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FAILING RAILROADS

WEDNESDAY, JULY 29, 1970

U.S. SENATE,
COMMITTEE ON COMMERCE,

Washington, D.0 .
The committee met, pursuant to notice, at 10 a.m., in room 1318,

New Senate Office Building, Hon. Vance Hartke, presiding.
Present: Senators Hartke and Cook.
Senator HARTKE. The committee will come to order.

OPENING STATEMENT BY THE CHAIRMAN

The Commerce Committee is in charge of communications and
can't get the microphones to work. I am not too sure we can get the
railroads running either.
Good morning, Mr. Perlman. We are gratified you are here as a

witness. As I explained to you personally, I sincerely regret that
your appearance, which was scheduled originally on July 15, was
unavoidably and suddenly postponed. I want to thank you for your
gracious cooperation, and I want to give you my apologies for the
inconvenience that was caused to you personally by these reschedul-
ing difficulties.
We are continuing our hearings on the rail loan guarantee bills.

Since the bills were prompted by the problems of the Penn Central—
although they did not get up here quick enough to prevent its
filing for bankruptcy—we are very much concerned to learn what
happened in the Penn Central to bring about its collapse. The Penn
Central was created just 2 and a half years ago amidst glowing re-
ports of great savings to be occasioned by the merger, of vastly im-
proved service, and of rationalization of the rail system in the
Northeast.
Today we have this huge carrier in reorganization: throughout

the Nation people are injured because debts will not be paid. Em-
ployees' paychecks have been questioned in some instances at banks.
Headlines raise questions about continuance of railroad services. The
fate of other railroads—who are inextricably bound up with a sys-
tem as large as the Penn Central—are also brought in question.
Transportation service suffers throughout the East and the country.
The Penn Central has been involved in the conglomerate merger

movement. We want to know if its railroad business suffered
through diversion of assets; has management's attention been so con-
centrated on acquiring other businesses that it has not devoted
enough time to the railroad business? These are some of the ques-
tions which have been in the mind of the committee and have been
brought forward in the hearings.

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

(365)
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The corporate structure of the Penn Central is so complex that we
have not been able to get a clear picture of the company's condition.
We can well wonder whether the Penn Central's own management
was similarly bewildered.
Mr. Perlman, we are pleased that you could come down and we

look forward to hearing your testimony.

STATEMENT OF ALFRED E. PERLMAN

Mr. PERL1VIAN. My name is Alfred E. Perlman. My railroad career
started at age 15, 52 years ago during summer vacation from high
school as a locomotive cleaner, known in the days of steam as an en-
gine wiper. Subsequently in summers, I worked as a coach cleaner,
when I got out of school, as a track laborer, and eventually became
chief executive officer of the New York Central, a position held by
me for a longer term than any other chief executive officer on that
system. Upon merger of the New York Central and Pennsylvania, I
became president and chief administrative officer of the merged rail-
road, with the real work of putting the two railroads together both
physically and from the standpoint of the people in the organiza-
tion.
The Reconstruction Finance Corporation borrowed me from the

Northern Pacific Railroad in 1934. My assignment was to study and
recommend programs to help the various then financially troubled
railroads of the United States. By strange coincidence my first rail-
road study was of the New Haven which was then on the verge of
bankruptcy, and later went into bankruptcy. The last was in 1935,
on the Missouri Pacific who had had a S23 million RFC loan and
applied for an additional $75 million. Unfortunately, the study
made by me and two associates disclosed that the Missouri Pacific
could not service that amount of debt in the foreseeable future and
we very reluctantly saw the property placed in the hands of the
court.
The RFC loaned many railroads large sums during that period

and helped avert several bankruptcies. At the same time, it has a re-
cord of being repaid all the money it loaned to the railroads.
In 1936, I was again borrowed, this time from the Burlington

Railroad by the Federal Court which had jurisdiction over the reor-
ganization of the Denver & Rio Grande Western. That railroad had
just gone bankrupt for the fourth time, and had not paid a dividend
in the 76 years of its existence. The court asked me to make a study
of the steps necessary to rehabilitate the railroad and make it a via-
ble system. It had been in the hands of the same Federal judge in
three reorganization proceedings, and he was determined that this
time would be the last.
What started as a 2-year leave from the Burlington lengthened

out to 18 years and the Denver & Rio Grande Western, which com-
peted on one side with the Union Pacific and on the other with the
Santa Fe—two of the strongest systems in the country—became one
of the most prosperous in the region. In the 5 years after its reorga-
nization, the stock was split 11/2 for 1, 3 for 1, and again 3 for 1. So
even the bondholders of the defunct company were paid handsomely,
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if they had the faith to hold onto their securities. In fact, the stock
that came out after the reorganization at less than $5 a share, was
worth $265 within 5 years.
In June, 1954, Robert Young invited me to become president and

chief executive officer of the New York Central system. He took
office as chairman at the same time, and after a week in office, dis-
covered that the railroad was on the verge of bankruptcy. He asked
me, "Aren't you terrified?"
Four months later he wrote me:
Dear Al: The preliminary October 15 man count on the Central is 74,700.

This compares with 89,700 June 15 * * *. Miracles can still happen with an
ownership board and a good ail-around organization wrapped up in one man—
the president.

Sincerely,
Bob.

October 18, 1954 marked a turning point in the fortunes of the
Central. In 4 months, the payroll had been reduced by 15,000 people
with no detriment to the service, and this would mean something
like $165 million savings at this time, and we were on our way to-
ward a 14-year plan of rehabilitation that would see the number of
employees cut in half, better service to the customers, a reduction in
debt, and a profit to the owners. 1967 was one of the most profitable
years in the Central's history.
In 1968, just before merger, New York Central's income from

ground rentals in New York an other real estate properties paid its
fixed charges. Even if it had made no profit at all on the railroad, it
still had a cash flow of $70 million a fear from depreciation, scrap
sales and sales of unneeded operating properties.
At that point in time, the New York Central was in fine shape.

We had prepaid over one quarter of a billion dollars in debt in the
preceding 5 years, and with the exception of a small number of big
four 41/2's which come due in 1977, we had no long-term debt coming
due until 1992.
This hearing reminds me very much of a similar one in 1957 be-

fore the House Interstate and Foreign Commerce Committee, whose
chairman was former Congressman, now Judge Oren Harris. The
issue was identical—that committee had under consideration a bill
which would have guaranteed loans totalling $500 million to ailing
railroads.
At that hearing, my opening statement was to the effect that were

I dying from an incurable disease and in severe pain, I would not
ask for some kind of pill which would keep me living longer but in
the same pain just so the States and communities could be paid
their taxes and other tribute.
My state of mind is exactly the same today. The Transportation

Act of 1958 resulted from those hearings. It was clearly the intent
of Congress in enacting that law that the railroads were to have
greater freedom in making rates, and that rail rates were not to be
kept artificially high in order to protect other competitive modes.
Yet, thanks to Commission in the Ingot Molds case, and court deci-
sions, we are virtually where we were 12 years ago in this regard.
Another section of the act in 1958 was clearly intended to permit

the discontinuance of passenger trains, whose losses could be shown

•
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to be a serious burden on interstate commerce. Many such trains
were discontinued under that section, but many are still running. So
many, in fact, that Penn Central lost $104 million in 1969 in passen-
ger train service on the fully allocated system prescribed by the In-
terstate Commerce Commission.
Now, as I contemplate the fact that President Kennedy, in his

first transportation message to the Congress, said the national trans-
portation policy is "a chaotic patchwork of archaic regulation," and
as I contemplate- the fact that, since he made that statement nothing
has been done to alleviate this—in fact, it has become more chaotic
than at that time—I worry, as a taxpayer, about the Government
loaning money to an industry which is not permitted to compete on
equal terms with its peers.
When I see the billions poured out in building the Interstate

Highway System which the newspapers on Tuesday said would cost
twice the dollars first contemplated, huge sums spent by the Army
Engineers dredging the canals and other waterways, and the tremen-
dous Federal funds being poured out to expand airports and to pay
the Federal controllers who land the planes for the airlines, and for
research and development of new aircraft, • hesitate to say "me too"
for the railroad industry.
However, when one considers that the steel wheel on the steel rail

is still the most efficient method of conducting mass transportation, I
think it is tragic to see this form of transportation relegated to the
ash heap by the unequal burdens which are placed upon it.
I would like to put into the record two editorials in this morning's

New York Times. One is headed "Too Much for Highways" and the
second "Not Enough for Rails."

Senator HARTKE. Both of those will be included in the record, yes.
Mr. PERLMAN. Thank you.
(The editorials follow:)

[From the New York Times, July 28, 1970]

IN THE NATION: How TO HELP THE MOTORIST

(By Tom Wicker)

WASHINGTON, July 27—Many an American has recently been trapped in a
crawling line of freeway traffic, awash in fumes and frustration, as he headed
with his family for the seashore or the mountains. In the heat of that ordeal,
his first impulse surely would be to egg on a Congress that is getting ready to
increase the national investment in the Interstate Highway System to $75 bil-
lion. But maybe we all ought to think again about the implications of that in-
vestment.
The interstate system was authorized in 1956, with its total cost estimated

at $41 billion. Any day now actual spending on the 70 per cent of it that is
completed will pass that figure. Federal participation already is authorized for
$50.6 billion, the Department of Transportation has requested $12 billion more
and a House subcommittee is reported ready to add $5 billion to the request.
The total cost (on the 90-10 Federal-state financing scheme) will thus rise
past $75 billion when the system is completed, maybe in 1978, maybe not.
The 30,000 miles of the interstate system now in use form is no doubt as

splendid a primary highway system as any nation can boast. Yet is it only a
small part of the total freeway and toll-road system, to say nothing of all the
other highways required for the 90 million automobiles on the roads in Amer-
ica, and the 3 million that join them every year.
In June, Senator Jennings Randolph, the chairman of the Public Works

Committee's subcommittee on roads, reported the staggering fact that the Na-
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tional Organization of State Highway Officials "estimate[s] that the national

highway needs for the next fifteen years will cost $320 billion." That is just

under the present national debt, which was about $375 billion at the end of

the 1970 fiscal year; it is more than $21 billion a year, Federal, state and

local, just for highways.
AGAINST DIVERTING FUNDS

Senator Randolph is well aware of this cost; he proposed to use part of the

Highway Trust Fund to help develop bus transportation systems that would

limit the need for more highways. But that would be a minor relief, at best,

and the Senator left no doubt that he would stand firmly against diversion of

any part of the trust fund to other transportation modes or programs. This

has a surface validity because the trust fund, which puts $4 to $5 billion a

year into highways, derives from highway user taxes.

ADVANTAGE OF AIDING RAILS

But compare, for instance, the annual outlay from the trust fund, not to

mention the $21-billion total annual estimate of the state highway officials, to

the proposed expenditures of the national rail corporation the Senate has ap-

proved. To operate the entire national railway passenger network, it would get

loan guarantees of $135 million for buying new equipment and a Federal ap-

propriation of $60 million—not annually, but one time only.
Yet, one railroad line can handle—without pollution—as many people in the

same time span as ten to twenty lines of highway; the advent of the Metroli-

ner increased rail passenger travel in the Northeast corridor by 50 per cent in

eight months, easing by that huge amount the pressure on highways and air-

lines. In Japan, the new Tokaido line's "Bullet" trains are carrying over

200,000 passengers a day. Upgraded train service between major British cities

has resulted in a 60 per cent increase in rail passengers.
Moreover, if the Federal Government would fundamentally alter national

transportation priorities by buying up, refurbishing and then operating all the

passenger and commuter rail lines in the country, the cost would not even ap-

proach $320 billion in fifteen years. Plenty would remain for reasonable and

necessary highway expenditures.
Congress must certainly keep its commitments to the states for the inter-

state system, but the nation need not go on forever in its disastrous, near-total

commitment to the one mode of transportation—the private auto—that is least

efficient and most costly and destructive. When the Highway Trust Fund is re-

newed in 1972, some of its income could be diverted to mass transit and in-

tercity rail systems; and by relieving the pressure on highways, that would

serve the motorist better than any other single step.

[From the New York Times, July 29, 1970]

Too MUCH FOR HIGHWAYS. . .

Congress and the American people are nearing a fundamental decision on

transportation policy revolving about the Highway Trust Fund, which is sched-

uled to go out of existence on Sept. 30, 1972. The Nixon Administration has

asked Congress to extend it for another four years, and House and Senate

committees have begun hearings.
Established in 1956 to finance the Interstate Highway System, the fund is

fed by the Federal tax of four cents a gallon on gasoline and by lesser excise
taxes. Since this money can only be used to build new highways and since the

Federal Government pays 90 per cent of the construction, the mere existence

of the fund is a self-perpetuating engine which generates tremendous pressure

on the states to go ahead with ever more ambitious road projects. The fund's

annual revenue now approximates $5 billion and over the next several years

will inexorably rise to $6.5 billion. Is it really necessary to spend this vast

sum each year on new highways?
By contrast, only $156 million was spent in the last year in Federal aid for

subways, buslines and other forms of urban mass transit. In the past dozen

years, $50 billion has been spent to build highways, fifty times as much as the
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Federal Government has devoted to mass transit. It is now expected that the
Interstate Highway System will cost almost twice the original estimate—$75
billion instead of $41 billion.

It is not sound public policy for Congress to freeze such large tax revenues
in any fund devoted to a single narrow purpose. But Congress has become
wedded to the trust fund concept, and private interest group pressures make
its abolition highly unlikely. This year a fund to finance airports was created.
As a practical matter, the issue before Congress is whether the highway and

airport funds can be broadened into a single Transportation Trust Fund.
Urban mass transit, railroad passenger service and other transport needs could
then be considered and reconciled in accordance with a rational plan. The
bankruptcy of the Penn Central, the inadequate service on the Long Island
Rail Road and other commuter railroads, the headlong decline in railroad pas-
senger service and its actual disappearance in many states, the ever-intensify-
ing traffic jams in every city, and the shortage and undependability of bus
service in both cities and suburban towns are the exhausting evidence of the
lack of a coherent policy.
The nation's governors and mayors are urging Congress to introduce flexibil-

ity into the operations of the highway fund. They want each state to have the
option to use part of its Federal highway funds for mass transit. Representa-
tive Edward I. Koch of Manhattan and other members of Congress are push-
ing bills to allocate the 7 per cent auto excise tax, which now goes into the
Treasury's general revenues, to a new Urban Mass Transportation Trust Fund
as a transitional step toward a merger of all the transportation funds. Senator
Jennings Randolph of West Virginia has introduced a modest measure to per-
mit the diversion of Federal highway funds for operation—but not construc-
tion—of mass transit in urban areas.

Secretary of Transportation John A. Volpe is well aware of these rising
pressures. But he has been notably timid in offering any leadership for reform.
In presenting the Administration recommendations for extension- of the High-
way Trust Fund, he recognized the desirability of balancing mass transit
against the imperious demands of the truck and the private automobile but he
ventured nothing more than a pious acknowledgement. He suggested no change
except to make safety research and the pathetically starved program for re-
moval of billboards eligible for comparatively small sums from the Highway
Trust Fund.

Naturally this feeble proposal evoked ritualistic outcries from those well-
known enemies of common sense, Representatives John C. Kluczynski, the Chi-
cago Democrat who is chairman of the roads subcommittee, and William C.
Cramer, the Florida Republican who is the ranking minority member. Messrs.
Kluczynski and Cramer have been vocal and attentive servitors of the highway
lobby for many years.

