° Ry. Co.-No. 7. Bur. of Econ. 3/69
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KANSAS CITY SOUTHERN INDUSTRIES, INC.

.mm 6,

Cult Bator Rouge
Develcuent Co.

(Finance, insulance,
nal estate)

Lceisiana, kkarnas
Texas Trues. Co.

Lonstana & Arkansas
Ry Co

100%

4

Lancia Morro
Lines

MAPCO, INC.
(Nadu.), him.
marleting oI utural
ps li500300)1/

(
rvi

Summed Investais
Sece, Inc.

(Investment advisei.
underonder

kkansas KRCG-TV

Butane & Gas (TV Station

Co.. Inc. Jefferson CRy,

(N. *.)

MAPCO )
Prcduction Co.,

100, (Mange & gas
vopeams)

MAPCO

_l% (Uo03005800 Stone Co
(Conan. & Lease
Understand Stoup)

kWh Cu
& 011 Corp.
P0.I.11

system)

MAPCO
Inhastate

Pipeline Co

0003-TV
(TV Station
Sedalia Mo.)

( 0805-TV
(0160 Slat=
Jefferson Coy.

Mo.)

WEEK•TV
(TV Statical
Nona, III.)

WEEQ-TV
(TV Station
LaSalle. 1H.)

54,

97%

nus City Southern
Ry. Co.

Mimi in
1 CL IIII

bre4sui

1004%

Inteiest
4 Snitch S Tont

Ra112-

K C S Tianspat
Co , Inc

5outhein
Deselognent

Co.

50%

Runny
Conewnicaticas,

Inc

146 

( 

Farm
India 

) 

wan*n Point
SuPP1Y
Inc. 

Theinops
Co 

A-5

100,
4

Pod Anhui
Canal & Dock Co

CO,

Inteiest
2 Noirountim
Lena Rad3

Joplin )
Southein

Caporal.)

1-Relitions600 unkoorm but KCS Ry Co. lepaled payment ol dividend in

stall to OCT Industries. Inc. 1.019,198 shads. Also. per SEC. KCS

holds promissory nole of 31,500,000 M 6% che 1975 Iron MAPCO, Inc. It is

also repotted nor cumrs 12, ot comma) stock ana 9, of out)

stanOng voting stock ot MAPCO, Inc. 8.4 Deimos d Bowl Cnairman &

Resident KCS Inc.,and OCT Ry. Co and Board Chairrun ol MAPCO

2/T. Kansas City, Shreveport Guff Tetininal Co., Cl. II • 100%; Knnsas

City To, Ry Co., CI I - 8 1,3%; The KansasS Mcsscum Ry. aro! Torn. Co.,

Cl. II - 100, Joplin Union Depot Co.. Cl. II - 33 1/5%.

3111apo00 & Sup Cieek Ry. Co.- 100%. Neches Bridge Co.- 198%.

4-k4300as Western Ry. Co. • 103%; Fort Smith & Van Buren Ry. Co. • 100%.

Bor. of Econ. 3/69
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Canso* City Southern, Industrlea, Inc.

Interest of

r.e.1 or c“, and Soleek M4-•‘..1tIss...et. on product lie. dn. ar. co. artoo.R. ar. co. loc. co•
(ail, '411;

11.2,1.1. G./Won/en:

Leases City Soutnere Indtutrlte, Inc.,'

rtradie.rts11,0” and ralatad CbOaniu:

299.3 8,3

boui•lama 4 Arkansas 1, .• 100.0 37.6

Tha K.C. Shrevaport ana .•.1.• Co• .5 —1/
II.C. Terminal ay. Co.
Tke Mae. 4 lb. ay. aad Torminal Co. ".'1.5 —V.,
Tett Salth sad Yea brae ay. Co.
Joylln Onioa Depot Co.
Rbaas City Soutbra ay. Co.il
li.C.S. irAm•pory Co. Ise.

16,Y 64.9i
.7

Kabob. Suaar Creak ay. Co.
abbe Drib. Co.
Pert Arthur Can, Dora Co.

p.a....aria. Sibling Co. (1•UMIO, lac•/ ,

beialba, Arkabaa aaaaa Trans. Co.
Lando Motor Lirm•

non-Garrler 7..011111ey1

See Juan 011 Comp*,
1.11a• Point Yam Sopa,. {b.

botkarn Davelopmet Co.

0101-TV (Sballa, Mo.5
MS (Jet/arab City. Me,

(biori•, 111.)
balSO-TV (La 4114. III.)
blab. Imo.

lielea Cu Oil bre•

MaJKO Probatioa

1611.00 libararobbd bora. Co.

Co. °LOCO, Inc.,

Iblding Inc. 1/29/62 Ito

C I Lli WI 

Tr::

;7r:A
All:t; bra C

C 1 IA bit bo. 196I ::: A

:=:::"..:

Mon operat1na
Moo operat1ng

aaaaa
channel and
turn.. let•in
Production,
tranapo aaaaa on
and ...luting;
of natural see

C
.3 C 11 ICC

2/6Y

Mtn. liquid 1/1/61
',lent foods
Mtn, - •Ito

Plenufanturing

Tale7i= et•tiom

baba oil A. gas 19.3

Tamara* Cobania• 
Diatt“uta• alai mar- Sten

Pars P

I'
 
f
r
U
l
f
 

92

13.6

100
8 1/3

33 1/3

100

100

Prof. 5.7

2.6

100

7 shares x book
value 65,000

100

Ito

11 A11 income uul a+4...••• .1.80r14.1 by p.rent
IY Lees thy... 4100.000

1, boort to et...alders aaaaaa .10.1C0 111.• maparate biro. too traumas for itaelf each of bre thb 100 a...briar, CP1/...4
...• brews III la Clialtba of [ha bard aad Prealbet of Ind. lac.. aad K.C.S. ay. Co. and Chalroan of the bard of MAPCO, Inc.

b.; obbore Mat SC, Iva. 6.3 porcent of Ma/CO through north baton bums bblopbot Co, of val. LCS ka• 1,011,15,11 abr.. paid as divideed by IMS ay. co. on M1/67. inforeetioo could be

felled le brtk lot. babe ilovelopbat Co. or other lat. holdings of 166103 except a. muted.

A -
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KATY INDUSTRIES, INC.

Katy Industries,
Inc.

MKT
Railroad Co

Coned'.Ned
Trims. Co.
Cl. II MCC

Interest in 5
2 CI II L. H. Rail

and 3 Inactive
Lessor Rail Co.

Interest in
6 Switch & Term.

Cos.

..00( 
Berry Bros. )3

100% Oil Field Services,
Inc.

(Oil Drilling)

Kmg% Gen'IBer. Cron'. ttl'aci° ors,
Inc.

ON Drilling)

100% .40(
Baty Bros.

Indaistries,
Oct Drilling)

MKT
Trans. Co.

4

Donland
Development Co.
(Real Estate)

Southwestern
States Co

—100% 
Co. 

(owns prat:tett),
Mineral rights)

Transcontinental )
Leathers, Inc.

MKT
Industries,
Ix.

100%

(Pole, Tie, other IllTreatment)itcd)

If. J. Smith
Wood Presence

liwIllarboard chant. of KetY ledostlles. Inc., Ws Winery Ast running Madison Fund, IOC., headquarteied in New York, a closed end investment company of meich he is president. WSJ 12/20/68.

2200o to puichne not esceittng 200,000 shares re centract to assist in 
diversification program.

S3Acmiired for Issgo shares (Moody's 11/12/68): approximate market value 11 3.9 mil.

g Althcogh no report in ICC, stockholders repeat of MKT R. Co., 1967, states MKT Trans. Co. "opera
tes the company's piggyback and affiliated Ouch services. It also leases tractor and hailer equipment

used to Payback service."