If Secretary Volpe defaults to the highway lobby, the nonpolicy of the last
fifteen years will continue to prevail with increasingly disastrous consequences.
The time of decision is rapidly approaching. Whenever it comes, the battle for
a rational, balanced transportation policy is sure to be hard and bruising. The
longer Secretary Volpe is timid and evasive the less likely is a victory for the
public good.

. . . NOT ENOUGH FOR RAILS

"My God, my God, now I know what hell looks like," a dazed young woman
gasped as she was led from a stalled train through the Penn Central Rail-
road's smoke-filled Park Avenue tunnel.

This commuter's vision of Hades was the result of what another Penn Cen-
tral passenger grimly described as "our semimonthly Monday-morning fire," a
blaze that flared up after a third-rail short circuit. It followed by just two
weeks another fire on the Penn Central's tracks—at the Harlem River draw-
bridge—that also caused anguishing delays, though less discomfort and peril,
for thousands of railroad patrons.

Rail commuters have been relatively lucky—so far. At least there have been
no serious injuries in Penn Centrars latest two major mishaps. Two weeks ago
37 subway passengers were injured in Brooklyn in an accident that also sent
commuters groping their way through darkness in the Metropolitan Transpor-
tation Authority's own version of the netherworld: That was the second major
subway accident in New York within two months, the fourth in seven months.
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These ominous breakdowns in the metropolitan area's mass tran
sit system

have been met with bland assurances by transit authorities.
 "Believe it or

not," a railway spokesman commented, "service on the Penn Ce
ntral is getting

a lot better." One thing is sure: it could hardly get worse. 
Dr. William J.

Ronan, chairman of the MTA, boasted after the latest subway accid
ent: "The

New York subway system is still the safest in the world."

A New York Times survey of the record of other major subway 
systems in

the world casts doubt on the validity of that claim. At any rate
, commuters

who have experienced the dark in the tunnels are not going to be
 satisfied

with such evident complacency, nor will anyone else who has wat
ched the

mounting record of mishaps.
It is time transportation authorities owned up more frankly in publi

c to the

gross and dangerous inadequacies of the neglected facilities they 
have inher-

ited and more vigorously led the fight for the massive public investmen
t that

is essential to give this city and the nation the safe and reliable mass 
transit

systems they urgently need.

Mr. PERUVIAN. I would also like to ask that an editorial which ap-

peared July 8 in the New York Times be made a part of this record

and I should like to read it to you because I think it is very impor-

tant.
Senator HARTKE. All right.
Mr. PERLMAN. It is headed "Avoiding More Penn Centrals " * "

In its last desperate efforts to avoid bankruptcy by seeking a $225-millio
n

short-term loan guarantee from the Department of Defense, the Penn C
entral

submitted a confidential financial plan and forecast. This plan indicated 
that

Penn Central's management expected to lose $271 million this year. N
ext year,

however, it would have done better: management foresaw losses of onl
y $221

million.

I would like to make this plain these are not my figures. This is

after I had any responsibility for these figures. But I am just read-

ing the New York Times.
It is distressing that it has taken this Penn Central catastrophe to focus n

a-

tional attention on the railroads. In working out a better national t
ransporta-

tion policy, however, one must avoid overgeneralizing from the Penn C
entral

case. Not every railroad is in trouble; some are doing quite well. Policies 
to

reorganize and rebuild the Penn Central must not impose a rate str
ucture or

system of subsidies that will destroy what health is left among America
n rail-

roads.
The Association of American Railroads is petitioning the Federal Gover

n-

ment for more than $1 billion a year in subsidies, warning that if these are

not forthcoming the nation will face "an ever increasing number of ban
krupt-

cies." Before the Government plunges down the subsidy route, it must take a

probing look at the regulatory policies and practices that have done so 
much

to produce the existing situation. A major reason why the old Pennsy d
iversi-

fied into real estate and other nontransportation ventures is that Governm
ent

regulators would have blocked it if it had sought to move into tr
ucking,

barges, aviation or any other part of the transportation business.

Yet one of the basic solutions to the nation's rail and general transpor
t

problem may be to permit the development of horizontal integration 
among

different modes of transportation. Unified transportation companies would
 be

able to offer the public a range of services that could be produced by u
sing

the mode—whether freight cars, trucks, barges, or planes—that could do th
e

best job with the least resources.
Instead, archaic forms of regulation have chopped up the supply of tran

spor-

tation into discrete categories. Rates are set with scant regard for the lowest

costs and most efficient means of providing services. This sort of regulation i
s

one reason for the low profitability and, to a considerable extent, the p
oor

managerial practices of many railroads. By damaging profitability, it also ac-

counts in large part for the poor record on technological innovation.

I might say the United States is the only country in the world that

does not permit integrated transportation. And it is not by law, it is
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by bureaucratic fiat of these various bureaus. And I think it is
tragic.
Up in Canada, the Canadian Pacific has airlines that span the

world, steamship lines that span the world, truck lines, and no one
says that it is in anything but the public interest.

Without a thoroughgoing modernization not only of the technology of rail-
roads but also of Government regulation and of the structure of the transpor-
tation industry, there will be an endlessly growing financial burden upon
taxpayers—accompanied by a gradual worsening of services. In such a case, it
might be better to nationalize the roads and have done with it, rather than
pour billions into an allegedly private enterprise that is absolutely essential to
the country and yet cannot keep its head above water.

I agree with everything except the last sentence.
I would like to talk for a moment about nationalization which I

haven't in this record. But, I was head of the delegation to the In-
ternational Railway Cybernetics Conference in Tokyo about 3
months ago. I have headed these conferences for the U.S. railways
all over the world. And this is the computer and communications
end of the railroad business. The Japanese national railroads had a,
bulletin there showing the financial situation of the Japanese rail-
roads since the year 1960. The Japanese railroads have only about 20
percent freight, because most of their industry is on water, on the is-
lands, and most of it is passenger business. The other 80 percent.
They made a profit up until 1963, through 1963, on their railway,
they made a good profit. The Tokaido line was cut in during the fall
of 1964. In that year they lost, for the first time in that decade,
money. And they lost about $90 million. The next year they had the
line cut in for the whole year and they lost $340 million.
The next year they increased their rates 31 percent, passenger

rates, for everything, commuter lines and everything, and they still
lost about $170 million.
I am giving you rough figures, because this is in yen here.
The next year they increased the loss 50 percent over the year be-

fore and the next year they increased the loss 50 percent. They are
now losing over $500 million a year.
I was in Tokyo 3 years ago and the Japanese railway officers weren't

permitted to go out on the railroad with me because the Japa-
nese Congress was holding an investigation of why the railroad was
losing so much money at the time. So I don't think nationalization
is any cure for the situation.
Dealing specifically with the Penn Central, the new system of in-

terstate highways and the expansion of other forms of transporta-
tion in the Northeast quadrant, the flight of heavy industry to the
West and South where labor and other costs, including taxation, ap-
peared more favorable, caused the relative volume of business best
handled by the railroads to steadily decline. New England, where I
went to school had been the heart of the leather and textile indus-
tries, as well as heavy electrical and other machine manufacturing,
now has a new type of light industry based on electronics and simi-
lar products. The traffic of these light industries does not offer high
volume tonnage to the railroads.
The St. Lawrence Seaway was built on the promise of being self-

sustaining, but it has not begun to live up to that promise. The re-
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suit is that even the subsidized American Merchant Marine, paying
wholly inadequate tolls, cannot compete with foreign flagships and
have gone out of business in the St. Lawrence Seaway.
The foreign bottoms dump foreign goods into the Midwest in cut-

throat competition to American producers. Moreover, their rates to
the lake ports are generally the same as rates for east coast delivery,
and preclude any profit on rail shipments made from Atlantic coast
ports to inland receivers.
As a result, American steel mills have practically given up the

production of certain products. For example, there is no longer any
significant domestic production of barbed wire. Domestic production
of steel reinforcing bars has virtually dried up. It is a disturbing
sight to see thousands of foreign automobiles being unloaded in De-
troit from foreign ships.
By the same token, the tremendous volume of interstate highways

built in the Northeast section of the country and the rapid expan-
sion of air facilities contributed to the declining volume of rail traf-
fic. Rail capacity was seriously underutilized, and the cost of main-
taining the excess capacity became an ever increasing burden.
Reduction of the excess capacity was imperative, and mergers pro-
vided an obvious and perhaps the only solution.
I was schooled under Professor Ripley of Harvard, who was com-

missioned by the ICC under the Transportation Act of 1920 to study
the possibility of achieving competitively balanced rail systems in
the United States. Further, I had a keen interest in the formulation
of the so-called Prince Plan for consolidation of the railroads. It
was my belief that a system composed of the B. & O-C. & 0.-New
York Central to compete in the East with a system composed of the
Pennsylvania and their controlled Norfolk & Western and other sat-
ellites would be the optimum competitively balanced solution. This
would have divided between the two systems the profitable Pocahon-
tas coal and likewise have distributed the passenger deficit burden
equitably among the two systems.

Unfortunately, the Interstate Commerce Commission refused to
recognize the need for regionally balanced systems. In the C. & 0.-
B. & 0.-Central proceedings, the examiner in the case specifically
excluded from the record, testimony looking toward the creation of
competitive balance in the region.

Despite my earlier leanings toward a consolidation of Eastern rail-
roads into two systems, the Penn Central can be made to work and
the resulting system can be viable. We recognized almost from the
beginning that we would have to pay certain penalties as a price for
the merger,- and that, for a time, these penalties would more than
absorb any merger savings. We calculated that, during the first year
after merger, these penalties would exceed the attained merger bene-
fits by $82 million. This resulted from the fact that we were re-
quired to reinstate over 5,000 former employees who were no longer
needed but had been on the payroll when the merger agreement was
signed. These people could be removed only by normal retirement or
death, unless they agreed to separation upon the payment of a cer-
tain amount of salary. It averages about 16 months.
There were other penalties prescribed by the ICC. One of these re-

quired us to indemnify other railroads for fluctuations in their busi-
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ness caused by the merger. We were also required to t
ake over, at a

fantastic cost, the bankrupt New Haven, which had sh
own a $22

million deficit the previous year.
In the second year, 1969, the cash loss after merger saving

s was

estimated to be $53 million, stemming from the same causes.

This year, because of merger savings and attrition, the cash 
loss

was estimated to have been $3 million. Next year, when a substa
ntial

part of the merger savings were to have been realized, a cash
 sav-

ings of $31,000,000 was to accrue to the company, and in 1972, 
these

savings were estimated to become $60 million. The full $81 mi
llion

savings were expected to be achieved in 1973. 
Therefore, we knew that we faced substantial losses in the first 2

years from these causes. On top of that, in order to achieve the

merger savings, we had to spend a large amount of cash on the iphysical plant. For example, we had two passenger stations n Chi-

cago. We had to construct a physical connection between the tracks

so that one station could handle all the business previously handled

by two. This was true of freight yards in 35 cities. Not only were

connections required but, because one facility had to handle the busi-

ness of both former railroads, very substantial increased capacity

had to be added to 10 of the yards. The cost for this work at the

end of 1969 amounted to $121 million and resulted in savings of $74

million annually. Where we had expected to get $81 million by 1975,

we already had $74 million in 2 years of the merger. We have heard

a lot of carping from some sidewalk superintendents about what

happened in the last 2 years. But I think this is an amazing per-

formance to have been able to speed up the merger of these two

companies physically as quickly as has been done. Because the more

quickly these changes could be made, the more quickly we could

achieve the savings necessary to offset the tremendous penalties we
accepted as a price for approval of the merger.

Despite these penalties, Penn Central would not, in my opinion, be

in reorganization today had it not been for other circumstances.
These circumstances include a recession in the industries which pro-
vide a large part of our profitable traffic, the inflationary spiral in
wages and material costs, coupled with our chronic inability to keep
pace by increasing rates, and the present extremely high cost of
money. For example, Penn Central is the largest transporter of au-
tomobiles. Steel is more subject than any other industry to cyclical
changes in the economy. You gentlemen are all aware of what has
been happening in these areas.

Railroads have one of the highest ratios of labor to overall operat-
ing expenses of any industry. Inflationary trends, which have in-
creased wages far beyond any possibility of meeting these increases
with increased productivity, have put a profit crunch on the indus-
try that cannot be met by the present system of rate increases.
It is historical that rate increases follow wage increases in our in-

dustry by about a year, and in many cases are not achieved even at
that time. With the tremendous inflation in wages, taxes and mate-
rial prices, railroad rates are still lagging at 1958 levels.
. I am told that wage increases which the Penn Central is now pay-
ing, including fringe benefits, are running 101/2 percent above last
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year, and the rate increases which have so far been received, in the
overall, will probably not be over 3 percent.

Since an average of two-thirds of railway costs are fixed and one-
third variable, this has had an impact on many other railroads, and
I note that despite an increase in revenues, the Santa Fe's net is
down 41 percent for the second quarter of this year as contrasted
with last and the merged Burlington Northern shows a net of 25
cents per share for the second quarter compared with 57 cents for
last year. And the rich N. & W. has found it necessary by this
morning's paper to reduce its dividend. Add to this the unavailabil-
ity of money, even at rates which would have been thought usurious
a couple of years ago. This alone has added enormously to the bur-
den of even the more efficiently managed railroads, which had a
high debt structure because it was not reduced through former reor-
ganizations, as were many of the more marginal lines.

Further, the securities markets have felt the effect of the infla-
tionary spiral so that the value of collateral used to secure loans has
tumbled to prices which can no longer support the loans. This also
greatly aggravated the Penn Central cash situation.
When we merged the N. & W. stock was around 130 and it is 60

today and this was collateral for a great many of the loans.
On top of all this, both the Pennsylvania and the New York Cen-

tral were, prior to merger, the largest handlers of mail in the
United States.
Just about the time of the merger the Post Office Department di-

verted mail from rail passenger trains to air and other means, caus-
ing a tremendous loss in revenue. Not only were we faced with the
loss of revenues, but the thousands of employees on our payroll en-
gaged in handling- mail had to be kept on our payroll or paid off.
The Government didn't pay off the mail handlers. Yet the passenger
trains which had been handling the mail were not permitted to be
discontinued under what amounted to a freeze on discontinuances by
the ICC.
The combination of all these factors makes necessary some method

by which cash can be made available to meet the falling working
capital position of railroads and to make funds available to provide
rolling stock, physical improvements and automation. These invest-
ments in plant will help to attain an increased productivity to meet
in some part the spiraling wage costs.
I have with me the 1969 improvement budget which was not even

submitted to the board of directors by the chairman because of lack
of cash. And yet this contains items which would permit over 200
percent return on the investment if we had the money to do the
work. This is a total budget. It is in three categories. One category
is what has to be done for safety, the bridges that have to be rebuilt,
track that has to be rebuilt, the ballast that has to be taken care of.
The second category is the items that have to be done for holding

the business we have or getting new business. Liek new spur tracks
for new industry coming in, or certain kinds of freight cars for the
automobile industry, or the steel industry.
The third category is made up of what savings could be made

through technology, if we had the money to do the work. And these
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are three categories of the savings that could be made through tech-
nology. One is 35 percent to 50 percent, one is divided 50 percent to
75 percent, and these are savings over 75 percent in this third book.