5 See attached table. 
Bur. of Econ. 3/69
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MISSISSIPPI RIVER CORPORATION

 (Mississipot Rivel
Corp.

221 4,pfl
1)2842142212 Cop

I
IGO%

* 

(halmlc Zs. & Ot1

(bolo, dod. sale
ol dole. nal

gdS,

Stdage Capon.

Sons Co. d Miss.

(Stelvdt Conc
C
rete 8.

Mateldl o.

100%

.--

Southern Explceatdo Co.

100,

7

61,

HISSOUli
&alboad Co

CI 486 83224

109,

!detest In Switch 8
Term. CI. II LlnePaul

R Cos 2

Alton 8 Southern R Co.

(Eastern Illinois
Development Co.

Texas 8 Pac c
fly Cl.

Interest In
SwItch 8 Term
Cat lines, Cl. 11 18.
Cos., & Lessors4

Intetest Smdch. &
Tem. Cl. II Line-haul

R. C.
3

100%
lop.

MoPac Tr9fit LlneS

Texas & Pao.
Map TranspoP Co.

1CO,

10,1,0%

Kansas Oluallomm 5
Gulf Ry. Co

100%

KO&C,Ry Co. d

IldICINeeTeSSOr

)Eagle Ford Land 8
Indus, a, Co

..,(Sebas&ILC,rpu, net Coa)

1 MoPac R. Co. held 529.644,000 Atchtsco Topeka & Santa Fe R. Co. detailed slcck ,about 8%) as d 12 31 67. Fhosxeches of Santa Fe Industries. In, 17 68.00
nng exclunr d33.SIItlos Id Raillopj seonotps 432148

lhoPac would gangly tender oh holdims for Industries detentules.

kflefson Southmellem R. Co.-33 1 3% Term. R. Assn ol St. LC1034 lAtf, Clocago & W. Weld. R. Co.-20,.. 
Belt Ry. A Chdago-8 1/3%. III. Tema. R. C8.-9.1%.

3 Ft. 40116 2811 Ry. Co.-60%: T. P.M. P. Term. R. 11 New Orleans-SO,: Texas 8 Nem lkxdo Ry. Co.-100%. 41,12
01 5.31208810 Ry. Co.-100, Western Ry. C4.-100%. El Paso Limon F%ner. Depot Cl-Ill 3, Great

Southwest R., 101.-43%, Undo Tem Co. Ig Dallas-12 1,7%. Welland Valley R.-103%.

4 See 13321482 45123.
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NORTHWEST INDUSTRIES. INC.
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magnetic
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Northern
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114)%
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Interest of Other Federal Agencies in Conglomerates 

Congress and certain Federal agencies have had the issue

of conglomerate merger activity under scrutiny for some time. In

the House, Representative Celler, Chairman, House Judiciary Committee

has previously held hearings on conglomerates and plans more. Chair-

man Mills of the House Ways and Means Committee has indicated that

his committee also will investigate the tax treatment accorded

stockholders in conglomerate merger transactions and related tender

offers.

Representative Keith of the House Interstate and Foreign

Commerce Committee has introduced H.R. Res. 315 which would direct

various government regulatory agencies, including the ICC, to

undertake a joint study of the effect of conglomerate activities

on Federally-regulated industries. Representative Staggers has

introduced H.R. 7373 and 7374 either of which would give the Com-

mission power over conglomerate transactions.

Between 1950 and 1966, Justice and the Fedral Trade

Commission, primary enforcement agencies, challenged less than 2

percent of conglomerate mergers, and then only those involving

product-extension or market-extension characteristics.1 justice

has singled out conglomerate mergers involving potelitial entrants

(i.e., competitors) into a relevant market and those which create

a danger of reciprocal buying as having sufficiently identifiable

1The March 1969 Federal suit against Ling-Temco-Vought by Justice
represents the first instance wherein a "pure" conglomerate merger
has been challenged by the Federal government.
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anticompetitive consequences to be the subject of industry guide-

lines. The current Justice suit will test the effectiveness of

existing antitrust law to restrict "pure" conglomerate expansions.

The F.T.C. is also the chief source of merger statistics,

publishing annual data on the number, size and scope of corporate

mergers. It is currently conducting an in-depth staff investiga-

tion of the conglomerate merger movement. It hopes to determine

whether conglomerate mergers result in technical or business

efficiencies, to measure the economic performance of conglomerates

in the market place, and to evaluate their effect on market competi-

tion.

A current study by the Federal Communications Commission

hopes to analyze the ownership of radio and TV stations by 1Lcensees

with substantial non-broadcasting interests. Some of the specific

issues involved in the F.C.C. study are: (a) conglomerace ownership

of broadcasting stations and the public interest; (b) advertising

reciprocity; (c) allocation of broadcast profits; and (d) technical

innovation.

The Securities and Exchange Commission has formulated

tentative guidelines for the disclosure of product-'ine information

by conglomerate corporations of their major production activities

which contribute over 10 percent of annual sales or profits. A

revision of current S.E.C. registration Forms 5-1, S-7, and 10, has

been proposed. This revision would require multi-business companies

to show the approximate amount of total sales and operating revenue

produced by each of its 10 most important sales items and the

A-14
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contribution to corporate net income attributable to each. Separate

breakdowns would also be required for any item contributing more

than 10 percent of total company sales, income or losses. The S.E.C.

also requires the filing of disclosure information at the time

conglomerate security issues are offered for public distribution.

A Federal Power Commission staff study on the effects of

diversification by natural gas pipelines indicates both benefits

and detriments to the regulated firms.

A-15
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OFFICE OF THE GENERAL COUNSEL

March 28, 1969

No. 52-69

MEMORANDUATO CHAIRMAN BROWN:

Re: Conglomerate Mergers 

This memorandum seeks to explore some of the legal

problems posed by conglomerate mergers affecting railroads

an other carriers regulated by the Interstate Commerce Commis-

sion and the Commission's power, under the laws administered

by it, to deal with such problems.

At the outset it may be well to define what we mean

by conglomerate mergers affecting railroads and other carriers

subject to Commission jurisdiction. Historically and traditionally

mergers or other business affiliations have been vertical or

horizontal within a single industry. A vertical merger or

affiliation is one that would bring within a single company or

common control the supplies of raw materials, the processor or

distributor, and a typical example that might be cited as Brown 

Shoe Company v. United States, 370 U.S. 294. An example

of a vertical affiliation involving a carrier regulated by

the Commission is provided by Consolidated Freightways, Inc.,

which controls, among other subsidiary companies, Freight Line

Corporation, a manufacturer of heavy-duty trucks and tractors;
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Transicold Corporation, a manufacturer of mechanical refrigera-

tion equipment; Plasti-Glas, Inc., a manufacturer of glass, 
plastic

-4
product0.;and oOer materials; Transportation Equipment Rentals,

Inc., a lessor..of freight handling vehicles and equipment, and

other companies the products of which could be used in the motor

carrier operations of Consolidated Freightways.

A horizontal affiliation is one of enterprises

engaged in substantially similar activities, and an example

that might be offered is United States v. Philadelphia National 

Bank, 375 U.S. 321. In the transportation area, a typical

example of a horizontal merger is provided by Penn Central, the

lines of which represent the merger of literally hundreds of

separate railroad companies. An affiliation of railroads is

horizontal regardless of whether the lines parallel each other

or are end to end.

Cenerally 4,0010% the antitrust laws are directed

at these forms of mergers or affiliations. The Sherman Act,

15 U.S.C. 1, prohibits illegal combinations in restraint of trade

and the Clayton Act, 15 U.S.C. 18, prohibits acquisitions where

in any line of commerce in any section of the country the 'effect

of such acquisition may be substantially to lessen competition or

to end to create a monopoly. Violations may occur whether the

affiliations are vertical or horizontal.

-2-
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Conglomerate mergers or affiliations differ in

that they do nOt conform to the normal pattern of vertical Or

horizontal affiliations. A conglomerate merger is not one

that involves different layers of production or marketing

within a single industry or of different units at the same level

within a single industry. In other words, conglomerate mergers

or affiliations cross industry lines and involve units seemingly

wholly unrelated in terms of their output. An example that

immediately comes to mind is provided by the International

Telephone and Telegraph Company, which, among other companies,

controls the Sheraton Hotels and the Avis Car Rental Company.

Conglomerate mergers are not necessarily new. They

have existed even in the transportation area for any number of

years. For example, the United Steel Corporation long has

controlled the Bessemer & Lake Erie Railroad Company, the Elgin,

Joliet & Eastern Railway Company and the Duluth, Messabe &

Northern Railway Company.

What is new is the accelerated growth of congloterite

mergers and the increasing concern that the traditional restraints

of the Sherman and Clayton Acts may be inadequate • to arrest this

trend. Certainly, to the best of our knowledge, there have

been no successful suits against conglomerate mergers under the

Sherman and Clayton Acts, although recently there have been

reports that Assistant Attorney General McLaren in charge of the

- 3 -
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Antitrust Division would be instituting actions to determine

the teach of these laws.

The concern of the Interstate Commerce Commission,

of course, is not primarily with the enforcement of the

antitrust laws. Rather its principal concern must

the Nation have an adequate transportation system,

of meeting the needs of passengers and shippers at

be that

capable

reason-

able charges and rates. There presently is no reason to

believe that conglomerate mergers affecting railroads and other

carriers regulated by the Commission necessarily will impair

their ability to perform their services. However, the potential

exists that such transactions mayhavedetrimental consequences.

In the balance of this memorandum we shall address

the means presently available to the Commission to

informed as to the well being of carriers involved

mergers and to take what action may be required to

ourselves to

keep itself

in conglomerate

assure the

viability of such enterprises.

WA.le much of the discussion in this memorandum pertates

to the railroads, the problems posed by conglomerate mergers are

not Um:tee to railn,ads, a,ad the statutory framework within

Commlss;.ccaEl-:.(7 in dealing with such problems ie.

substamtial:y similar for the

regulated by the Commission.

is more directly focused upon

other modes of transportation

Possibly the attention currently

the railroads since the railroads

- 4 -
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have an overexpanded plant, are seeking to cut back their

facilities and, hence, the industry is not one characterized by

ease of en7y, in the sense that an unsuccessful enterprise may

be readily replaced by another.

There is nothing inherent in the conglomerate

form of business organization that poses a threat to the

financial vitality of a railroad in which it may be affiliated.

Conversely, neither does the absence of an affiliation with a

conglomerate sons.ure the continued financial well being of a

railroad c, The pl...oblems which some observers now see for rail-

roads and other transportation enterprises resulting from the

accelerated trend towari affiliation with conglomerates

may arise no mal.te.:- whether the 7.:ailroad is wholly independent

or affiliated only with other railroads. The experience of the

New Haven, an indapenderc 1-ailr)ad, immediately comes to mind.

Its recent histcr:y has been one of almost continuous financial

difficulty, c.,:lmiaating in its 17eceivership a few years ago

and the very real threat of discontinued operations the beginning

of this year. '',7!e Cettral of New Jersey is in receivership and

el.le to operate only with very substartial financial assistance from

the State of New Jersey. And, yet, the Cew:ral of New Jersey is

controlled by tl-ic Reading, which in tur-is con';rolled by the

pt-osperous Chesapeake & Ohio-Baltimore C, Ohio system. Similarly,

some years ago speaking of the Allegl-o .y Corporation, a holding

- 5 -
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company of almost only railroads, the Commission in its

report on C &O. R . Co. Purchase, 261 I.C.C. 239, 255-256

(1945), stated:

We should not overlook the fact that Alle-

gheny in the past has not always exercised its
control of the railroads in its system in a man-

ner consistent with the public interest. Alle-
gheny, under prior management in times of great
financial stress and for its own purposes caused
or permitted carrier corporations which it con-

trolled to pay dividends when they were not being

earned, or to pay dividends when they were under

a heavy burden of debt, when traffic was declin-
ing, and earnings were decreasing notwithstanding
scrimping of maintenance. It entered into trans-
actions whereby the burden of carrying properties
and securities which had been purchased at prices
found subsequently not to be justified was trans-
ferred to one of its carrier subsidiaries, which
sold to the Chesapeake & Ohio securities at prices
in excess of market quotation. At the times
these things were done Allegheny and those who
were then in control of the corporation were
facing serious financial difficulties and were
in need of financial assistance. * * *

The manner of affiliation with a conglomerate may

vary. The railroad itself may acquire control of disparate

companies; it may establish a subsidiary company to be a

holding company for its controlling interest in disparate

enterprises or it may establish a new company that would

control it as well as the companies engaged in other busi-

nesses. Of course, the conglomerate affiliation with the

railroad may come about from an outside source, with or

without the cooperation of the railroad, and here, too,

the affiliation may take a variety of forms. The manner in

-6-
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which the affiliation is effected may have very significant

consequences.

Perhaps the leading Commission expression in point

is in New York O.H. & H. R. C. Investloation, 220 I.C,C.

505, 615 (1937), in which the Commission summarized its au-

thority, as follows:

* * Under section 20a of the Interstate Commerce
Act, for example, we may deny an application of a
carrier for authority to issue securities for ac-
quiring property that is not to be used in the
operation of its railroad or in the legitimate
improvement, extension, or development of its rail-
road. Paragraph (12) of this section makes it
unlawful for any officer or director of any car-
rier to participate in the making or paying of
any divided of any operating carrier from any
funds properly incioded in capital account.

- tinder section 5(4) and (5) of the act, no
railroad may lease or purchase any other rail-
road cr any par':. thereof, or acquire control of
another railroad by purchase of stock without
prior authorization.

NotwithLtanding the several amendments to the
act, there is nothing in the LW directly to pre-
vent a railroad company from acquiring stock of
other railroad companies where the amount of stock
pl4rchased is insufficient to give the acquiring
company control, or from acquiring stock of com-
panies not ergaged in interstate commerce, or from
acquiring property of any character so long as such
acquisitions are made without the issue of securities
or the assumption of obligation or liability in
respect to the securities of some other person.
The law as now in force does not prevent carriers
from boying into many such undertakings as those
reported above, nor is the law now adequate to pro-
tect the investor in railroad securities from
results simllar to those reported above.

- 7 -
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Railroads also are required to keep their

accounts in accordance with our regulations.

Those regulations relate only to the account-

ing of carriers under our jurisdiction. They

do not, and under the law cannot be made to,

relate to the accounting of the many permissive

outside companies. A railroad may form a

"company" (such as a holding company), own,

report, and account for its investment in such

company, and through the company proceed to

bankrupt the railroad. * * *

In that proceeding the Commission expressed some concern that

the railroads' Investments in non-transportation enterprises

may have jeopardized its ability to perform transportation

services. The Commission reviewed that it had expressed

arissAviApabout railroad investments in earlier reports includ-

ing Denver & R. G. Investi ation 113 I.C.C. 75; St. Louis-

S.F. R . and C. R.I. & P. R . Stock Ac uisitions, 186 I.C.C.

137 and Propriet of 0 eratin Practices--New York Warehousing,

198 I.C.C. 134, and, indeed, in New England Investigation. 

27 I.C.C. 560, 616 (1913), the Commission had considered the

pronrAgation of certain standards, quoted in its report, at

220 IX.C. 612, as follows:

In conclusion this Commission desires to call

attention to one lesson from this investigation of

national application.