Senator HARTKE. Those will all be included for reference in the
committee files.
When was that submitted?
Mr. PERLMAN. That was submitted almost a year—let's see. It

was submitted in the fall of 1968 to the chairman of the board.
Senator HARTKE. For implementation following that for your next

budget year, right?
Mr. PERLMAN. That is right.
Senator HARTKE. What was the total amount of that budget re-

quest by division? Can you give us that? You have three divisions.
Mr. PERLMAN. Yes. I will have to take a little time to dig that all

out here. I will submit it to you.
Senator HARTKE. The reason I asked that, Mr. Perlman, is simply

to determine—an item I want to return to later—the availability of
resources to make those improvements that you have designated
there. In other words, you had a priority list of basically three
groups as I understand it.
Mr. PERLMAN. That is right. We had to do the safety items.
Senator HARTKE. Yes, you had to do that. That is a requirement

necessary for your operation. But that did not provide the biggest
return, isn't that true?

Air. PERLMAN. It didn't provide any return practically.
Senator HARTKE. Well, it provided a savings over failing to make

the safety improvements 
Mr. PERLMAN. Well, if a bridge corrodes, if the steel corrodes and

has to be replaced, that is no real saving. And the same way the rail
wears out and you have to put new rail in, so there is really no sav-
ing there.
The second item, where you can get more business is an item that

is very important, because your operating ratios depend on two
things, your revenues and your expenses. You can cut expenses but
if your revenues drop at the same time your operating ratio is just
as badly off and the net income is just as badly off.
Senator HARTKE. Yes; I didn't want to interrupt you, but maybe

I will at this point.
There was a basic division in concept of operation between the

Penn and the B. & 0.; is that correct?
Mr. PERLMAN. B. & 0.?
Senator HARTKE. A basic difference between the New York Cen-

tral and the Penn as to how they looked at what business they
wanted? Let me put it in a question form.

Basically the Penn looked for big volume?
Mr. PERLMAN. Yes.
Senator HARTKE. And the New York Central did more of theirs

on a selective basis, looking for profitable business rather than on
massive volume-?
Mr. PERLMAN. That is correct. The New York Central had a very

intelligent and aggressive marketing department to work out which
were the most profitable items and which should be solicited, what
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time should be spent by salesmen and others in trying to get that

business. And the Penn, which had been basically a railroad built

around the steel industry, and a heavy volume of coal, ore, and steel,

was more interested in getting volume and did not go into the prof-
itability as much as the New York Central.

Senator HARTKE. When did the New York Central institute this

new marketing concept?
Mr. PERLMAN. About 9 years ago. It was among the first railroads

in the country to do that. The old traffic department was the sales
department of the railroads. And we divided the traffic department
into two departments, sales and marketing. The marketing people
made studies of what traffic was available, competitive traffic, if it
were priced properly, what traffic should be priced at, to be profita-
ble, and what traffic the sales department should concentrate on in
its solicitation.

Senator HARTKE. In reference to these budget items you referred
to here, can they be made available to the committee?
Mr. PERLMAN. Oh, yes, certainly.
Senator HARTKE. Fine. We will include them by reference, not re-

produce them in the record. They will be included as a part of the
committee file.
Mr. PERLMAN. Yes; I just marked a few that are over 100 percent

in return in here. I think you will find them very interesting.
Senator HARTKE. Let me proceed now on this basic conceptual dif-

ference as to operation in the field of marketing.
Was this concept which the New York Central used of going to-

ward profitable business as contrasted with big volume (which was
the concept used by the Penn Railroad prior to the merger), which
concept was the prevailing one after the merger?
Mr. PERLMAN. Well, after the merger the man in charge of this

department happened to be a Penn officer and I don't think he was
too interested in the marketing situation. But he was later changed.

Senator HARTKE. How long did he stay?
Mr. PERLMAN. He stayed until I left.
Senator HARTKE. All right. Now I think this maybe puts in focus

a little bit some of the problems as they appear at least on the sur-
face.
Who did he report to?
Mr. PERLMAN. Ostensibly to me.
Senator HARTKE. Yes, but if you had had the really complete au-

thority, you would have instituted the same type of marketing con-
cept that was used effectively by the New York Central?
Mr. PERLMAN. That is correct.
Senator HARTKE. But because of the situation after the merger.

you did have the Pennsylvania man who, although theoretically re-
ported to you, in effect did not report to you; is that correct?
Mr. PERLMAN. That is correct. He wrote directly to the chairman.
Senator HARTKE. You may proceed.
Mr. PERLMAN. Early in my statement I told you I was reminded

of my appearance before the House Interstate and Foreign Com-
merce Committee, 13 years ago, testifying on a loan program similar
to that before you. I repeat what I said at that time—it is my con-

50-934-71—pt. 2-2
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sidered judgment that any program of extending loans to railroads
will be a temporary palliative, but in the long run will be ineffectual
unless and until Congress addresses itself to curing the basic ills
confronting the transportation industry and until Congress resolves
to treat railroad equitably with their competitors.
I shall be glad to answer any questions members of the committee

may have. And thank you for your courteous attention.
Senator HARTKE. Let me proceed on something that is not covered

in your statement, but an item which is at least of collateral interest
as far as the committee is concerned.
Since the reorganization has been filed of course, and the trustees

have been named, four of them, Mr. Willard Wirtz of course, who
has no railroad background that I know of—isn't that true?
Mr. PERLMAN. Yes.
Senator HARTKE. Jervis Langdon, Jr., is the president of the Rock

Island?
Mr. PERLMAN. Yes, sir.
Senator HARTKE. Is he basically, although a railroad man, can you

in general describe whether he is considered to be an operations man
or not?
Mr. PERLMAN. Jervis Langdon is a professional lawyer who is a

very well rounded in rates and regulatory practices. He is very
much in favor of this marketing concept of which we have been
speaking. He is a very intelligent man but he has had no operating
experience.
Senator HARTKE. Now, as far as Mr. Baker, he is a former dean of

Harvard Business School. He also has never been in the operation of
railroads, isn't that true?
Mr. PERLMAN. He was professor of transportation at Harvard

Business School before he was dean, and he is very well informed as
to the policies and regulatory facets of the whole transportation in-
dustry. He is a very well rounded man in transportation. But he has
had no operating experience in the railroads, that is true.
Senator HARTKE. Now Mr. Bond also is not a railroad man, isn't

that true?
Mr. PERLMAN. That is true.
Senator HARTKE. He is president of Wanamaker's, he has headed

Wanamaker's for some time. The Interstate Commerce Commission
forwarded its approval of these trustees yesterday.
Now do you anticipate that under normal circumstances under a

reorganization of this kind that they would seek to find somebody
who has operating experience?
Mr. PERLMAN. Well, I think they should and I imagine they are. I

would respectfully go back on my own experience on the Rio
Grande. The two trustees were a lawyer and a banker, but they let
the operating man run the railroad. I see nothing wrong with the
group that is appointed as trustees now provided they do have a
good man in the operations end, because Langdon is good in the
marketing and traffic, and the other end, and he could balance out a
good operating man.
Senator HARTKE. I understand that. But our primary concern is to

keep the system moving, keep the railroad running.
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Mr. PERLMAN. Yes.
Senator HARTKE. Now insofar as Mr. Bond is concer

ned, are you

familiar with the law firm of Dechert, Price, and R
hoads?

Mr. PERLMAN. I have heard of it, but I am not fami
liar with it. I

got a letter from them just the other day about somet
hing the court

had said or something. But I have had no other dea
lings with them.

Senator HARTKE. You know they were the law firm t
hat filed the

petition for bankruptcy?
Mr. PERLMAN. Yes, sir.
Senator HARTKE. Did you know Mr. Bond's son is a 

member of

that law firm?
Mr. PERLMAN. Mr. Bond's son? No.
Senator HARTKE. Did you know also Mr. Saunders' son

 is a mem-

ber of that firm?
Mr. PERLMAN. No, sir.
Senator HARTKE. I thought that was rather interesting. I t

hink it

is something we should at least keep alert to. I want to 
return at

this moment to this question concerning this marketing con
cept and

this question of authority after the merger occurred.

As you said, the man in charge of the marketing generally 
speak-

ing was a Pennsylvania man.
Mr. PERLMAN. That is right.
Senator HARTKE. As I gather it, you would have instituted, if

 you

had had the authority to have done so, the same basic mar
keting

concept that you used for the New York Central.

Mr. PERLMAN. Yes, sir.
Senator HARTKE. But could you not get that done; why not?

Mr. PERLMAN. If you notice the people at the heads of the depar
t-

ments of the merged company, everyone was from the Pennsylvan
ia

Railroad except myself. To me it was not a merger, it was a takeov
er,

frankly.
Senator HARTKE. It was not a merger, it was a takeover. I think

that is at the heart of this. I think this really is why to a great e
x-

tent, going back into the merger from the very beginning, it has

been one that required just a little more concern than has hertofo
re

been given to this.
Now in this what you call takeover was it a requirement that you

retain those people at the heads of the departments?

Mr. PERLMAN. Yes, sir; unless I got permission from the chair-

man to replace them.
Senator HARTKE. In your opinion, without being disrespectful to

any of these people, was the best man put in the best job?

Mr. PERLMAN. No, sir.
Senator HARTKE. Now you see this is at the heart of what I am

talking about. Mr. Saunders was here last week, and in his testi-

mony, when I was questioning him about this policy as to what hap-

pened in regard to the line of authority, he made this statement:

Mr. Perlman, when the merger occurred, was over 65 years of age
. He had

recognized as well as we did that he had a contract to stay on
 for three years,

and we wanted him to stay on for a good period of time becau
se he knew

much more about the New York Central than any of our—I say ou
r—my point

is that Mr. Perman is not a New York Central man originally. 
He came from

the Denver Rio Grande. I am not a Pennsylvania man originally. I
 came from
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Norfolk Western Railroad. This has a lot to do with a lot of this talk about
fighting between us.

But this is prelude.
But he says:
Mr. Perlman and I agreed at the outset of the merger that we would put

the best man in every job that we thought was qualified for it regardless of
whether he was a Penn Central or New York Central man.

Mr. PERLMAN. I would say this in mitigation of what Mr. Saun-
ders said. The Pennsylvania men were the senior men. We had a
young, aggressive team that was gathered from all over the country.
The Pennsylvania men had risen through certain departments on the
Pennsylvania and had been the older generation. I had hoped that
they would welcome the younger men and help them, and use their
know-how to make some changes in the methods. Because it has al-
ways been my feeling, and this was accentuated at the Harvard Busi-
ness School, there is no one answer to a business problem.
I might have thought I had the right answer to this problem, and

maybe Mr. Saunders knew better. I have tried to be openminded
about these things and tried to go along with what he, as chairman,
felt should be done, because my illustration that I always use to our
people about this fact that there is no one answer is if you go to
Woolworth's or J. C. Penney's or Macy's or any of those large
chains of merchandisers and ask them what the secret of their suc-
cess is, they say "low markup and a very high turnover, volume."
Just like the Pennsylvania believed in volume. And yet Gimbel's,

their 34th Street store competes with all of these stores, also Saks
Fifth Avenue, and Saks Fifth Avenue has a very low turnover and
high markup, just the opposite, and probably makes more money
than Gimbel's.
So I have always felt there are so many intangibles in a businessproblem that I didn't know all of the answers. I had hoped thatthese men that were put in there, because they were senior men,would welcome the younger men. Instead of that we lost quite a_number of them. The younger men just wouldn't stay.
Senator HARTKE. Well in line with that, Mr. Saunders said in histestimony, that:
When Mr. Perlman was president, he was in charge of railroad operationsand he had full authority. He may not agree completely with this, but he wasgiven complete responsibility.

Now in line with that, when you testified before for the mergerback in, before the Interstate Commerce Commission, dockets 21989and 21990, on page 31 of your statement there you said—and thiswas before the merger—"I read the allegations that the size of themerged company would preclude manageability."
And your comment to your own statement was "This is nonsense."Do you still agree?
Mr. PERLMAN. I still agree.
Senator HARTKE. Do you agree with the statement that Mr. Saun-ders presented to us, when he said the question was not the questionof bad management, but unmanageability?
Mr. PERLMAN. Well, I tried to read over his statement and he, Isuppose, used an unfortunate word. I think what he was trying to
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say was it was the regulation of the industry which made it impossi-
ble to do the same kind of a job as an unregulated industry.
Now the New York Central, for instance, in part of the property

above the Grand Central terminal, now has three hotels they run,
and the fourth, Waldorf Astoria which they own but lease out. As
the leases ran out, we took over the operation of the hotels and we
made more money than the various hotel chains had made. Hotel
Corp. of America had one, Hilton had one and others. And without
any regulation of the hotels, where we could act independently, we
could do better than those chains did. But running a railroad, with
all of the regulation that you have, it would take Solomon or some-
body else td try to do the job properly. I think this is what he tried
to point out.

Senator HARTKE. Mr. Perlman, I think I understand what you
are saying. I understand your criticism of the Interstate Commerce
Commission in moving by bureaucractic fiat rather than by legisla-
tive procedures. We have attempted in the Congress, at least in the
Senate, to correct some of those deficiencies. We have passed a rail-
road passenger bill, we have passed the antidiscrimination tax bill
and at the same time we have begun hearings on the National
Transportation Act to go ahead and proceed along other lines. But
in spite of the fact, the New York Central was operating under the
same handicaps to which you refer prior to the merger that oc-
curred after the merger, isn't that true?
Mr. PEARLMAN. That is true; yes sir.
Senator HARTKE. And those difficulties to which you refer existed

in the 12-year period or 25-year period prior to that time as well as
they did after the merger occurred.
Now in your statement you refer here to the fact that 1967 was

one of the most profitable years in the Central's history.
Mr. PERLMAN. Yes, sir.
Senator HARTKE. Basically isn't this—correct me if I am wrong in

this summary—the New York Central, in spite of all of its difficul-
ties was not on the edge of bankruptcy at the time of the merger?
Mr.- PERLMAN. We thought we were depressionproof at that time.
Senator HARTKE. You thought you were depressionproof. All

right.
And you had moved effectively then from taking over at a time

when Robert Young himself at that time thought you would have to
go into bankruptcy, you had successfully taken that operation to the
place where not alone was it manageable, but as far as the corporate
structure was concerned, it was back in better shape. You had insti-
tuted a new system of marketing, your cash flow was in good shape,
was it not?
Mr. PERLMAN. Yes, sir.
Senator HARTKE. You were not seriously jeopardized, although

you needed more money.
Mr. PERLMAN. That is right.
Senator HARTKE. And you headed the New York Central into an

operation that was moving forward.
Mr. PERLMAN. Yes, sir.
Senator HARTKE. That is in direct contradiction, however, to the

statement Mr. Saunders presents to us. I am not trying to do any-
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thing to extend this conflict of opinion, except to try to unravel
what appears to be a very complicated operation.
In his questioning, he says: 'Neither the New York Central nor

the Penn Central had made any money of consequence in the last 10
years."
Mr. PERLMAN. We paid off a quarter of a billion dollars in debt in

5 years. We rebuilt the entire railroad. We used to have four tracks-
between Chicago and New York, we put in centralized traffic control
and took out two tracks and had a more fluid railroad than before.
We built five computer-controlled classification yards, one in or two
in Indiana.

Senator HARTKE. I have been out there and seen them. It is a mir-
acle to watch them.
Mr. PERLMAN. And they took the place of 60 of the old-fashioned

yards, like many of which I found at merger on the Penn Railroad.
So I don't think we did badly at all, sir.