No student of the railroad problem can doubt

that a most prolific source of financial disaster
and complication to railroads in the past has been
the desire and ability of railroad managers to en-
gage in interprises outside the legitimate cpera-
tion of their railroads, especially by the acquisition

- 8-
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of other railroads and their securities. The
evil which results, first, to the investing
public, and finally, to the general public, can
not be corrected after the transaction has taken
place; it can be easily and effectively prohibited.
In our opinion the following propositions lie
at the foundation of all adequate regulation
of interstate railroads:

1. Every interstate railroad should be
prohibited from expending money or incur-
ring liability or acquiring property not
in the operatiuu of its railroad or in the
legitimate improvement, extension, or develop-
ment of that railroad.

2. No interstate railroad should be
permitted to lease or purchase any other
railrc,ad, nor to acquire the stocks or se-
cuAties of any other railroad, nor to
guarantee the same, directly or indirectly,
without the approval of the federal 

governmen
-

3. No stocks or bonds should be issued
by an interstate railroad except for the
purposes sanctioned in the two preceding
paragraphs and none should be issued with-
out the approval of the federal government.

The Commission concluded its New Haven report with the observa-

tion, at 220 I.C.C. 616:

If the law is to remain as it is at present,
permitting common carriers to form holdiug com-
panies and to fraction through subsidiary companies
not subject tD the act, then, to say the least,
such companies and subsidiaries should be made sub-
ject to our jv!Asdiction and regulation as to ac-
counting and the issuance of securities. As pre-
viously stated, the act, as amended in 1933, re-
quires that our authorization be obtained before
investments in other carriers by railroad which
amount to control or power to exercise control are
made. Acquisition of control by railroads of motor

-9-
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carriers is restricted by the Motor Carrier Act,

1935. No restriction on investments other than

in carriers is now imposed. The unfavorable

financial effect of so-called outside investments,

including those in other carriers not amounting to

contrki, i-Ai:ates a practical necessity of amend-

ing the law in this respect. On consideration of

the amendments to the act since 1914, and in view

of the fact that outside investments may, in speci-

fic instances, be found justified, we now are no,t

prepared t, renew our recommendation of the absolute

prohibition of all such investments. The resources

of a railroad ordinarily should be devoted to the

proper development of its own transportation system.

If they are to be invested in an outside activity

it should be after a finding that such investment

constitutes a proper use of railroad funds or credit,

that the terms of the transaction are reasonable, and

that the investment is in the public interest. The

rule should apply equally to subsidiaries. Restrictions,

to this end, should be imposed on the expenditure of

money, incurring obligations or acquiring property by

a carrier otner than in the operation or legitimate
improvemert or development of its own railroad.
Reserves and s!_irplus funds awaiting use should, however,

be available for the production of income. In order

that this may not be impeded there should be exempted
from sLoh restrictions investments such as are permissible

for savings banks and trustees. '

More recently the Commission reviewed again its

limited ahority where a carrier s%ibject to its jurisdiction

sought to make investments in non-transportation enterprises.

In Creyho7.1n4_22aIMA, 90 M.C.C. 215 (1962), the Commission

had befce it a proposal by the carrier to issue stock to be

exchanged for the stock of Boothe Leasing Corporation, a company

engaged in the leasing of machinery and equipment to manufacturers

and other of:tie-a. The Commission, at 90 M.C.C. 220, said:

- 10 -
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Whether or not the value ascribed by Greyhound
to the Boothe equity is accurate, and despite its
contentions that the transaction represents a
sound investment, the question remains as to the
justification uf the proposed transaction from the
standpoint of the public interest. Section 20a(2)
of the act provides that before a carrier can issue
securities the proposal must be approved by the
Commission based on a finding that such issue
(a) is for a lawfz1 object within its corporate
purposes, and compatible with the public interest,
which is necessary or appropriate for or consistent
with the proper performance by the carrier of
service to the public as a common carrier, and
which will nct impair its ability to perform that
service, and (b) is reasonably necessary and appropri-
ate for such purpose. Section 214, applicable to
the issuance of securities by motor carriers, incor-
porates certain provisions of section 20a, including
paragraph (2).

The Commission reviewed some of its earlier decisions

in which it had passed on proposed stock issuances for non-

transportation purposes, including Columbia Terminals Co.-s 

Notes, 40 M.C.C. 288; Conso)j,dlited 

282 I.C.C. 616; Centraleyho:AnCLIjnes Inc.--Stock, 36

M,C.C, 229; Roveh--Contl-ol--Southern California Frei ht Lines,

80 M.C.C. 573 and B..yder_gystem Inc, Stock, 295 I.C.C. 626;

and concluded at 90 M,C.C. 222-223, as follows

As a general rule, it is clear that the
issuance by a ca=4.er of securities, or the use
of the proceeds from such issuance, generally should
be authorized only in those instances where it
would be of benefit to or enhance its carrier trans-
potation. In no event, should a carrier be autho-
rized to issue securities or use the proceeds
therefrom, or assume obligation or liability with
respect to the securities of any other parson,
where it is not for some lawful object within its
corporate powers, is not compatible with the pub-
lic interest, and where it woullimpair, in any

11-
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respect, the carrier's ability, financially or
otherwise,. to perform its service to the. public
as a common carrier. A carrier's major endeavors
should continue to be confined to matters related
to transportation, and no authorization should be
granted where the effect of the issuance of securi-
ties, or assumption of obligation or liability,
would materially affect the promotion of such
major activity. The issuance of securities,
as proposed by Greyhound, for investment in
noncarrier enterprises should be limited and should
constitute a proper use of funds, and the invest-
ment should be consistent with the proper performance
by the carrier of service to the public. In such
instances we do not believe the public interest would
be adversely affected. Judicious common carrier
investment in stable noncarrier business enterprises,
if limited, would contribute to the provisions of
a soundly financed common carrier system and would
not do violence to the principle that corporations
endowed with a public interest should direct their
primary activities to the public service nature of
their operations.

The foregoing cases dealt with the Commission's

powers when a railroad or other carrier subject to its juris-

diction invests in otherenterprises. Ordinarily, however,

the problemt posed by conglomerate mergers arise more frequently

in the context of an acquisition of two or more carriers. Com-

mission authorization under section 5 of the Act is required

(i) for two or more carriers to consolidate
or merge their properties or franchises, or any
part thereof, into one corporation for the owner-
ship management, and operation of the properties
theretofore in separate ownership; or for any
carrier, or two or more carriers jointly, to pur-
chase, lease or contract to operate the properties,

- 12-
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or any part thereof, of another; or for any
carrier, or two or more carriers jointly, to
acquire control of another through ownership
of its stock or otherwise; or for a person
which is not a carrier to acquire control of
two or more carriers through ownership of
their stock or otherwise; or for a person which
is not a carrier and which has control of one
or more carriers to acquire control of another
carrier through ownership of its stock or
otbtrwise; * * *

Whenever the Commission authorized a non-carrier

to acquire two or more carriers, the Commission is empowered

under Section 5(3) of the Act to designate the non-carrier

as a carrier

subject to such of the following provisions as
are applicable to any carrier involved in such
acquisition of control: Section 20(1) to (10),
inclusive, of this part, sections 204(a)(1) and
(2) and 220 of Part II, and section 313 of part
III, (which relate to reports, accounts, and so
forth, of carriers), and section 20a(2) te (11),
inclusive, of this part, and section 214 of part
119 (which relate to issues of securities
and assumptions of liability of carriers), * * *.