Senator HARTKE. But basically then as far as the New York Cen-
tral was concerned, it was a healthy operation as far as an industrial
unit of the United States was concerned.
Mr. PERUVIAN. Yes sir.
Senator HARTKE. And even though you did appear before the In-

terstate Commerce Commission and asked for the merger as much as
it was a takeover. Is that your conclusion?
Mr. PERLMAN. Yes, sir and I would say this, actually had there

been supervision by the ICC of balanced competitive systems in the
East, I think this might have turned out differently, too.
Senator HARTKE. All right.
Mr. PERLMAN. I would say in defense of the ICC in this regard

the Transportp4ion Act of 1920 required the ICC to prescribe bal-
anced competitive systems, but the Transportation Act of 1940 can-
celed that. So I can't put the blame on the ICC either. But it just
seems to me a body charged with the public interest should have
some direction of that kind, because they can prescribe all kinds of
protection for one railroad, but if it is left alone among three strong
merged companies, it is in trouble.
Senator HARTKE. Yes. Now was this question of the effect upon

the region ever presented? Were hearings ever held before the Inter-
state Commerce Commission on that at all?
Mr. PERLMAN. Sir, the history of this merger started in 1957 when

Mr. Young and Mr. Symes came to my office and said that Mr.
Symes would like to present studies regarding a merger with the
Pennsylvania.
I said to Mr. Symes: "Do you intend to include in that your con-

trol of the Norfolk and Western and their satellites?"
He said, "By all means."
And I said: "Well, do you think that it is in the public interest

for the largest railroad, the second largest railroad, and the most
profitable railroad in the United States to be merged into one sys-
tem?"
He said "Well, any merger is a good merger when people are will-

ing to merge."
"I said "I can't agree with that."
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Then Mr. Young made some remark to me about, "This is the

trouble, these railroad men don't want to lose their jobs, so they

don't want to merge." He said "Aren't you openminded enough to
make a study?"
I said "I will study anything."
So at the next meeting of the Eastern Railroad Presidents' Con-

ference, I told the railroad presidents of the eastern region of the
United States that I had been asked to make a study on the merger
with the Pennsylvania. And I asked them to go back to their prin-
cipals and see if we could all sit down and work out something
along the lines of a balanced competitive system in the East.
At the next meeting they came in and none of them were inter-

ested.
So I started the study and I kept after Mr. Symes : "Are you

willing to leave the N. & W. go to some other system?" And he was
adamant that he would not.
Then Mr. Young passed away and this whole thing was left in my

hands and I broke off the merger studies with the Pennsylvania.
Senator HARTKE. That broke off in what year? 1959?
Mr. PERLMAN. About 1958 or 1959, around that time. And I went

to see the president of the C. & 0. and said "Mr. Touhy, the Penn-
sylvania Railroad controls the N. & W. The only way that we can
have any balanced competition in the East is for the C. & 0. and
B. & 0. and Central to get together and let the Pennsylvania and
N. & W. be together."
He said: "We are not willing to forgo our $4 dividend on C. & 0.

stock."
I said: "You can have pink paper, blue paper, you can have com-

mon stock or preferred stock or debentures, anything to protect your
$4 dividend."
He said: "Well, I don't think Mr. Eaton would like it."
I said "Well, may I talk to Mr. Eaton, the chairman; I don't

want to go over your head."
And I said to Mr. Eaton "I think you are an ostrich, sticking

your head in the sand. Your $4 dividend is dependent on one com-
modity, coal, and that has three customers, the export market, and
that can go out the window overnight, the utilities, and you have re-
sidual oil coming in more and more. You have atomic energy, you
have this aluminum wire that can carry the electricity more cheaply
than you can carry coal on the railroad, so you can make it at the
mine mouth. And as far as the steel companies, with the new oxy-
genation process they will use less coal per ton of steel. You are
just hiding your head in the sand. You have to diversify."
So he said to Mr. Touhy that he should start making studies. And

the B. & 0. and C. & 0. and Central started making studies.
Suddenly I was made aware by the B. & 0. and C. & 0. that they

had made a separate agreement among themselves, C. & 0. was to
control B. & 0. and we were left out. So I made a competitive offer
for 50 percent of the B. & 0. stock. I made no offer for the 100 per-
cent, I wanted C. & 0. to have 50 percent and us. And then the
N. & W. would be controlled by the Pennsylvania. But, the Pennsylva-
nia moved to give the N. & W. entrance to the Great Lakes, it sold
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them a line to the Great Lakes, which took away the Pocahontas
coal from New York Central, they made arrangements to sell them
the Wabash Railroad which put them into our markets in St. Louis
and Detroit and other places.
We were faced with the Pennsylvania-N. & W. system versus us

having joint control of the B. & 0.
Our staff, after an exhaustive study, said to me "The only way

that we can be competitive in the East is by accepting the Pennsyl-
vania offer to merge providing that they let go of the N. & W."
They finally let go of the N. & W.
Senator HARTKE. All right. Let's return a moment. Did the Inter-

state Commerce Commission, during this interval, did they at any
time give you any indication of their studies or concerns for what
was happening in the balanced transportation system?
Mr. PERLMAN. When we were spending money to try to work out

this control, joint control of the B. & 0., which the C. & 0. fought—
there were lengthy proceedings before the ICC—the examiner ex-
pressly forbade any testimony of that kind in that hearing.
Senator HARTKE. That is right. In other words, it wasn't a ques-

tion of whether they would cooperate in trying to develop a bal-
anced system, but on the contrary, they went in the opposite
direction and worked to what amounted to a -program or an idea
which really prevented us from coming up with a balanced trans-
portation system. Isn't that true?
Mr. PERLMAN. That is my feeling.
Senator HARTKE. During the period of 1920 and 1940 when this

legislative authority was there, was any action taken by the Inter-
state Commerce Commission?
Mr. PERLMAN. Well, they had this study made by Professor Rip-

ley of Harvard, but nothing was ever done about it.
Senator HARTKE. And that was the extent of their utilization of

this legislative authority in the 20-year period, they had the study
made and filed it away?
Mr. PERLMAN. Yes.
Senator HARTKE. In other words, what you have here then is the

Interstate Commerce Commission having authority, making a study,
failing to use it, and then during the time in which there was a cri-
sis developing in the Eastern railroad system

' 
not alone were they

not helpful in trying to solve the crisis, but really prevented any tes-
timony and any study coming to the front of a sufficient nature
which could have perhaps prevented some of the difficulties that
later occurred?
Mr. PERLMAN. That is my honest opinion.
Senator HARTKE. I think that is very sad.
Let me come back again—excuse me, Senator Cook, I have taken

enough time. Do you have any questions?
Senator COOK. Mr. Perlman, your testimony and your answers

have been very enlightening, I think.
You envisioned, as I take it, when you sought discussions with the

C. & 0. and B. & 0., you envisioned an end-to-end system?
Mr. PERLMAN. Yes, sir.
Senator COOK. It was your opinion as a sound railroad man, as a

successful railroad man, that a parallel system was not going to be
successful in the East?
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Mr. PERLMAN. Well, it wasn't exactly that, sir. I think that cer-
tain economies came from cutting out certain parallel parts of the
two railroads. But my idea was that the C. & 0. and B. & 0. and
the Central, and the Pennsylvania-Norfolk Western would be more
competitively balanced because each one would have about the same
amount of the most valuable traffic in the country, which was the
Pocahontas coal and each one would have about half of the share of
the passenger loss.
Today the other group have all of the Pocahontas coal and the

Penn Central has one hundred-some million dollars passenger losses
and the others have an infinitesimal amount of passenger loss.
So the whole thing from the marketing angle, and from the via-

bility of the two systems just can't compare, taking the C. & 0.-
B. & 0.-Central and the Pennsylvania-Norfolk and Western traffic,
the business, and all that the physical distances and all were not as
important in how the railroads lived as the markets that they tapped.
Today the Penn Central taps all of the passenger market and the

other taps all of the Pocahontas coal market.
Senator COOK. You started to disagree with my question about a

parallel facility, but your answer agreed with the fact, that you
really felt that an end-to-end system was what really would make a
viable railroad system in the East. And that when the C. & 0. and
B. & 0. merged, things really looked dark for the New York Cen-
tral, didn't they?
Mr. PERLMAN. Well, and when the N. & W. was to be permitted

to have a line into St. Louis and also to the Great Lakes, to take
care of shipments of Pocahontas coal out of Columbus that we were
getting before.

Senator COOK. In other words, when the discussions were broken
off after the death of Mr. Young, and you went to C. & 0. and
B. & 0. and made a proposal, it was at this stage of the game that the
Pennsylvania proceeded to cut the market out from under the New
York Central in its dealings with the B. & 0. and C. & 0. and the
extensions of lines through the Wabash and St. Louis and Chicago
market, that really made it almost mandatory in the long run that a
merger of the two major railroads take place?
Mr. PERLMAN. That is correct. And our committee of vice presi-

dents that made that study for me prefaced their report with 'You
are not going to like what we tell you." But this was a fact.
Senator COOK. Then really and truly, by reason of the hearings

that precluded any testimony as to a viable end-to-end railroad sys-
tem in the East before the IOC, and precluded apparently at least
their knowledge on paper, because they must have had that knowledge
anyway, but precluded a record of it before the RC, you were forced
into a merger that you really didn't like?
Mr. PERLMAN. Absolutely, yes, sir.
Senator COOK. At the same time the ICC, when they agreed to the

merger of the parallel system, imposed on you 5,000 employees at
an average salary of $200 a week, that is $1 million a week, or $52
million a year. They also imposed on you the New York-New Haven
and Hartford. The Supreme Court the other day rather than agreeing
with the $150 million cost to the Penn Central, imposed an additional
$28 million onto that and make the judgment $178 million rather than
$150 million.
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Mr. PERLMAN. Yes, sir.
Senator COOK. Do you have any idea what the imposition of pick-

ing up the tariff loss to other railroads, what that will cost the Penn
Central?
Mr. PERLMAN. Well, we haven't been able to figure that yet, sir.
Senator COOK. IS it going to be sizeable?
Mr. PERLMAN. I don't think it is going to be sizeable, no, sir.
Senator COOK. In other words, the first year of the merger, even

though you were looking at the perfection of some $74 million in
savings and the figure fluctuated between $74 million and $81 mil-
lion the ICC imposed a $52 million labor bill on you?

Air. PERLMAN. Yes, sir.
Senator COOK. An ultimate $178 million cost to the Penn Central

of the old bondholders of the New York, New Haven and Hart-
ford, and a cost factor of any particular loss that might be suffered
by intermediate railroads?
Mr. PERUVIAN. Plus a $22 million loss annually of the New Haven

Railroad.
Senator COOK. The $22 million annual loss of the railroad itself.
Mr. PERLMAN. Yes, sir.
Senator Coox. The IOC really did you a favor, didn't they?
Air. PERLMAN. Well, if you can call it that.
Senator COOK. There is some talk, Mr. Perlman, that the merged

New York Central-Pennsylvania is too large a corporation. Do you
believe this?

Air. PERLMAN. No sir. With the third generation computer, I
think that it would be easier to manage a company like that than it
was in the old telegraph pounding days when I first started rail-
roading. Much easier.

Senator COOK. Do you feel the Penn Central is too poorly bal-
anced competitively?
Mr. PERLMAN. Should the N. & W. be allowed to merge with the

C. & 0. and B. & 0., which they have asked to do in a proceeding be-
fore the Commission now, I think it would be horribly unbalanced.

Senator COOK. If the N. & W. were left out, then you believe that
the Penn Central would constitute a competitively balanced corpora-
tion?
Mr. PERLMAN. Only, sir, if they could be relieved of this passen-

ger loss and if they could do a few other things there and if in some
way some credit were available to them to really modernize some of
the old Pennsylvania facilities.
I do not think the Pennsylvania Railroad, Penn Central—I am

talking about the Pennsylvania part between here and New York--
can be really competitive with the other, system until they fix the
yard at Harrisburg, until certain of the yards are fixed at Philadel-
phia and certain other improvements are made.
The other thing that they must have is more freight cars. They

have to turn away business because they are short of freight cars.
I think that in some way they have got to find some money to do

those things.
Senator COOK. You said in your statement that you had gotten the

New York Central into a position where it had nothing due until
1992.



387

Mr. PERLMAN. Except the big four, four and a
 halfs that come

due in 1977, which is a small issue.
Senator COOK. How big is that issue?

Mr. PERLMAN. I don't know how much of it is 
prepaid, because

we had been buying in some of that. But I doubt i
f it would be over

$10 million.
Senator COOK. I see. What is your understanding

 of the present

long-term debt that the Pennsylvania had that m
ight come due

shortly?
Mr. PERLMAN. Sir, I don't think the long-term debt is the

 trouble,

it is the bank loans and the burden 
Senator COOK. I agree with that. What I am trying to

 do at this

time is look at the overall railroad picture, rather than 
just the

Penn Central.
The point I am making is isn't it a fact that in the late 19

40's and

up through the first of the 1950's, a great deal of long-term 
debt was

incurred by the American railroad system by reason of the 
fact that

it couldn't acquire equipment during the war, that it depreci
ated a

great deal of its equipment and it deserved to redepreciate it b
ecause

they needed to revitalize the lines?
Mr. PERLMAN. Yes.
Senator CooK. A great deal of these three and a quarter, four, an

d

four and a halfs are now coming due, it is going to be refinance
d at

a horribly high interest rate. The entire American railroad system 
is

going to have a real jolt when it starts picking up a multimill
ion-

dollar refinancing program at the present 8, eight and a half and 
9

percent market. Is this not true?
Mr. PERLMAN. That is very correct, yes, sir. Not only that, but the

diesel locomotive came into being in the middle 1940's and the rai
l-

roads took on quite an obligation there.
Senator COOK. And all of this, the American railroad system

today at a 2.3 or 2.4 return is going to have to refinance this entire

debt, aren't they?
Mr. PERLMAN. Yes, sir.
Senator COOK. If they can refinance it?
Mr. PERLMAN. Yes, sir.
Senator COOK. You were talking about the Japanese railroad.

I want to get into the record, Mr. Chairman, that since 1964 it has

been estimated the Japanese Government has put into the railroad

system a million dollars a day.
I might suggest to you that it is very interesting, because you

really don't have to go to Japan to look at a governmentally-owned

railroad. The United States owns a railroad, it owns the entire Alas-

kan railroad. It built it in the early 1920's, it has operated it first

through Interior Department and it now operates it through the De-

partment of Transportation.
And if anybody wants to take the time to look at the record of

the operating factors of the Alaskan railroad, they will come to the

conclusion that the Federal Government is not the one to be running

the American railroad system.
Mr. Chairman, I will make a report for you on the Alaskan Rail-

road: It is very interesting. They tried to convince me in 3 days of

hearings with them that they had made a profit 1 year. And the
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only problem is, Mr. Perlman, during the year, the last year they
said they made a $300,000 profit, they depreciated some $2,400,000
worth of equipment, but they are not a taxpayer, they don't pay
taxes locally in Alaska, they don't pay taxes to the Federal Govern-
ment and they set up no account for new equipment. So I couldn't
understand how they were depreciating that until I realized it was
to establish they made a $300,000 profit.
So I want to get that into the record, because I agree with what

you are saying.
Mr. PERLMAN. Thank you, sir.
Senator COOK. Thank you, Mr. Chairman.
Mr. PERLMAN. I don't think you have to go to Alaska. You have

the Canadian Pacific and the Canadian National. The Canadian Na-
tional pays no taxes to the Government and loses about $40 million a
year. The Canadian Pacific pays about $40 million in taxes and
makes $30 million a year. Something around those figures. So right
here on this continent you have the same thing, a Government-
owned railroad and privately-owned railroad.
Thank you very much, sir.
Senator HARTKE. I am not interested really in getting into a theo-

retical debate on nationalization.
But the Pennsylvania and all the rest of them, and most airlines,

are not paying Federal taxes and as far as operation is concerned, I
don't think the Penn Central happens to be a very shining example
of how to run a railroad either. I think maybe we have to find a bet-
ter system.
Let me ask you a question in regard to that. I want to pursue this

matter about the management of this operation.
Mr Saunders now was somewhat critical really, although being;

very polite, and in effect left the impression at least with this Sena-
tor that you had the complete authority to run the operation and
you were given everything you needed to run it.
Is that true or not?
Mr. PERLMAN. It was not true.

it
Senator HARTKE. In other words, it was not true in personnel, was
?
Mr. PERLMAN. No sir.
Senator HARTKE. Was it true in regard to money for these proj-

ects you were talking about?
Mr. PERLMAN. NO sir.
Senator HARTKE. 