When a holding company acquires control of a rail-

road with various subsidiary of affiliated corporations, a

recurring question under Section 5(2) is whether there is

involved an acquisition of control over two or more carriers,

or merely a single carrier. In series of cases, the Commis-

sion has held that it lacks jurisdiction under Section 5(2)

and (3) when a non-carrier acquires control of two or more

carrier corporations comprising a "single established carrier

System."

-1.3-
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. The "single established carrier system" concept

had its genesis in Louisville & J. B. & R. Co. Merger, 295

I.C.C. 11 (1955), in which the entire Commission held, inter

elia that theacquisition of control of the New York Centralaya-

tea byAlleghany Corporation was not subject to Section 5(2).

This holding rested on the conclusion that Central, despite

its control of many subsidiary railroads, was "recognized

as a single established system" and, therefore, Allegheny

should be regarded as acquiring control of but a single

carrier. The regulatory rationale for this conclusion was set

forth persuasively, as follows (295 I.C.C., at 15-16):

* * * When Allegheny, by stock ownership. and by
the favorable action of the stockholders, ac-
quired control of Central, all the properties
within the carrier's orbit were under long es-
tablished single operating control. * * *

The consolidation and integration of sepa-
rate railrped properties, mosc of Chem having'
originated as small or short lines, has been
largely responsible for the development of the
present greet network of rail transportation
in this country. * *

One of the outstanding characteristics of
this process of consolidation and integration has
been the formation of so-called family lines or
systems of railroads—that is, separate rail-
road properties functioning as unified systems
under common control and management.

To give section 5 an interpretation which
would require our approval each time stockholders
decide to change directors of established system
properties, or to elect new officers, and, conse-
quently, to install new management would have a
tendency to set in motion within the organizations,
contending forces which might well impair or de-
story the results of legitimate intewation. *.* *

- 14-
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Nevertheless, the "single established carrier system"

concept has been challenged. Indeed, in the Louisville & J. B. 

& R. Co. case itself, it was initially rejected by Division 4

in the following terms (290 I.C.C. 733-734):

The Central system includes many individual
carriers which are controlled by Central through
stock ownership or otherwise. We long have recog-
nized under section 5, that railroad systems are
comprised of 2 or more carriers, and that control
of a single system may not lawfully be effectuated
without our approval and authorization. That
principal is considered basic, almost as a defini-
tion. So much so, that the question of acquisition
of a carrier system has never been contested before
the Commission, and as far as we know, there have
been no court decisions touching on that issue.
Nevertheless, because of the stress which Alleghany
places on this point, some discussion thereof is
necessary. [Footnote omitted.]

During and following the argument before the
Commission on May 14, 1954, in docket No. 31535,
counsel for Alleghany contended that the acquisi-
tion by Alleghany of stock of Central, and the
election of directors of Central as proposed by
Alleghany, would not result in the effectuation
of control of 2 or more carriers in a common
interest within the meaning of section 5(2) of
the act. This, they premise on the theory that
Central and its related carriers constitute a
single carrier already in existence as a system,
control of which Allegheny may lawfully acquire
without our opmeitic muthaximation

* * As a consequence, a holding company and
those in control thereof, admittedly acquired
control of a carrier which controls subsidiary
carriers. In our opinion, the Congress sought
to prohibit that type of acquisition of control,
unless approved and authorized by us upon con-
sideration of an application,andupon our find-
ing that the proposal would be consistent with
the public interest.

- 15 -
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Moreover, in the Breswick litigation that followed

a three-judge court in the Southern District of New York tinee

rejected the concept that the Central syatem was but a single

carrier for the purpose of Section 5(2). Thus, in Breswisk & Co. 

v. United States, 134 F. Supp. 132, 144, the three-judge court

stated that "We believe that where a non-carrier acquires control

of the parent corporation of a railroad system it acquires

control of the subsidiaries and consequently of 'two or more

carriers' so as to require I.C.C. approval." In reversing

on appeal in Allegheny Corp, v. Breswick 4 Co„ 353 U.S. 151,

161, on other grounds, the Supreme Court stated that "We need

not decide this question, however, and intimate no opinion on

it, * *." Upon remand from the Supreme Court, the three-

judge court reiterated its view. Breswick & Co, v. United States,

156 F. Supp. 227, 232.

Notwithstanding the reiterated view of the three-

judge court in Breswick, I am of the opinion that the concept

of a system as a single carrier for the purposes of Section 5,

as articulated and applied to the facts by the Commission in

the Aggleyils.r,k3,&R,JCo_. case, is both persuasive and

practical. That concept is that even though a rail system

comprises several corporate entities it will be regarded as

a single carrier if it is operated as an integrated system under

common management. As thus defined, the concept was properly

applied to find no jurisdiction under Section 5 when holding

companies were created to assume control of such systems, in

KARI as Cit Southe Industries Inc --Control--Kansas it

- 16-
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Southern RIN_Co., 317 I.C.C. 1 (1962), and in Katy tinctuatriea,

Ind.—Control—MET R. Co., 331 I.C.C. 405 (1967).

However, there are other cases which seem to go beyond

the principle as stated and applied in Louisville & J. B. & R. Co.,

in that the factor of common control alone, without integrated

operation, led to the conclusion that several carrier corporations

under common ownership or control consituted a single establiiheds

carrier system and therefore should be treated as a single

carrier for the purpose of Section 5. Three recent cases will

illustrate this apparent expansion of the Louieville & J, B. 6yR. 

principle.

.In Docket No. MC-F-9256, :Eugenia Properties. Inc.--

Control--National Trailer Convoy., Inc., Pepsico, Inc., through

a wholly owned subsidiary,, acquired control of one motor

common carrier and three motor contract carriers, by an - exam**

of stock with Lease Plan International which controlled them.

Despite the fact that the individual operations Of these four

carriers were diverse and unrelated, the COMMiSSiOn', under the

authority of Louisville & J, B. & R. Co. Merger, 295 I.C.C. 11,

held that the common ownership by Lease Plan International

rendered these carriers a "single-established carrier system"

and that the transaction was therefore exempt from Section 5.

A far more important case from the point of view of

potential jurisdiction over rail conglomerates is Finance Docket

- 17 -
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No. 25283, SCL Industries--Control--Seaboard Coast Line Railroad 

SCL was organized to acquire control of the railroad and

to engage in non-carrier business. On October 9, 1968, the

Commission, by Review Board No. 5, dismissed for lack of

jurisdiction SCL Industries' application for authority to

acquire control of Seaboard Coast Line R. Co. and its carrier

subsidiaries on the ground that "the Seaboard Coast Line

Railroad Company and carriers subsidiary to or affiliated with

it comprise a single established carrier system." Seaboard

Coast Line owns about 33 percent of the voting stock (admittedly

control) of the Louisville & Nashville R. Co. The copclusion

of Review Board No. 5 would appear to be inconsistent with the

entire Commission's decision in the Seaboard Coast Line Merger 

case, 320 I.C,C. 122, where it took wed to demonstrate that

the Seaboard Coast Line and the L.&N. in fact operated

independently:

The fact is, however, that throughout the history
of the relationship between these carriers the
Louisville & Nashville has operated under separate
management Unhampered by any influence of Coast
Line. . . . After the merger [of Atlantic Coast
Line and Seaboard Air Line], the Louisville & Nash-
ville will continue to be operated under independent
management, separate and apart from the merged
company. [320 I.C.C. at 188-89]

If the "system" concept of Louisville & J. B. & R, requires

not only common control but also integrated operation of the

railroads under common control, then it would seem that the

- 18 -
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Commission could have asserted jurisdiction under Section 5(2)

over the SCL Industries' acquisition, and could have determined

under Section 5(3), as a matter of discretion, whether to subject

SCL Industries to I.C.C. regulation as to reports, accounts,

etc. and security issues.