No,
not?

Mr. PERLMAN. Well, as an example, that budget never even was
seen by the board of directors.
Senator HARTKE. Why not?
Mr. PERLMAN. Well, it was held on his desk.
Senator HARTKE. On Mr. Saunders' desk?
Mr. PERUVIAN. Yes.
Senator HARTKE. Why did he hold it?
Mr. PERLMAN. He said we had no money to do it, so why show it

to them.
Senator HARTKE. That was submitted in 1969?
Mr. PERLMAN. Yes, sir.

‘‘,
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Senator HARTKE. Were you consulted at all?
Mr. PERLMAN. In the fall of 1968 sir. That is the 1969 budget.

Senator HARTKE. He told you in the fall of 1968 that they didn't

have any money, yet they declared a $43 million dividend in the

spring of 1969. Why?
Mr. PERLMAN. Sir. I can only tell you what my philosophy was on

the Central.
When we made money, we never paid out more than 50 percent of

our net income providing we had the cash to do it. And that has

been the policy.
Unfortunately I am not the chief executive officer, never have been

in the Penn Central, and I can't say why.
Senator HARTKE. Basically, in regard to this, who was making the

decisions about where the money was going to go?
Mr. PERLMAN. Basically when you say the money, where the

money was going to go 
Senator HARTKE. In other words, you had the Penn Central Co.,

the Penn Central Transportation Co. They were two separate opera-

tions. You were in charge of the operation of the railroad. The Penn

Central Co. had a conglomerate and was acquiring other properties,

including- real estate, oil fields, things of that kind, various opera-

tions, hotels and laundries, everything else.
Who made the decision as to who was going to get the money?
Mr. PERLMAN. That was made between Mr. Bevan and Mr. Saun-

ders. I think Mr. Bevan might have had more knowledge of where

the money was going even than Mr. Saunders.
Senator HARTKE. Mr. Bevan will be with us hopefully before the

hearings are complete and maybe we can get that story from him.
In your opinion were they diverting money from the railroad op-

erations in order to utilize it for acquisitions and for movements of
cash and of resources and the pledging of securities for the conglom-
erate rather than for the railroad?
Mr. PERUVIAN. Well, it is very difficult to say. We did have a tre-

mendous cash drain as far as the railroad is concerned in those first
2 years and we knew we were going to have it.
They did make some advances to the Great Southwest at the time,

but I do not think that they spent a great deal of money acquiring
real estate companies and other companies because outside of certain
advances that they made to these companies that were already 
Senator HARTKE. The advances they made, was that in cash?
Mr. PERUVIAN. Yes, sir.
Senator HARTKE. And that cash was needed for this program of

modernization of the railroad system, which you said was necessary,
and which .was already anticipated prior to the merger? Was it not?
Mr. PERLMAN. Yes, sir, but again you get into that same business

problem that I talked about.
My whole life has been taken up in railroading. And Mr. Bevan's

life has been taken up in other things, and he has other interests. He
was the man that really had to decide, he and Mr. Saunders, where
that money was going. I only had really the supervision of the rail-
road and what was happening to the railroad and where they would
put the money otherwise was really out of my jurisdiction.
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I would hopefully have you ask that question of Mr. Saunders be-
cause when they made these advances, I had no prior knowledge of
what they were doing.
Senator HARTKE. I understand that. This is the point that we

tried to develop with Mr. Saunders the other day. But he left the
impression at least in his statements here that as far as the railroad
was concerned, they received all of the money they could receive and
that they needed at that time.
See, the central issue involved in this was whether or not the Penn

Central Co. was primarily diverting its efforts and resources and cash
to diversification and to the conglomerate or whether they were di-
recting their attention to the transportation company with which we
are so vitally concerned here. That is the question I asked you.
In other words, did the merger place a priority upon the diversifi-

cation and the conglomerate aspects, or did it place its primary em-
phasis on the transportation facilities?
Mr. PERLMAN. Well, may I explain it to you in this way, again

comparing the Central and the Pennsylvania? On the New York
Central we had these budgets once a year and we had people in
from all over the railroad, the train masters, the division engineers,
superintendents, we had the law department, we had the sales de-
partment, and it was a very educational thing to see what the re-
quirements are on the railroad and every department has an interest
and learns from it.
And the first thing that we did in the morning was have our chief

financial officer give us a run-down of what estimates he had for the
next year in operating expenses and revenues and cash flow. And
from that, we knew how far we could go in spending the money.
One year anything that didn't save over 50 percent unfortunately

had to be cut out of the budget. Some years we could go down to
even 25 percent, when cash was a little more readily available.
And you might be interested in knowing that the first year we

had this budget meeting I found that very few of the men knew the
difference between capital expense and operating expense. We sent
400 people that first year to the American Management Association
for 1 month to learn how to budget and what these things were all
about.
When we merged all of those people were at these budget meet-

ings except the financial people. And we didn't know what the cash
flow was going to be.

Senator ILA.RTKE. You were never kept informed of what the cash
situation was or whether there was a positive cash flow or a negative
one or whether you were headed for trouble?
Mr. PERLMAN. No, sir.
Senator HART-RP,. Who made the decisions in this regard? Who

made the central decision as to how they were going to use the
finances? Did you have any part in it whatsoever or were they made
by Mr. Saunders, Mr. Bevan, and other people?
Mr. PERLMAN. Well, these things were presented to the board

piecemeal, because the safety items had to go immediately to theboard, and certain of the things that we had to have in the way offreight cars and locomotives had to go to the board, because other-
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wise some of the big shippers would have been right down there on

our doorstep.
But actually those things went from Mr. Saunders to the board.

And Mr. Bevan worked out the financing of them.
Senator HARTKE. But the end result was the failure to adopt these

procedures in your opinion was one of the precipitating causes for

the collapse of the Penn Central?
Mr. PERLMAN. I don't think so. I think that this tight money

grabbed them and the fall of the collateral and things of that kind,

that they were not prepared for at all.
I think a year and a half ago if one said this was going to hap-

pen, one would have been laughed at.
Senator HARTKE. In regard to the dividend, did you agree that the

dividend should have been paid, the $43 million dividend?
Mr. PERLMAN. As I say, this was not my policy on the Central.

Senator HARTKE. Were you consulted?
Mr. PERLMAN. I was at the board meeting that declared these div-

idends, yes sir.
Senator HARTKE. Did you agree or disagree?
Mr. PERLMAN. I didn't vote for it. I didn't vote against it. I think

that that is something that the chief executive officer had to have a
policy on and the board had to have a policy on.
Senator HARTKE. Let me ask you these factors you referred to,

these extra factors, which are national in scope, the tight money, the

recession, and the fallback in the economy, were those factors suffi-
cient that they would have presented the same problems to the New
York Central without the merger?
Mr. PERLMAN. Not bankruptcy. I think we were prepared 
Senator HARTKE. You were prepared for that?
Mr. PERLMAN. You see, the difference was, sir, that on the signing

of the merger agreement we both agreed to a certain debt limit,
until the merger was consummated.
Now we were far below that limit when we merged. For 2 years

prior to merger the Pennsylvania had asked for permission each
year to increase their debt $100 million. So they had increased it
$200 million above the limit that we had set in the merger agree-
ment. And our board agreed to it. But this was all short-term paper
that they were putting out.
So this caught them short when this money market turned the

way it did. I think that that is really the great contributing factor
to this.
I think if the N. & W. stock had stayed anywhere around over

100, so their collateral was good, and they could have had any kind
of a credit market, they would have gotten that $100 million they
went for.
Again, what I say is not worth anything., because I didn't havo

the negotiations with the financial people, the bankers and all, that
Mr. Bevan did. But I would have felt that way, that they could
have gotten another $100 million if conditions had been normal.
Senator HARTKE. After the merger occurred, did the expectations

which you had anticipated in regard to increased efficiency and bet-
ter service, did they occur?
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Mr. PERUVIAN. No, sir, not the first 2 years and I didn't expect
them to occur then.
When we rebuilt the yard, say at Albany before merger, put in

the new electronic yard, we had to throw everything over to the
Syracuse yard. Just that one thing disrupted the New York Central
service for 6 months.
Now you take changing service at 35 yards within 1 year and you

have got a heck of a mess.
Another thing that was a disturbing factor was the fact that the

accounting and financial people on the Pennsylvania had designed
their computer system and they were interested in getting figures for
the financial department rather than for operating the railroad. It
was designed on what we call a batch system, that turns out a lot of
paper. But if you want to know where a locomotive is this second,
you can't do it.
Now in the first generation computers you didn't have the memory

capacity or the random access to the computer. But when the second
generation came out, all the railroads that were interested in having
the computer attuned to their operations, to automate and command
and control their operations went to the real time system, but the
Pennsylvania stayed with that batch system.
Before the merger, we couldn't convince them to spend the money

to reprogram it, because none of us knew when the merger would
occur, this had been going on for years between the Interstate Com-
merce Commission and the Supreme Court and the rest, so they
wouldn't spend the money.
So the day we merged, these computer programs were not compat-

ible. They were the same IBM 360's, and all that, but the terminal
hardware at the yards and all was entirely different and the pro-
grams were different. So cars that had come in from other railroads
to these yards—we had two yards in Chicago for instance, and the
bill from the Santa Fe said Penn Central. The train would come
into the 59th Street yard and it would be going to Cleveland and it
should have come into the New York Central yard to go to Cleve-
land. But the Santa Fe people just billed it to Chicago-Penn Cen-
tral. Here were these computers that weren't working together. And
the freight bills maybe would go over to 1 year because they were
Penn Central and maybe the cars would go to another yard. It was
a mess.
We couldn't train all of the yard clerks in the United States that

if it was going to Cleveland it should go to the Central yard in Chi-
cago and we couldn't train them if it was going to Pittsburgh, it
should go to the Pennsylvania yard.

Until we got one yard in Chicago that had the capacity to take all
of the cars, hell, we couldn't do anything. We had some sidewalk su-
perintendents come around and say "Hell I could have done it in a
month, what is the matter with the darn fools?"
Well, God bless them.
Senator HARTKE. You were handicapped in spite of that—let me

ask you this: Were you handicapped in spite of that by a lack of
sufficient funds to proceed with some of the necessary items of mod-
ernization which you had proposed?
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Air. PERLMAN. Well, sir, I was handicapped because I drooled
when I saw all of this. But from a practical standpoint, when you
have $121 million that you have to pour in, just to get these things
comparable

' 
so you can run the railroad as an efficient railroad so

you are not losing business because the freight cars are getting lost,
because you have two yards, and these foreign railroads don't know
where they should be sending it from their railroad to you, you have
got to do something in a hurry.
As I say, in 2 years we did the physical work that was planned

for 5 years and we got the savings we got over $71 million out of
the $81 million savings in 2 years. And we had to do it because as I
said to you if a shipper has his car lost the way we had to lose them
at first, he just ships some other way. And we lost a lot of business.
And if it had continued another year, we would have never re-
covered it. We had to do it fast. It is hard to explain.
If I had been outside looking in, I would have felt the same way

that some of the other people did. But the faster we did it, the
quicker it was over.
And the following spring the shippers were very happy with the

service. We started getting the business back, the competitive busi-
ness. In fact, the Erie went to the ICC and said they: were being put
upon because we were taking the New England business away from
them, they complained to the ICC. That is how fast we came back.
Then last winter killed us again on the Northern route because of

the snow and cold, it was the worst winter in the century.
So these are things, of course, that are very hard to see. I mean

you need a crystal ball. But I honestly think, sir, that now there is
one of the finest young teams on the Penn Central that you will find
on any railroad. I think the operating man we have is an excellent
man. The man heading marketing now was educated on both the
Frisco and the Penn Central, or I mean the Illinois Central. I
brought a man down from the Canadian National whose father was
a station agent and he started as a telegrapher, and he is a Rhodes
Scholar, and he was vice president of the operations of the Cana-
dian National, and he has had several other important jobs there.
And it was a battle, and I don't mind all of the criticism and every-
thing that has been heaped on me to date, there isn't a man heading
one of those departments that I talked about, that was there 2 years
ago. And I think I did my job.
Senator HARTKE. You mean if you had gotten those changes made

sooner, maybe it wouldn't be in chapter 77?
Mr. PERLMAN. Well, I don't think I would have had the almost

ulcers that I had either.
Senator HARTKE. You think you would have been in better shape.
Let me come to this question: The ultimate problem on the other

side of the coin is that the Penn Central now is in a chapter 77 reor-
ganization. It is still short of cash. There are other railroads which
are short of cash.
In your statement which you presented originally you said that in

your opinion it was not going to be sufficient to really just give this
thing temporary treatment, that what was needed was something
more substantial than that.

50-934-71—pt. 2-3
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As of now, as far as I am concerned, there is not much we can do

about two of the items, that is, with the Passenger Service bill, we

have gone as far as we can with prodding the administration to get

back into the 20th century with us on that one. Now Antidiscrimi-

nation is in the House, and we probably can do some more on the

National Transportation Act. But taking all of these, as of now do

you think that the legislation for a loan guaranty of $750 million

will provide any substantial relief to the troubled waters of the rail-

road business? And if so, would it be a requirement that the Penn

Central system should be included or should be excluded from such
provisions of that type of loan authority?
Mr. PERLMAN. I think it should be included, if they can show

items of which I talked, on which they could get a very good return,
it would help them get back on their feet. If they could be permit-
ted to use the technology we have today to do these kind of things, I
think that would be very helpful.
As I say, it would be a temporary thing, but in the meantime I

think they would have to go back to the Transportation Act of 1958
and say that the railroads should have the rate freedom they gave
them in 1958 that was thrown out in this Ingot Moulds case.

Senator HARTKE. How much would the Penn Central need to get
them out of this temporary bind?
Mr. PERLMAN. In the freight cars and in physical plant they have

been spending about $250 to $300 million a year. Now they ought to
be able to have some cash flow to take care of part of that. But I
would say that for the next 3 or 4 years they ought to have about
$150 million a year.

Senator HARTKE. $150 million a year that they would have to bor-
row for the next 2 or 3 years. That would be $450 million over a 3-
year period, for one railroad out of a $750 million authorization.
Mr. PERLMAN. Yes, sir.
SENATOR HARTKE. In other words, that would be more than half of

it going to one railroad system.
And we already have indications that there are 16 railroads which

would qualify at the present time under the Interstate Commerce
Commission's decision for assistance under this program.
Mr. PERLMAN. Well, maybe you would have to look at it on the

basis of allocating it according to the needs of all the railroads, and
I would not put any arbitrary figure for the Penn Central. I mean I
think that that should be your judgment or the judgment of the In-
terstate Commerce Commission as to how that money is allocated,
according to the needs.
Senator HARTKE. Do you feel that any part of it should go to alle-

viate the financial woes of those people who have loaned money to
these railroads? That is, the bankers?
Mr. PERLMAN. If I were making the allocation, I would make it

strictly on the basis that you do this, you do that, to improve the
railroad.
Senator HARTKE. But how could you make sure though that they

didn't use that money, earmark some of it for that, and use other of
the money to continue their acquisitions and the pouring of money
into operations which had no relevance nor relation to the transpor-
tation business?
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Mr. PERLMAN. Well, sir, I think you probably have some inkling
of my feelings when you say "they.
But in all justice, I don't think too much in these 2 years was di-

verted to outside acquisitions from the treasury of the Penn Central.
I do know of this money that was put into the great Southwest.
Senator HARTKE. How much was put in that, do you know? How

much was diverted to that?
Mr. PERLMAN. Something around $25 million.
Senator HARTKE. You see, if you had had that $25 million, plus

the $43 million of stock dividends, you would have had $68 million
and that would have made a substantial difference in their cash situ-
ation, would it not?
Mr. PERLMAN. Yes it would.
Senator HARTKE. In 1969 alone?
Mr. PERLMAN. Yes sir.
Senator HARTKE. Would that not have been probably sufficient to

have kept them in operation?
Mr. PERLMAN. That I couldn't say. They were pretty far extended

in my opinion.
Senator HARTKE. Are the problems of the Penn Central basic ones

for the industry as a whole, or are they unique to the Penn Central?
Mr. PERLMAN. No, sir they are basic. There are railroads like the

Southern Pacific who have outside incomes. All of these land grant
railroads who had every other acre for 20 miles on each side of the
railroad, the land grant, like the Union Pacific and Southern Pa-
cific, they had tremendous tracts of timber land, oil, and coal, and I
would say the Union Pacific and the Southern Pacific and many of
those land grant roads could get along, with maybe 80 percent of
their income being from outside. And you can't take them and say,
like the Southern Pacific says, they are profitable. It isn't the road
that is profitable, it is that outside income that they have.
The Northern Pacific is the same way. They are not too profitable,

but I wish the Penn Central had their oil and coal lands and timber
lands.
So if you take a railroad that is just in the railroad business, most

of them are having troubles now. You can see it by their earnings;
as I mentioned, even the Burlington Northern is down from 57 cents
last year to 25 cents this year for the quarter, with all of their tim-
ber lands and everything else.
Here the rich Norfolk & Western had to cut their dividends. So I

really think the industry is in trouble, sir, I really do.
Senator COOK. Excuse me, Mr. Chairman. Mr. Perlman you said

in your statement that in 1968 just before the merger New York
Central's income from ground rentals in New York and other real
estate properties paid its fixed charges, and even if we made no
profit at all, you say, the railroad would still have had a cash flow
of $70 million a year.
Mr. PERLMAN. That is right. That is what I am trying to bring

out. The railroad industry per se is in trouble. But the ones that
were a little prudent to begin with and tried to trim their sails a
long time ago—I went through the depression of the 1930's, and all
of my experience has been with railroads that were in trouble.
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Mr. Saunders came from one of the wealthiest railroads in the

country and his outlook on these railroad problems may be entirely

different from mine. A lot of people say 'Well, here the two men

have different philosophies." Well, sure, a man that comes from one

side of the tracks may have a different philosophy than the other.

I have always had to help out, every time a railroad got into trou-

ble. John Barriger on the Monon was in the red for 3 years and

asked me to come down during my vacation and help him out, and

we got him back in the black. This has been my whole experience.
Mr. Saunders had an entirely different experience, you see. So we

looked at things from different ways.
Senator HARTKE. You mean he took an operation in the black and

put it in the red?
Mr. PERLMAN. Well, I was in it too, I can't-
Senator COOK. Mr. Perlman, during your statement you digressed

a little and said that prior to the merger, you had four main lines to
Chicago and you cut it in two for an integrated system.
Now when you cut from four lines to two, what did this do to

your operating picture from the standpoint of local taxes?
In other words, did you reduce your local tax effort along the

way, so it reflected in your books?
What I &in trying to figure out is what the local tax picture is.

What are the entire local taxes paid by the Penn Central. Because it
seems to me what we are really doing, we have two alternatives here,
we are looking at a guaranty program which I am not sure is the
way to do it at all, and I am not sure you think so either. This
guaranty admits to begin with that we are going to ask nobody at
any other level, other than this level, to share the responsibility of
revitalizing the American railroad system.
In other words, the Federal Government through its tax dollars

from all of the people is going to say we are going to guarantee
three-quarters of a billion dollars. And yet every local tax agency is
going to demand a share, and is going to get it. What I want to
know is when you went from a four-line system to a two-line system,
did you cut back so that it reflected in your budget? Was this part
of your reorganization of the New York Central?
Mr. PERLMAN. In some States, yes, and in some States, no. Some

States have formulas based on your revenues 
Senator COOK. In other words, when you cut it, you still paid as

much taxes regardless?
Mr. PERLMAN. Yes; but in some States that is not true. In New

York we were assessed $11 on every switch on the line, things of
that kind. So in New York when you cut it, you really cut it. In cer-
tain other States it is based on a threefold formula that has some-
thing to do with your gross revenues, and it has something to do
with your land values, so that is only part of it, you see.
And when you get all through, they can mix that formula so you

pay just as much or a little more maybe.
For instance in New Jersey, the land tax on the railroads was just

unconscionable. We paid three times the taxes on our right-of-way
that the man right next to it paid. And we went into court, we have
had many court battles on that. But you just can't arbitrarily say
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you are going to cut taxes when you even take up a railroad, because
you still have the right-of-way there and they find ways of taxing
it, they have these formulas. •
Senator HARTKE. Mr. Perlman, are you familiar with the book-

keeping operations?
Mr. PERLMAN. Well, I am familiar with 
Senator HARTKE. I mean any one of the three of them? I am not

being facetious, but maybe I am.
Mr. PERLMAN. I am familiar with all three. We had to keep three,

we had to keep one for the Interstate Commerce Commission, one
for the Internal Revenue, which wants you to keep it in a different
way, and to know what your costs were we had to have our own cost
accounting system.
Senator HARTKE. You really did keep three sets of books?
Mr. PERLMAN. Well, we have to. If we want to know or to have

any cost controls, we can't use either the ICC or—let me give you an
illustration.
When I was roadmaster on the Northern Pacific and in charge of

a certain district and maintenance of way, I got a certain allowance.
If you cleaned out the stockyards, and we had a lot of stock ship-
ments there, if I used a team and scraper to do it, hired a contractor
with team and scraper, that was charged to transportation. If I put
in the section men to clean it out, it was charged to my maintenance
of way. If you got a snowstorm and you told the station agent to
hire warehousemen to clear up the snow, that was charged to trans-
portation. If I sent in my section men to do it, it was charged to me,
to maintenance-of-way.
Well, you know how it was done. And yet it was absolutely ac-

cording to the 1902 set of Bureau of Accounts of the ICC.
Senator HARTKE. They haven't changed since 1902? They have the

same procedures?
Mr. PERUVIAN. That is right.
Senator HARTKE. I am not really speaking about that. I would

like to have permission of Senator Cook to include at the end of
these hearings this morning the Fortune magazine article of August
1970 concerning the Penn Central.'

Senator COOK. No objection.
Senator HARTKE. This will be included.
Let me read just one item from it. This is at page 164. According

to the author of this article, and this is the type of thing I am refer-
ring to:
In 1968 the railroad also included in its profits a $11,700,000 dividend that

was merely a property exchange. This represented Penn Central's interest in
the Washington Union Station, which was transferred during the year from
Washington Terminal Co. to the terminal's two owners, Penn Central and
Baltimore & Ohio Railroad. Penn Central based the dividend on the price it
expected to get for the station when it sold it to the Department of Interior
for a visitor center. The sale has not even yet been consummated.

That is the type of bookkeeping I am talking about.
Are you familiar with that type of operation?
Mr. PERLMAN. Mr. Charles Hill, the vice president in charge of

accounting, reports to Mr. Bevan and not to the president of the
Penn Central.

1 See p. 402.
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Senator COOK. Mr. Chairman, I can give you another example, at
least last year. The Penn Central carried an item of $20 million of
annual earnings of the Great Southwest Corp. as earnings of. the
Penn Central. Yet really the only thing the Penn Central received
was a $2 million dividend. So unless they could absolutely call on
the $20 million of earnings and utilize those earnings, which ob-
viously would put the Great Southwest Corp. in a terrible bind, they
were carrying a $20 million earnings item when really and truly
their only earnings was $2 million in dividends. Is that not correct?
Mr. PERLMAN. That is right.
Senator HARTKE. I gather from what you are saying here today

that in spite of Mr. Saunders' statements to the contrary, or at least
appearance to the contrary, that the operation of the Penn Central
Co. and basically the control of the Penn Central Transportation
Co. and the policy decisions which were ultimately made were made
by Mr. Saunders and Mr. Bevan and not by Mr. Perlman. Isn't that
true?
Mr. PERLMAN. That is correct, sir.
Senator HARTKE. As a result of that, let me ask you, did they

solely make the decisions? Were other members of the board con-
sulted? Were other members of the board instructed as to what to
do? Was this a two-man combine running an operation which origi-
nally was considered to be a holding company for the transportation
company, but really the transportation company was the support
for the holding company?
Who ultimately, who was really making the decisions?
Mr. PERLMAN. Well, the board had the authority to make the deci-

sions. And I would say that these things were all presented to the
board, that is, most of them were presented to the board.
Senator HARTKE. But was the action of the board basically predi-

cated on the decisions of these two men?
Mr. PERLMAN. Well, I would say the recommendations; yes.
Senator HARTKE. And the rest of the board acquiesced in their de-

cisions?
Mr. PERLMAN. Well, there were times when there were arguments

about certain things. But by and large Mr. Saunders had an almost
unimpeachable reputation.
Senator HARTKE. Yes; now in regard to the selling of stock dur-

ing this period, did you own stock during this period of time?
Mr. PERLMAN. Yes, sir.
SENATOR HARTKE. Did you sell off your stock?
Mr. PERLMAN. No, I sold maybe about 500 shares out of 2,000. But

this was sometime ago.
Senator HARTKE. Was there information presented in the board

meetings or at any place whatsoever to indicate there was an im-
pending financial crisis for the Penn Central which might have been
available to other members of the board who sold and you did not?
Mr. PERLMAN. No, sir; I think this came as rather a surprise, this

crisis. As a matter of fact, the man who took my place testified that
10 days before this happened he had no idea that we were in as bad
financial shape as we were.

Senator HARTKE. I am sorry, I didn't hear your answer. I was
trying to do two things at once and I didn't do either one very well.
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Mr. PERLMAN. I said that Mr. Gorman, who took my place last

December, I read in the paper that he said he didn't know 10 days
before this occurred that we were in such a financial bind as we
were.
Senator HARTKE. Does he get a pension for being president that

short a period of time too?
Mr. PERLMAN. No.
SENATOR HARTKE. In other words, you don't think they knew this

that Mr. Gorman didn't know this until 10 days before the actual
proceeding?
Mr. PERLMAN. That is what I read in the paper.
Senator HARTKE. Well, that is what you read in the paper.
Mr. PERLMAN. Well, I mean I haven't talked much to Mr. Gorman

since leaving office.
Senator HARTKE. Did you know Mr. Butcher?
Mr. PERLMAN. Yes, sir.
Senator HARTKE. What was his relationship to the company?
Mr. PERLMAN. Mr. Butcher was one of the most ardent advocates

of merger of the Pennsylvania and New York Central. When I
broke off with the Pennsylvania, he sent envoys to try to patch it up
again.
Senator HARTKE. That was back in 1959?
Mr. PERLMAN. Yes, sir; and he was a very ardent promoter of the

merger.
Senator HARTKE. Do you know whether or not he disposed of his

stock while he was at the same time promoting it as being a good
buy?
Mr. PERLMAN. I have no record of that. I haven't read any insiders

reports about it.
Senator HARTKE. Mr. Perlman, I want to thank you for your testi-

mony here today.
Senator COOK. I have one more question.
Mr. Perlman, I am not sure whether you heard Mr. Arthur

Burns of the Federal Reserve Sunday on television 
Mr. PERLMAN. No; I did not.
Senator COOK. In substance he made the remark that one of the

real problems we face has been the attitude of the Interstate Com-
merce Commission in regard to the entire American railway system,
that it really has not been an advocate of the American railway sys-
tem, but it has been an institution which has held them down rather
than allow them to become viable.
Would you buy that in substance?
Mr. PERLMAN. That is what they were set up to do. The Interstate

Commerce Act was set up when the railroads had a monopoly on in-
land transportation and they were set up to regulate them as a mo-
nopoly. And the world went by them. There were highways built,
airways, seaways. And the monopoly has long since gone. Now a
man can go out and buy a truck and carry his goods back and forth.
Yet we are still regulated as a monopoly. Now the airlines, the au-
thorities say they ought to ask for another raise this year. You never
heard the Interstate Commerce Commission come in and say you
ought to have another rate increase this year. They are not there to
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promote the railroads; Mr. Burns doesn't understand their function.
Senator COOK. The point I am trying to make, I am not being

critical of Mr. Burns, but I must confess to you I am being a little
critical of the Interstate Commerce Commission because as a regula-
tory body it has regulated the industry on a rate basis to the point
where it has made less than 3 cents on the dollar last year.
You and I can blame anybody we want to, and say somebody

doesn't understand the function of the ICC. But the ICC has func-
tioned so thoroughly in regard to regulating that it has almost regu-
lated a business out of financial existence.
Is that not true?
Mr. PERLMAN. That is absolutely true, sir. But I must again say

that is what they were set up for. And this is why I take issue with
the national transportation policy as it is set up today. Just as the
President said, it is a chaotic patchwork. The other three modes of
transportation have these agencies to promote them. And when the
Commerce Department had this function, that the Department of
Transportation now has, a railroad man couldn't be seen with them,
they were suspect if a railroad man were seen with them, because
they had to promote, they had the Inland Waterway Corp. to pro-
mote the canals and inland waterways, they had the Bureau of Pub-
lic Roads to promote the highways, and they had 
Senator COOK. The CAB for the airlines.
Mr. PERLMAN. Yes; and by gosh, they wouldn't be seen with a

railroad man. I had hoped when the Department of Transportation
was set up, at least you would have somebody as an advocate for the
railroads. But that still hasn't happened.
Senator COOK. Let me ask you: Are you in essence saying to me

that even if we come out with a bill that will guarantee $750 million
worth of loans, or whatever it may take, that we are not going to
have a viable transportation system in this country as long as the
Congress allows the Interstate Commerce Commission to function
under the present law?
Mr. PERLMAN. Yes, sir; yes, sir.
Senator COOK. Thank you.
Senator HARTKE. I don't want to belabor this other point, but

were there directors who supported Mr. Bevan and Mr. Saunders?
Did they just go along, I mean were they active in the participation
in the board meetings, or was this a controlled operation?
Mr. PERLMAN. Well, you know most boards that I have been on

will have maybe one or two real active men and sometimes they are
thought of as gadflies really, and others aren't too active actually. I
think this was no exception.

Senator HARTKE. Thank you, Mr. Perlman. Thank you for coming
this morning.