Another example of the problem is the transaction

in Finance Docket No. 24911, under which Texas Gas Transmission

Company acquired control of American Commercial Lines. By

virtue of that acquisition, Texas Gas controls the "largest

inland barging complex in the country--over 8,000 miles of

waterways", and at least two motor common carriers, one of

which in 1967 grossed in excess of $39 million and the other

in excess of $18 million. By order entered April 17, 1968,

Division 3 dismissed, for want of jurisdiction, the Section

5(2) application filed by Texas Gas, for the reason that "the

above-named carriers comprise a single-established common carrier

system within the purview of Louisville & J. B & R. Co. Merger,

295 I.C.C.11, and Woods Industry, Inc.--Control—United Transports,

Inc., 85 M.C.C. 672." Here, too, it appears that the "system"

concept was regarded as involving only common control-..without

integrated or unified operation. Later Texas Gas, through a

Subsidiary, sought to acquire an additional motor carrier application
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and joined in a Section 5(2) application. In approving the

acquisition, the Commission, as a matter of discretion,

determined not to assert jurisidiction as to reporting

and securities over Texas Gas because most of its operations

were subject to regulation by FPC and SEC. Terminal Transport 

Co.. Inc.—Purchase (Portion)--DixieplahWevAttorleee, 1114, 111.1C.C.

797.
•

If the Commission desires to retain some limited

jurisidiction over some rail conglomerates, it well may wish

to limit the "system" concept of a single carrier to the

rationale and facts of the Louisville & J. B. & R. case regarding

New York Central. Admittedly, this would produce an uneven

result in that under Section 5(2) and (3) the Commission would

have a limited jurisdiction over some conglomerates and no such

jurisdiction over others. However, this is inherent in the

statute, for the Commission may make the designation under

Section 5(3) only insofar as it exercises authority under

Section 5(2). It should also be noted that even where the

Commission asserts jurisdiction under section 5(2) over a

holding company's acquisition of a rail "system") Section

5(3) leaves the Commission with discretion as to whether to

subject the holding company to the requirements of Sections

20 and 20a.
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In, a recent proceeding before the Commission,

Chicap & Co Merger, 333 I.C.C. 236 (1968), the

Commission determined that Northwestern Industries, Inc.,

which previously had acquired control of the Chicago & North-

western Railway Company, required Commission authorization

under Section 5(2) of the Act to obtain control of a second

carrier subject to Commission jurisdiction, the Chicago

Great Western Railway Company, The Commission, however, at

333 I.C.C. 241, concluded that it would not subject Industries

to the several requirements set forth'iwSection 5(3) of the

Act except to the extent of obliging it to make such periodic

and special reports as the Commission may from time to time call

for pursuant to Sections 20(1) and (2) of the Act.

The Commission determined that Industries should

not be made subject to the other requirements of Section 20.

of the Act for two reasons. As recited by the Commission, at

11313I.C.C. 240-241, they were, as follows:

Inasmuch as most of Industries' income is derived
from nontransportation activities and most of its
business is unrelated to transportation, it is our
view that Industries should not be subject to
all of the cited provisions of the act. Another
reasons for not subjecting Industries to complete
regulation under the act is the fact that its
transportation common carrier subsidiaries are
themselves subject to regulation. Seaboard Air 
Line Co.--Mer er--Atlantic Coast Line, 320 I.C.C.
122, 197; Missouri Pao Co.--Control--Chica o and
3.,I,...11t_po„, 327 I.C.C. 279.
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Preliminarily and reluctantly I am inclined to

believe that the grounds relied upon by the Commission may
1/

have been legally insufficient.

The cited cases aid the Commission's rationale

very little. In the first of these, the Seaboard case,

you will recall, the Commission declined to designate Mercantile,

a carrier under Section 5(3) of the Act and, hence, subject to

the requirements of section 20a of the Act. The Commission

in that report, at 320 I.C.C. 197, said:

Mercantile is an investment company engaged exclu-
sively in the banking and trust business. Its
direct interest in the merged company is merely
incidental to its primary business of managing
trusts and estates. In addition to its minor
stockholdings in Seaboard and Coast Line, it
holds securities of other railroads in various
fidiciary capacities and in relatively small
amounts.

The record in that proceeding established that, while Mercantile

owned 55 percent of the stock of the Atlantic Coast Line Company,

giving it control of the merged railroad, its interest in the

Company was only 2.08 percent of the value of the assets in

all the trusts and estates managed by Mercantile at the end

of 1959. Moreover, in that case the Atlantic Coast Line Company,

-which had previously been made subject to provisions of the Act

• 1/ The factual premises on which the Commission's determination
as to Industries was made is similarly questionable. While it
,maybe true that, on a constructive basis, bseustries' transportation
revenue for 1968 came to only 39 percent of its total revenues,
its transportation assets were approximately 60 percent of its
total assets.

-22-
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with respect to reports, accounting, and securities of

carriers, 300 I.C.C. 124, was continued as such.

In the second case, the C&EI case, Mississippi

River Fuel Corporation was deemed to be an essential party

to the acquisition, and its control under Section 5(2) of

the Act was approved. The Commission, however, did not

subject Mississippi Fuel to full regulation under Section

5(3) of the Act. Although the Commission acknowledged, at

327 I.C.C. 315, that Mississippi Fuel's interest in transpor-

tation subject to Commission regulation was substantial, the

Commission said that there did not appear to be any practical

purpose to be accomplished by subjecting it to accounting and

stock-issuance regulation. The Commission noted that Mississippi

Fuel's security issues were regulated by the Securities and

Exchange Commission, and, in part, by the Federal Power Commission

and added, at 327 I.C.C. 316, that "[s]ubjecting its securities

issues to our regulation could disrupt the established pattern

of such issues and lead to jurisdictional conflicts." The Com-

mission continued, "In our opinion it is neither necessary no

advisable to subject it to regulation as a common carrier,

particularly in view of the fact that its common carrier subsi-

diaries, for the regulation of which we are primarily responsible,

will remain within our jurisdiction, whatever action we take

in regard to Mississippi Fuel." In that proceeding the record

50-934 0 - 71 - pt. 3 - 23
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the record established that Mississippi Fuel's assets

exceeded $144 million and that it owned about six million

shares of Missouri Pacific, purchased at a cost of more than

$27.3 million. Its total revenues came to $86 million in

1961, but the report of the Commission fails to disclose what

part of this, if any, represented dividends on its holdings

of Missouri Pacific stock. 327 I.C.C. 314, 348. However,

since most of the stockholdings by Mississippi Fuel were

class A stock on which dividends are limited to $5 per share

in any calendar year, not more than about $3 million of

Mississippi Fuel's revenue could have been derived from this

source.

The Commission might well have cited many other

of its decisions, for substantially the same grounds have been re-

lied ivenby'c.he Commission in declining to subject a non merrier

acquiring control of two or more carriers to the requirements

of Section 20a of the Act, but, in my judgment, the discussion

in these, no more than that in the cited cases, lends support

for the Commission's rationale. See, for example, Milwaukee 

Livestock Handlin Co.--Control, 257 I.C.C. 796 (1944); Valdosta 

S. R --Purchase, 282 I.C.C. 705 (1952); Missouri--K.T. R. Co.--

Consolidation, 312 I.C.C. 13 (1960.

Section 5(3) of the Act was enacted in sOstantially .

its present form as part of the Emergency Railroad Transportation

Act, 1933, 48 Stat. 217. Its enactment was the product of
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recommendations made by the Commission, which in turn led

to a comprehensive study by Dr. Walter M. W. Splawn for the

House Committee on Interstate and Foreign Commerce.