Senator COOK. Mr. Perlman, I want to put one thing into the rec-
ord because we were talking about the ICC. I want to read from the
Interstate Commerce Act, the national transportation policy. I think
this can be construed as a mandate on the Interstate Commerce
Commission to do the opposite of what you and I are talking about,
because I want to read from the act.
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All to the end of developing, coordinating and preserving a national trans-
portation system by water, highway, and rail as well as other means adequate
to meet the needs of the commerce of the United States, of the Postal Service,
and of the National Defense.

So I think we can read into this a mandate on the Part of the In-
terstate Commerce Commission to see to it and they should have
seen to it that they had a viable rail industry rather than one that is
in the condition it is in today.
Mr. PERLMAN. I agree with you, sir, on that score and I also think

if you look at it, it was always assumed that the railroads make at
least 53/4 of a percent on investment, and that has been a long time
since that has happened.

Senator COOK. It sure has. Thank you.
Mr. PERLMAN. Thank you very much.
Senator HARTKE. Mr. Perlman, are you saying in effect that the

railroad system today is in a condition which Prof. George Hilton
alleges that it is, that it is a dying industry, it can not support it-
self?
Mr. PERLMAN. I say that under the present system of regulation,

under the present system of subsidies to the other three forms of
transportation, under the system where we are not allowed to make
competitive rates with other modes, it is a dying system; yes, sir.

Senator HARTKE. He says we ought to let it die.
Mr. PERLMAN. I don't agree with him. I still say that the steel

wheel on the steel rail is the most efficient form of transportation in
the world. And it is being killed, we are not letting it die, it is being
killed.
And, sir, I think that is the tragedy today, to see it being killed

that way. All I say, as a taxpayer, is treat them all alike. Don't give
any of them any subsidies—or subsidize them all. Why does it mean
nationalization of the railroads if you are going to subsidize them
like you subsidize every other form? There is no nationalization
talked about with the airlines. I just read today they were giving
them some more money, to a firm up in Bedford, Mass., to work out
some research for the airlines.
What have they given the railroads? I mean compared to the bil-

lions that are poured out to these other forms of transportation?
Even the New York Times is all upset. I have three editorials

here in the last week from the New York Times and this one today
is certainly an example of that. If I were saying that as a railraod
man—here is a whole editorial "Too Much for Highways," and they
are saying what we are spending for highways is unconscionable and
not enough for rails and what is happening in the cities on mass
transportation and all that.
SENATOR HARTKE. DO you know that some of the airlines are lined

up so that if we pass a bill guaranteeing loans to the railroads, the
airlines want to be included in that?
Mr. PERLMAN. Well I think we are fools that we are not lined up

because you are giving money to the airlines, and highways, and
waterways now.
I think the railroads are so far behind the times in not coming

down here and knocking on your door that it isn't even funny.
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Senator HARTKE. Let me ask you you referred to the need for the
Interstate Commerce Commission. What about the tight money pol-
icy? Should it go too?
Mr. PERLMAN. Sir, I have been out of step with both the Johnson

administration and this administration as far as the money policy.
When they repealed the 7 percent investment credit, I thought that
was the greatest mistake that could be made.
Senator HARTKE. Let me say on the 7 percent credit, I wrote the

minority opinion on that, I was in favor of continuing it too.
Mr. PERLMAN. I didn't know that, sir. But if you don't allow the

industry to have the money to automate and improve its plant, how
are you going to get increased productivity? You can't ask the men
to work harder, you have to make it easier for them to work to in-
crease productivity. The only way you can do it is to have the
money to automate and improve your plant.
When they took the 7 percent away, because they said that it was

increasing inflation, they are just out of step with the times. When
they say tight money is going to do that, if you can't get money to
automate, and if you can't get money to do these kind of things,
how in the name of the Lord are you going to meet these wage in

? That is the only way you can meet them.
Now I don't understand—they are lying in their teeth about this

tight money in my opinion. It is not going to help inflation, it is
going to hurt it.
SENATOR HARTKE. It is adding to the inflation.
Mr. PERLMAN. If you don't have money to improve your opera-

tions and to improve your plant, and to put in automation and
things like that, you can't meet these 6 and 7 and 15 and 20 percent
wages increases. There is no way in the world, sir.
If a shoemaker takes 4 hours to make a pair of shoes and you pay

him $2 an hour, you are going to pay $8 and a profit for that pair
of shoes. If suddenly you are paying 84 an hour, it will cost you
double that amount for the pair of shoes and your dollar is only
worth 50 cents.
That, to me, is where we are going in inflation today. I think a

grade school child can understand that. But not the politician.
Senator COOK. Mr. Perlman, I think I agree with you.
Senator HARTKE. Now that we all are agreed on that policy, I

guess we will adjourn the hearings.
(Thereupon, at 12:15 p.m. the hearings were recessed, to reconvene

at 10 a.m. the following day.)

[From Fortune magazine, August 1970]

THE PENN CENTRAL BANKRUPTCY EXPRESS

(By Rush Loving, Jr.)

History's biggest railroad merger was doomed from the start. Con-
flicting philosophies and feuding managements led to a breakdown in
both operations and finances.

The long, heavy shadows had fallen across the gray archways of New York's
Federal Reserve Bank. Inside, in a tenth-floor conference room, three officers of
the Penn Central Co. and representatives from nine banks sat around the long
table and waited impatiently. To stay solvent, the Penn Central Railroad had
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to have a $50-million advance, which the nine banks were ready to make—as
soon as Secretary of the Navy John H. Chafee signed a government guarantee to
back a total loan of $200 million. Chafee was supposed to sign in Washington
that afternoon, but now it was after five o'clock and these men were still waiting
for his phone call. Some strayed out into the hall; the others chatted feebly
at the table. The talk abruptly stopped as Thomas M. Timlen, a Federal Reserve
vice president, came in and announced that instead of signing the guarantee,
Chafee had sent word that the government was not going to back the loan after all.
The bankers were stunned. Timlen added that they were free to go ahead and

make the loan anyway, but, as the shock wore off, the bankers replied that the
loan had been pegged solely to a guarantee, and they started packing their
briefcases.
Thus, on Friday, June 19, 1970, the Penn Central Transportation Co. rolled

toward bankruptcy with the finality of an express train thundering through
the night. The railroad had run out of cash. Virtually every asset it owned was
either mortgaged or pledged, and the banking community was not making any
more loans—not without a government guarantee. In terms of assets ($4.6 bil-
lion) it was the biggest bankruptcy in history.
The bankruptcy followed by nearly two weeks the firing of Penn Central's

chairman and chief executive officer, Stuart T. Saunders, pillar of Philadelphia's
Main Line and one of the most powerful men in American railroading. It also
followed months of secret negotiations between Saunders and top government
officials, talks that were aimed at saving the railroad from insolvency.
The underlying causes of the failure can be traced back to the 1968 merger

of the Pennsylvania and the New York Central railroads, the biggest corporate
marriage in business history. The merger should not have happened, for the per-
sonalities of the two roads were so far apart they were incompatible. And the
men who ran them found it impossible to work in harmony. The merger was
badly executed, and management since has been just as bad. There was chaos
out on the road, aggravated by infighting between some of the company's top
managers.
Worse yet, complex and sometimes hazy financial reporting had cloaked the

great losses and the steady hemorrhaging of cash that the chaos had wrought.
The blame for all this falls on many men, not the least of them the directors who
went along blandly—until it was too late.

THE UNCONVENTIONAL RAILROADER

"It wasn't a merger, it was a corporate take-over," grumbles one former Cen-
tral man. For ten years, while the merger proposal dragged through study com-
mittees, the Interstate Commerce Commission, and a maze of federal courts,
Alfred E. Perlman, the Central's president, threatened repeatedly to call off the
deal. Independent and proud of the line he had streamlined and glamorized,
Perlman scorned the stodginess of the Pennsy and its banker-like management.
But a merger would cut rising costs, and the Pennsylvania was the only partner
the Central could find.
The Pennsy and the Central were unrelenting competitors, and they were the

two dominant railroads of the Northeast. Their combination created the world's
longest privately owned rail system. Their fleets of cars and locomotives could
be stretched from New York to Laramie.
But they were opposites, and this was a problem when their differing operating

styles were brought together. The Pennsylvania got much of its business from
hauling steel, ore, and coal, while the Central was primarily a mover of mer-
chandise from the factories of the Midwest to the consumers of the Northeast.
Thus one emphasized volume while the other offered speed and service. The
Pennsylvania was traditional in both organization and thinking. It maintained
a massive bureaucracy that worked on a strict military chain of command. The
Central was known for the imaginative and highly unconventional team of in-
formal young men that Perlman had collected. They were like the Central itself,
lean and hungry, and they contrasted mightily with the comfortable, staid, and
conventional men whose tenure had slowly lifted them to positions of command
in the Pennsylvania.
The personalities of Saunders and Perlman, the two men who were to domi-

nate the merged system, are equally constrasting. Perlman, lean with piercing
eyes of cobalt blue, had been a railroader almost all his life, holding a rising suc-
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cession of operating posts at the Northern Pacific, the Burlington, and the Rio
Grande before heading the Central. He had an engineering degree from M.I.T.,
and was known as one of the best operations and maintenance men in the busi-
ness. Perlman is an intellectual in spirit, always seeking better ideas, constantly
reminding himself that there might be a better way of doing things if a person
kept an open mind. Perlman, like most operations-oriented presidents, toured Ms
road constantly, demanding something new wherever he went. He would dig out
the places where his line could economize, handing his lieutenants specific
directives for savings.
If jobs weren't done right, if a man was inept, Perlman raged. He is fairly

short, but his vice presidents were giants, all above six feet. "When he came to
town, it looked like a mobster and his bodyguards," recalls a former Central man.
And when Perlman raged, he was a fearsome antagonist, for he could cut down
a man with a sarcasm that sliced like a frozen scalpel.

COURTLY, COLD, AND UNCARING

By contrast, Saunders was a lawyer and a politician, -a man whose sharp mind
sorted facts and neatly laid alternative decisions side by side, ready for selection.
But Saunders often preferred mediation and compromise to the more testing task
of selecting the best of those decisions. As a politician, Saunders saw the ad-
vantages to himself and his railroad in building political bridges, and once he
even talked of runnning for governor of Virginia. A mover inside the Democratic
party, he held influential government advisory posts and was a confidant of such
leaders as Lyndon Johnson.
Bald-domed, shackled with a watch chain of gold, neatly incased in a convex

vest, Saunders gave off an air of supreme self-confidence. Unlike Perlman, he has
few close friends, and to some of the people he meets he comes off as outwardly
warm and even courtly in his southern way, but underneath he seems cold and
uncaring. To those who have known him the closest, he's always been a man try-
ing to prove something. In the mountains of Bedford County, Virginia, a man
who grew up with Saunders once recalled him as "the fat little boy we used to
chase home from school."

After a spell in Washington law offices, Saunders had risen through the legal
department of the Norfolk & Western Railway until,, after nineteen years, he was
elected president and chief executive. Shortly after taking office, he brought in a
bright young Virginia public-relations man named William A. Lashley, who made
Stuart Saunders his personal project, by molding him in the image of a transpor
tation innovator and a king of industry.
At the Norfolk, and when he took over the Pennsylvania from James M. Symes

in 1963, Saunders made it quite plain that he was unconcerned with the details
of daily operation. (And there was no cause to be concerned at the N. & W.,
where a heavy coal business guaranteed a steady flow of profits.) "I'm only in-
terested in that operating ratio," he once growled at a vice president. Symes had
been an operating man, as had Saunders' predecessor at the Norfolk, "Race Horse"
Bob Smith, who had used his lanky legs to walk almost as much of his right-of-
way as he rode. and he rode it all. But Saunders rarely visited ariy of the proper-
ties of his railroads, and when he traveled he usually forsook the trains for
private jets.
He ran his railroads by giving broad orders for cost cuts and revenue hikes,

telling his lieutenants that either they would find ways to carry out his directives
or they'd be fired. And he punctuated his threats with a growling temper that
started with a crimson tide that swept up over his face and across his round
dome.
Early in the game, Saunders distinguished himself for his good stockholder

relations. While per-share profits always rose under his regime, so did the divi-
dends. In his first three years at the Pennsylvania he hiked annual dividend pay-
ments Prom $6,800,000 to nearly $32 million.
The Penn Central's troubles began even before the merger. To combine two such

mammoth rail lines is a costly and involved task. There were different operating
rules, different types of locomotive controls, even different language. To estab-
lish a uniform method of operation after the merger, a planning committee,
manned by staff members of the two roads, met off and on for ten years before the
merger. The merger had been proposed so that the two roads might eliminate
thousands of miles of duplicating tracks and scores of surplus -yards, at a total
estimated annual saving of more than $80 million.



405

The committee failed to agree on some key issues, most notably what type of
computer would control the operation of the merged system. The two roads had
different computers that wouldn't mesh, and neither line's computer people would
yield. Even today the two systems still operate side by side; replacing them with
an effective realtime system will cost the Penn Central as much as $20 million.
Since he was to become chairman and chief executive of the merged line, Saunders
had the role of arbiter for these disputes, but, being a mediator by nature as well
as training, he often failed to hand down final, resolving decisions. (The computer
is a case in point.) Not long ago he confided to an associate that he had been
afraid of antagonizing Perlman, who had been threatening periodically to call off
the merger.
Probably the most controversial miscalculation of all was the agreement that

Saunders engineered with all the operating and shop craft unions in the spring of
1964. To avoid long and paralyzing negotiations each time a shop or a yard was
shut down or consolidated, the railroads promised the unions that, once merged,
they would rehire all workers with five years' seniority who were furloughed
between the time of the agreements and the day of the merger. This promise cost
$38 million in the first two years of merger. In addition, the Penn Central agreed
to pay one year's severance for each five years of seniority to any workers laid
off after the merger. This would cost nearly $100 million for every 10,000 unneeded
workers. Normally workers are merely furloughed with no severance.

"WHERE THE HELL IS HARRISBURG?"

With the merger, Perlman became president and chief operating officer, with
full responsibility for the new railroad's marketing, traffic, and operations
divisions. Perlman reported to Saunders, as did David C. Bevan, the Pennsyl-
vania's former chief financial officer, who retained that title in the merged road
and headed the finance committee. Thus the company's finances were outside
Perlman's control, a matter that was. to have repercussions later.
As soon as the two roads were legally joined they began operating as one.

Saunders' friends say that Perlman should have merged the operations in bits
and pieces. But Perlman's supporters say this was not possible—because Saun-
ders' labor agreements cost so much the Penn Central had to grab what econo-
mies it could by consolidating everything as quickly as possible.
The merger came at 12:01 A.M., Thursday, February 1, 1968, and the chaos

came right on its heels. "It was just a goddamned operating mess," says one
railroader. Routes were changed immediately for some types of traffic, but since
none of the classification clerks had been taught the 5,000 new combinations of
routings, cars started flowing by the thousands into the wrong yards. Recalls a
former Central worker at the yard in Albany: "They'd get a car for Harrisburg,
which wasn't on the old Central, and they'd say, 'Where the hell is Harrisburg?
I know where Pittsburgh is. Shit! I'll send it to Pittsburgh.'" Worse yet, many
cars had no waybills—the papers that accompany each car and show its routing
and destination—and yard superintendents were sending out entire trains of no-
waybill cars, just to get rid of them, thereby making more confusion at the next
yards down the line. The yards were jammed, and trains were unable to get in.
And because of this their engines weren't available to haul fresh trains out of
the yards and relieve the congestion. Many times crewmen had to leave entire
trains on sidings along the main lines, and the Penn Central suddenly began
losing trains. In one case, at the close of 1968, a coal train of more than 100 cars
was lost for ten days outside Syracuse.
The real trouble lay at the top of the Penn Central. The merger had created

a strange management pattern. Layered through the top ranks were all •the
former executives of the Pennsylvania and the Central. Perlman, of course, was
loyal to his old Central team, and, quite naturally, Saunders was not going to
allow this love to jeopardize any of the old Pennsy crowd. Generally a depart-
ment was headed by a former Pennsylvania man, followed by a Central man, fol-
lowed by a Pennsylvania man, and on down the line. If a subordinate was un-
happy with his immediate boss, he could always feel free to vent his feelings
to an old colleague further up the ladder. The results were catastrophic.