In the Forty-Third Annual Report, 1929, the Commission

invited the Congress' addition to the fact that, while the

statute, as it then read, dealt with the unification of carriers

by railroad, one with another, acquisition of control or mergers

could be accomplished through holding companies and, inasmuch

as holding companies were not carriers within the meaning of

Section 5(2) of the Act, they were not subject to Commission

regulation. The Commission noted the recent and rapid acquisi-

tions of control by the Allegheny Corporation and the Pennroad

Company and, at page 82, said:

Certainly if common control of two railroad com-
panies by a single holding company is neither
a consolidation under section 5 (6) of the
interstate commerce act nor an acquisition of
control under section 5 (2), as we found in
that case, [Stock of Denver & Rio Crande
Western R.R., 70 I.C.C. 102] the same conclu-
sion may be reached as to common control brought
about by utilizing a holding company in combi-
nation with powers of control possessed by
certain individuals. Plainly, also, if this
be the situation, the subjection of the unifi-
cation of carriers by railroad to the orderly
processes of a carefully planned scheme of
public regulation, which section 5 was designed
to accomplish, is 7ery likely to be partially
or even wholly defeated, subject to the possibility
that the Clayton Antitrust Act may in some measure,
after protracted litigation, enable control over
the situation to be maintained.
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Two years later in the Forty-Fifth Annual Report, 1931, the

Commission noted that its expression of conern had led to a

Congressional inquiry and the recommendation of Dr. Splawn -

that Section 5(2) of the Act be amended "so as to bring within

the jurisdiction of the commission for approval or disapproval

any acquisition of the control of a railroad which would result

in bringing that road into affiliation with, in control of,

or under the management of another railroad, whether the

acquisition be by holding company or otherwise." The

Commission, at page 85, expressed its "hearty agreement"

with that recommendation and went on to say, "We are also of

the opinion that if a holding company is allowed to control a

carrier by rail through ownership of stock thereafter the

accounts and capitalization of that holding company should be

subject to regulation by the Commission. The present financail

depression has brought into clear relief the evils involved in

permitting stock equities in railroad companies to be made the

basis for the issue by holding companies of unsupervised securities,

including funded debt and preferred stock."

Dr. plawn's study, House Report No. 2789, 71st

Congress, Third Session, is a wealth of information about

stock ownership in railroads. It is unnecessary at this time

to summarize Dr. Splawn's findings or recommendations, except

26-
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to note, as it seems to be pertinent to our present inquiry,

that much weight was attached to the testimony before the

House Committee of 7ommissioner Joseph B. Eastman, who has

reported to have testified, as follows:

The third point which I want to bring to your
attention as possibly worthy of inquiry is
this: The capitalization of holding companies
is not subject to public regulations and hence
may be inflated practically at will. The
results may be to withdraw from the open
market the securities of the railroad company
which are regulated and substitute, so far
as the investing public is concerned, wholly
unregulated securities. It is often argued
that since a railroad or a public utility
is entitled to no more than a reasonably
return upon the fair value of its property,
it is of no public consequence whether the
company which owns it, or the holding company
which controls it, is overcapitalized. Now,
it is my opinion--and this is an opinion which
is based for what it is worth on 15 years'
experience in public regulation as a member of
either the Interstate Commerce Commission or
a State c3mmission--and I say, it is my opinion,
based upon that experience, for whatever it is
worth, that this argument is wholly unsound and
fallacious. Overcapitalization always threatens
and is often very harmful to the public interest.
This is so for at least two reasons,

In the first place, an inflated capitalization
in the long ran means poor credit, unless earnings
are excessive, and a railroad or public utility
with poor credit can not long give good service.
In the second place, when capitalization is in-
flated, every possible effort will be made to
secure the excessive earnings which are necessary
to support it, and in particular every resource
will be employed to secure an excessive evaluation
of the property, the underlying property of the
public utility or railroad. I believe that if there
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were no overcapitalized railroads and public
utilities, the valuation problem would be
much less serious than it is at the present
time. Overcapitalization also invites
attempts to drain off profits surreptitiously
in various indirect ways, and if worst comes
to worst it will lead to neglect of maintenance
and depreciation. Now, it may be said that
all those matters can be covered by regulation,
and theoretically they can be; but it is my
opinion that the fact of overcapitalization
renders the task of regulation much more dif-
ficult than it would otherwise be. One of the
reasons for inflation in capitalization of
holding companies is the payment of excessive
prices for the stocks which are purchased. In
the absence of public regulation, experience
has shown that such prices are very apt to be
inflated. * * * Along with overcapitalization
goes an improper capital structure. A further
reason for this method of financing by holding
companies is that it makes it possible to control
large properties by a relatively very small
investment of capital.

Dr. Splawn's report led to the introduction of

H. R. 9059, 72d Cong„ list Sess., to implement the report's

recommendations. Among its provisions was a discretionery

grant of power to the Commission to designate a non-carrier

acquiring control of two or more carriers, a carrer subject

to Section 20a, substantially as is presently contained in

Section 5(3) of the Act, The hearings on the measure evoked

little discussion of that particular section, but, at page 60,

Commissioner Eastman explained!

I question whether adequate occasion for
such a method [acquisition of control of two
or more railroads through the device of a single
holding company] could be shown [to be consistent
with the public interest] except in rare instances,
but it is conceivable that this could be shown.
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In such an event, the condition designated
(C)was that the holding company shall
be subject to the supervision of the commis-
sion with respect to accounts and capitali-
zation just as if it were a carrier. This
is necessary in the public interest, for in
the event of combination through such a
holdirg company, the latter becomes a medium
for financing and administering the affairs
of the controlled railroad companies, and
supervision of its operation will be just
as essential as supervision of the operations
of the calriers.

That bill failed of enactment but in the following

Congress iT_Is provisions were reintroduced as part of H. R.

5500 and S. 1580. Neither the Conference Report, H. Rep.

No. 213, nor .he earlier reports of the House, H. Rep. No.

193, or of the Senate, S. Rep, No. 87, shed much light on the

preset; cl estior. The House Report, pages 20-21, says,

"This bill specifically treats a holding company which has

beer authorlzed to acciAre a railroad as though it were a common

carrier, in that, first it must obtain approval of the

Commission t.) 4.7/4 1Te conLrol of two or more railroads;

second, after obtaiAng such approval it must then, like the

railroads, be s.abject to paragraph (1) to (10), inclusive,

of Section 20 of the act (relating to reports, accounts, etc.

of carriers) and to paragraphs (2) to (11), inclusive, of

section 20a (relating to issues of securities and assumption

of liabilitLes of carriers)." The Senate Report, page 9,
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simply states 'This paragraph supplements paragraph (4) by

providing that if a single holding company is permitted by

the Commission to acquire control of carriers as provided

in paragraph (4), such holding company shall be subject to

complete supervision by the Commission of its reports and

accounts and the issuance of its securities."

The legislative history of Section 5(3) makes

clear that the fact that the railroads are themselves subject

to regulation affords no basis whatever for concluding that

a non-carrier acquiring control of more of them should not

be subjected to the requirements of Section 20a of the Act.

Indeed, there would have been no occasion for the enactment

of its provisions if that were the case, for the Commission

had such regulatory jurisdiction over the railroads all along.

Neither does the legislative history of Section 5(3)

support the conclusion that, if the acquiring company's income

is derived principally from non-transportation activities, it

should not be made subject to the requirements of Section 20a

of the Act. The Commission's and Congress' concern at the

time of the enactment of Section 5(3) of the Act was with the

unification of control of railroads through the device of a

non-carrier corporation and quite obviously it matters not

whether such transaction is accomplished by a holding company

deeply involved in transportation or only incidentally. More

- 30 -
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specifically, Commissioner Eastman's fear of overcapitalization

of the acqvAring company and the possible drain of carrier

resources resulting therefrom is no less real in the one

instance than it is in the other.

Even in those situations where the Commission, because

of the statutory limitations or the exercise of administrative

discretion, is unable to treat with a company controlling a

railroad or other carrier subject to its jurisdiction as

if it were a carrier, the Commission, nevertheless, enjoys

substantial power to inquire into affairs of the controlling

company, as well as the carrier. Section 12(1) of the Act

provides, in part:

(1) The Commission shall have authority, in
order to perform the duties and carry out the ob-
jects for which it was created, to inquire into
and report on the management of the business of
all common carriers subject to the provisions of
this part, and to inquire into and report on the
management of the business of persons controlling,
controlled by, or under a common control with, such
carriers, to the extent that the business of such
persons is related to the management of the busi-
ness of one or more such carriers, and the Commis-
sion shall keep itself informed as to the manner
and method in which the same are conducted.
* * *

Similarly, the Commisslon is empowered by Section 20(5) "to

inspect and copy any and all accounts, books, record, memoranda,

correspondence, and other documents, of such [regulated] carriers,

lessors, and associations, and such accounts, books, records,
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memoranda, correspondence, and other documents, of any

person controlling, controlled by, or under common control

with any suzb carrier, as the Commission deems relevant to

such person's relation to or transactions with such carrier."

The plain language of these provisions of the Act

would appear to confer sweeping investigatory powers upon the

Commission to invireinto the financial affairs of railroads

and other carriers subject to Commission regulation and com-

panies controlling them. Certainly, neither court cases nor

Commission decisions suggest that the powers conferred by these

two sections are not as broad as their literal provisions would

indicate. .7-deed!, the lestiLag case in point, Smith v. Interstate 

Commerce Commission, 245 U.S. 33 (1917), confirms that these

sections qui-.e properly may be given a broad reading. In that

case the Commnssion sought to inquLre of the Louisville &

Nashville Railr..oad CImpany's President of expenditures made

in political campaigns and public relations efforts in

behalf of adjustments of the Railroad's rate structure. The

Supreme Cour, at 245 U.S. 42-43, said:

The interstate Commerce Act confers upon the
Commissim powers of investigation in very broad
language and this court has refused by ,construc-
tion to limit it so far as the business of the car-
ries is concerned and their relation to thepublic.
And it would seem to be a necessary deduction from
the cases that the investigating and supervising
powers of the Commission extend to all of the activities
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of carriers and to all sums expended by them
which could affect in any way their benefit or
burden as agents of the public. * * *

The inquisitorial power conferred by these two

sections may be the most effective tool available to the

Commission in coping with the problems posed by conglomerate

mergers. Public disclosures of transactions between carriers

and the companies ccntrolling them may be the most effective

device for assuring that the company's controlling the

carrier will not exercise such control in a way detrimental to

the caroler's ability to render a transportation service.

Several other provisions of the Act may have relevancy.

Section 1(8), tl-_e commodities clause, prohibits a railroad

from transporting "any article or commodity, other than timber

and the man-ufactired products thereof, manufactured, mined,

or produced by it, or under its authority, or which it may

own in tvh:le or in part, or in which it maiy have any interest,

direct or indirect, except such articles or commodities as may

be necessary and intended for its use in the conduct of its

business as a common carrier." The commodities clause however

has been very well emasc-Ilated by the decisions of the Supreme

Court in ULited States 298 U. S. 492 (1936)

and United States v. South Buffalo R. Co., 333 U.S. 771 (1948).

As the CommissLn said in Florida East Coast RCo. Reor anization,

282 I.C.C. 81, 120-121 (1951):
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A brief disccssion of the commodities clause

of the Interstate Commerce Act, by way of supple-

mentation of our references thereto in the third

supplemental report, is appropriate. In United 

States. v. KiAkn. & E.  Ry. Co., 298 U.S. 492

a majcoity of the Supreme Court held that

the oommolaies clause did not bar control of both

a carrier and a shipper by the same interests even

though it did bar control of a shipper by a carrier,

Justice Stone wrote a dissenting opinion, concurred

in by two other justices, in which he stated in

part:

The active and continuous control over
appellees finances and expenditures is

alone sufficient to cyeat4 a continuing
danger of neglect and abuse of appellees
carrier duties in favor of the dominating
production and shipping interest, a temp-
tat.lon and an opportunity which it was the
purpose of the commodities clause to fore-
stall.

A eimilar situation arose in United States v.
South B,ffa.lp  Rv. 3s3 U.S. 771, in which the
Coart was asked t) overrule its decision in the El-
LIT,. case, on the &round that the decision miscon-
strue the act, misAnderstood its legislative history,
and misapplied the Court's own prior decisions. On
these matters the opinion of the majority stated:
"1: is eftoogb t•o say that if the A1A!4.1 case were
before us as a case of first imptession, its doc-
trine might not now be approved. But we do not
write on a clean slate. What the court has written
before is but one of a series of events, which con-
vinces us that its overruling or modification should
be left to Congress." A dissenting opinion by Jus-
tice Rutuedge, in which three other justices joined,
argues that the doctrine of the Elain case should then
be overruled by the Court itself. Thus, while the
doctrine of the ElKipi case technically remains the
law, its philosophy has been materially weakened
by the So,Tth Buffalo case, not only by the dissenting
opinion of the four justices but by the attitude
of the majority in not supporting it except on the

- 34 -



981

ground of stare decises. And strength is thereby
added to the force of our view in Chesapeake & 0.
  Construction, 261 I.C.C. 655 (1946), where,
speaking with reference to the 5.1.21.41 case decision,
we said that "we have not been convinced that the
interpre:ation by the Supreme Court, while undoubt-
edly binding upon us, truly represented the intent
of Congress or reflected sound economic policy."

Section 10 of the Clayton Act, 15 U.S. 20, provides,

in part, that:

No common carrier engaged in commerce shall
have any dealings in securities, supplies, or
other articles of commerce, or shall make or have
any contracts for construction of maintenance of
any kind, to the amount of more than $50,000, in
the aggregate, in any one year, with another
corporation, firm, partnership, or association
when the said common carrier shall have upon its
board of directors or as its president, manager,
or its purchasing or selling officer, or agent in
the particular transaction, any person who is at
the same time a director, manager, or purchasing
or selling officer of, or who has aly substantial
imtmrest in, suchothr corportion. firm, partner-
ship, or association, unless and except such pur-
chases shall be made from, or such dealings shall
be with, bidder whose bid is the most favorable to
such common carrier, to be ascertained by competitive
bidding 'der regzlations to be prescribed by rule
or otherwise by the Interstate Commerce Commission.

As was disossed in considerable detail in General

Counsel Memcief No. 144-66, dated June 10, 1966, the obvi-

ous purpose of this provision of the Clayton Actto prohibit

officers and directors of a carrier from organizing companies

to siphon off earnings through unconscionable contrectshas been

obscured by two Supreme Court decisions. United States v. Boston

& Maine Railroad, 380 U.S. 157 (1965) and Litm21221.1..L  & St. L. R. 
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Co. v. United States, 361 U.S. 173 (1959). These cases suggested

that where a carrier and a non-carrier corporation or both wholly

or largely owned by the same company and where the interlocking

officers or directors have no personal financial interest in the

transactions, there may be no violation of the Act in dealings

between the carrier and non carrier. Whether there be inter-

locking officers and directors or not, there does not appear

to be a violation of Section 10 of the Clayton Act where a

holding company owns all or substantially all of a stock of

a carrier and of a non carrier which sells supplies or leasing

equipment to the carrier.

ROBERT W. GINNANE
General Counsel

,
o
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