Saunders' edicts of do-or-be-fired ran up against Perlman's technique of lead-
ing men by encouraging them. At the same time, Perlman, who was used to
exercising complete control over his railroad, was frustrated by his lack of
authority over finances.

Although Perlman made up his budgets, the outlays and other key financial
data were controlled by Bevan, who was suspected of favoring land investments



406

over the railroad. Perlman wanted more money for car repairs and moderniza-
tion, but Bevan offered too little to suit him. Saunders presided over all this like
the mediator he was, trying to bring the two to ,an accommodation and only
frustrating Penman's love for decisions that were hard and binding.

"WHO DOESN'T LIKE SANTA CLAUS?"

Perlman was unhappy with his executive vice president for operations, a
former Pennsylvania man named David E. Smucker. A rough and tough old
railroader who cursed with an eloquence that was awesome even to steam
veterans, Smucker ruled in the old autocratic Pennsy style, a leadership trait
that won him his men's endearing appellation of "Mother Smucker." More than
that, Smucker did not get out on the road very often and he failed to show enough
enthusiasm for Perlman's attempts to streamline the company. On the other
side, Penman's open disdain of the Pennsy's stodginess hadn't endeared him
to Smucker. "You run a wooden-wheeled railroad," he had told Smucker before
the merger, thus adding a few more lightning bolts to their relationship.
Time after time, as the railroad's operations descended into an ever gooier

mire, Perlman pleaded with Saunders to let him dump Smucker, but each time
Saunders refused, Finally, early last year, Perlman asked one last time, and,
when Saunders turned him down, Perlman announced that he was through.
A day or so later Saunders gave in, and Smucker was replaced by Robert G.
"Mike" Flannery, who now has the thankless job of operations.
Another thorn in Penman's side was Henry W. Large, his executive vice

president for marketing, a big-boned and usually affable Pennsy alumnus. Large
was as disdainful of the Central marketing people—Penman's pride as Perlman
was of Smucker. The Central people had made their money by selling service
to shippers, at a good price. Large and the Pennsy marketing department, on
the other hand, had always worked on the principle that volume counted, no
matter how bare the profit. Thanks to this difference, the Central had made an
average per-mile operating profit nearly equal to that of the Pennsylvania, which
had taken in nearly twice the Central's operating revenues. The department's
ranking Central man, James R. Sullivan (who is still vice president for market-
ing), tried in vain to hold his old marketing team together while he and Henry
Large battled over a policy that the Central people insisted was costing the
railroad blood. "If we lose this battle, and they prevail," Sullivan told his men
before one crucial showdown, "then we'll paint this thing nationalization green."

Meanwhile, Perlman was asking Saunders to let him dump Large too, but to
no avail. Finally, last August, over lunch at the Sky Club in New York's Pan
Am Building, Perlman is said to have presented Saunders with statistics proving
that Large's policies were costing the railroad money.
"You just don't like Henry Large," snapped Saunders.
"I do like Henry Large," said Perlman. "He's a great big lovable St. Bernard.

No one can help but like him. But he's giving away the railroad."
"But the shippers like him," countered Saunders.
"Well, who doesn't like Santa Claus?" Perlman replied, and Saunders pro-

ceeded to tell Perlman that he was being negative, a verdict Saunders is said
to have rendered on Perlman before.

A WINTER OF DISCONTENT

This was the final straw, Perlman was frustrated already by his dealings with
Bevan, particularly by his inability to get $25 million to refurbish 12,000 un-
serviceable freight cars. Saying that he no longer wanted to have his hands tied
while taking the blame for the railroad's collapse, Perlman told Saunders he was
quitting the presidency. Saunders, who had long felt that the place would be
quieter without Perlman, accepted the resignation forthwith. Perlman took the
meaningless job of railroad vice chairman. Saunders told someone later that he
regretted not getting rid of Perlman earlier.
Although Saunders tried to get a veteran railroader for the presidency, those

whom he approached could be their own bosses elsewhere. A member of the board
recommended Paul A. Gorman, sixty-two, then president of Western Electric Co.,
a neat and orderly administrator and, most important, a cost cutter. Saunders
hired him at $250,000 a year.
Gorman reorganized top management, trimming the number of vice presidents

who reported directly to him, and in March of this year, Gorman replaced Large
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in the marketing department with Edward G. Kreyling Jr., a vice president of
•the Illinois Central. With Large went the Pennsy philosophy of volume over price.
"We're killing Santa Claus," said Kreyling. "They won't be giving things away
any more around here."
Meanwhile, Mike Flannery was trying to turn around the road's operations.

A forty-five-year-old Indianian, Flannery had been one of Penman's operating
officers at the Central, and he had learned well under the master. With shirttail
hanging out, black Irish locks dangling in his eyes, Flannery was highballing his
way up and down the system, freeing bottlenecks, demanding more of his men.
And, more important, he was instilling into the Penn Central a much-needed
morale. Motivation by fear was out; motivation by pride was the new order of
the day. "Flannery can really chew you out, but he always has time to listen to
you," one operations man said last spring. "I think the son of a bitch is going to
bring this thing off like Gang Busters."

Actually, Flannery was well on his way to bringing things back by late last
fall. Then the worst winter in the railroad's history swooped in, tearing up miles
of roadbed, freezing up locomotives by the scores. For days the Penn Central
came to a near halt. By early this summer Flannery had operations back to their
pre-winter level. But he still faces almost insurmountable problems. Derailments
still plague the road, and up and down the main line there are slow orders, or
reduced speed zones, largely because years of deferred maintenance have finally
taken their toll. There is congestion around the yards in Cleveland; there is need
for a new yard at Philadelphia and automation in the yard at Harrisburg. Fail-
ure to spend money on maintenance has left the railroad in a ramshackle state.

108 CADILLACS BITE THE DUST

At Albany's Selkirk yard, for instance, Herb Schwartse, a crew-cut, square-
jawed engineer from New Jersey, rolls out onto the main line southbound to
Weehawken; this is the old River Division that winds 140 miles along the west
bank of the Hudson. It's midafternoon, and, with 102 cars of mixed freight behind
him, Schwartse is rumbling down one of the most overworked stretches on the
entire Penn Central, sections of single track that weren't meant to take the
twelve trains a day that the re-routings of the merger have thrust upon them.
The top speed here used to be seventy, but now it's only forty, and the two black
diesels shake and pound even then. No sooner is he highballing than Schwartse
has to cut to thirty because of a slow order, bad track from a derailment last
winter. Just below the town of Alsen the afternoon sun glints on a blue car hood
that still lies beside the road, a reminder of the day last winter when nine racks
of new Cadillacs, 108 of them in all, flipped over here in one mangled heap.
Just above the high bridge at Catskill, Schwartse has to slow again, this time

for a three-mile stretch where the limit on this, a main line, is a creeping ten
miles per hour. That's because the track is still weak from a wreck in November.
Four freight cars still lie on the wayside as remnants of that disaster. At Lake
Katrine five boxcars await the cutters' torch; they were dumped in a derailment
last winter. Just above West Park there are seven cars from another winter
wreck, and below the town, lying along the roadbed like gravestones, are twenty-
one torn and ripped cars from a wreck a year and a half ago. As Schwartse
explains it, the maintenance and the wrecking men have to get a clear track if
they are to make things right, and the River Division's single line is just too busy
for that.
For that matter, it isn't easy for freight trains to get the track either. At

Kingston, Schwartse and his firemen take a supper break while waiting in a
siding for a- northbound freight to get by, and above West Point, as the gray
dusk of the Hudson slowly swallows Storm King Mountain, Schwartse puts his
foot up on the cab window and lights a cigarette, while he waits for another
northbound freight. An hour and a half later a big orange moon hangs over
the tracks ahead as the engine roars on toward Weehauken. This night he'll
be lucky and won't have to wait outside the oft-crowded Jersey yard.
On the other end of the system, out at the old Victorian station in Indian-

apolis, Charlie Barger bites into the stump of his cold cigar as he pulls back on the
throttle of an old Covered Wagon, one of the Pennsy's earliest diesel locomotives,
and takes No. 4 out for Richmond, Dayton, Columbus, and points east. Barger
looks straight up the road, his eyes staring hard between the black tip of his
cigar and the rounded brim of his green work hat. Charlie Barger sits up there
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like a Buddha, his right hand on the brake handle, left on the throttle, and like
the old steam man that he is he reaches up for long tugs on the whistle cord.
Barger's been making this run for most of the forty-four years he's been a rail-
roader, first firing, then driving, and he remembers the golden days when the
speed limit here was seventy-five and the track clear. Now the top speed is sixty
and this day No. 4 is late because of track work between Indianapolis and St.
Louis, and before he reaches Richmond, Barger has to cut his speed three times,
once to ten miles per hour. Beyond Richmond the track has been freshly repaired
and the limit is seventy, and Charlie frets when he finds he isn't getting more than
sixty-seven out of the old engine. By the time he ends his run at Columbus, he's
running later yet, all because of those slow orders, and as he climbs down from
his cab he gnaws unhappily on the final stubble of his half-eaten cigar. For to a
proud old railroad man like Charlie Barger, trains like No. 4 just aren't sup-
posed to be late.

A FATAL DOSE OF OPTIMISM

"I did not come to the Penn Central to liquidate it," Stuart Saunders declared
one day last fall. But even at that moment the railroad was well on its way to
bankruptcy. The Penn Central's troubles hang to some extent on this incurable
optimism of Saunders. Just as he is said to have abhorred Perlm.an's negative
thinking, Saunders apparently believed that if he kept saying he could do some
thing he would inevitably succeed at it. This optimism sloshed over into his
speeches and, at times, it carried into Penn Central's earnings statements as well.
Saunders, for example, blamed much of last year's operating deficit on the road's
passenger losses. But out-of-pocket passenger losses amounted to only half the
railroad's true total deficit.
'Thanks to some unique bookkeeping, the Parent Penn Central Co. was able

to report remarkable profits, happy figures that lulled creditors, shareholders,
directors, and managers. Many of the bookkeeping techniques Conform to what
the auditing fraternity calls accepted principles of accounting, and Peat, Marwick,
Mitchel & Co., which received more than $600,000 from the railroad alone for
accounting services last year, gave the books its certification of approval. More
surprising yet, some of these practices were accepted by the Interstate Com-
merce Commission, which is supposed to keep an eye on the financial health of
the nation's railroads.

Such normal operating expenses as wages and phase-out costs were taken out
of capital rather than income, thus inflating Penn Central's reported profits by
millions of dollars. Some bills for freight charges, which reportedly are uncol-
lectable, were credited to income. Sales of real estate, which should have been
designated as extraordinary items, were credited to normal income, as were the
profits from securities sales. Assets were written off as extraordinary charges
to avoid the annual depreciation, thereby enhancing earnings. When a large block
of securities was exchanged, the paper profit from the transaction was credited
to normal income in installments over the ensuing years, even though no cash
had ever come in. In some transactions the railroad company sold assets to its
financial subsidiary at many times their book value and credited the difference
to its own income as profit. The railroad fed its own capital into affiliated com-
panies and then took it back in the form of dividends—some of them exorbitant.
Although these advances to affiliates were not charged against current revenues
(they were charged as loans), the dividends were credited to income.

These accounting practices disguised the true state of affairs from even the
most knowledgeable outsider. Although Penn Central told its shareholders that
it earned $4,400,000 before extraordinary items in 1969, it actually suffered a
normal loss of at least $95 million, and it may have lost as much as $120 million.
Even aften an extraordinary gain of $18 million from security sales, the loss
came to more than $75 million. The company recorded the profit from security
sales as part of its normal income, even though such a transaction really was an
extraordinary gain. Reported earnings also included $8 million in unpaid freight
bills. According to one source, the railroad, in many cases, doesn't know whom to
send the bills to. Earnings got another boost when the railroad took from its capi-
tal rather than from operating expenses the $22 million it spent refurbishing
equipment of the acquired New Haven Railroad. The cost of rehiring furloughed
workers, as required by the merger agreements, and the expense of removing
surplus property—again brought on by the merger—were taken out of capital,
and thus 1969 earnings were overstated by another $17,400,000.
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Saunders was able to reap some hefty dividends last year from company-

owned trucking lines, real-estate and coal companies, and rail lines. At the
same time, however, Penn Central was making loans to some of these same

affiliates from its own capital. The dividends boosted Penn Central's earnings
by $35 million. Five affiliates, for example, posted heavy increases in dividends
to Penn Central. The dividends totaled nearly $19 million, some in the form
of stock, but both directly and through a web of subsidiaries Penn Central ad-
vanced the same five companies at least $17,300,000.
Furthermore, some of last year's dividends were quite extraordinary. For

instance, the railroad showed a $14,500,000 dividend from its wholly owned
truck line, New York Central Transport Co., which had a 1969 profit of only

$4,200,000. To get the dividend, Penn Central virtually cleaned out all Trans-
port's shareholders' equity, leaving a sparse $255,632. Meanwhile Transport's
cash and cash investments plunged from $2,900,000 to $1,300,000, and its ac-
counts receivable doubled to $13 million. Another trucking affiliate, Merchants
Despatch Transportation Corp., showed a $2,800,000 profit for 1969, but paid
Penn Central a $4,700,000 dividend. Manor Real Estate Co., which had a $714,000
loss last year, handed over a $2-million dividend, and Despatch Shops Inc., with
a $252,000 profit (a decrease of nearly 40 percent from 1968), paid a $1-million
dividend. In the fourth quarter of last year the Penn Central wrote off $126

million of passenger ears and stations on the ground that it would never
recover any profit from them. While the cost of the write-off was listed as an
extraordinary item and thereby did not hurt earnings, a former Penn Central
director says the write-off actually was taken to reduce depreciation charges
by $4,500,000. Even after its other paper gains, the company would have shown
a slight loss last year, but, thanks to this write-off, it was able to report an

operating profit of $4 million.

THROUGH A BALANCE SHEET, DARKLY

Last year's performance was nothing new for the Penn Central. In 1966 the
Pennsylvania agreed to swap some Norfolk & Western common stock for N. & W.
debentures. The company listed a $104-million profit from thet ransaction and
had it allocated to profits over an eight-year period. Penn Central's 1969 earn-
ings alone were inflated by $7,600,000 because of this paper gain.
The Penn Central reported a profit of $90 million for 1968 (later reduced

to $88 million), but actually had a loss of better than $20 million. The company
had a $54-million extraordinary gain from securities sales, but listed the profit
as normal income. By capitalizing the merger costs, earnings were increased
by $23,800,000. There was a credit of $1,600,000 for a tax refund that Penn

Central claimed from the state of Ohio, and net advances to affiliates (whose

dividends were credited to income) totaled $10 million. In 1968 the railroad
also included in its profits an $11,700,000 dividend that was merely a property
exchange. This represented Penn Central's interest in Washington's Union

Station, which was transferred during the year from the Washington Terminal

Co. to Terminal's two owners, Penn Central and the Baltimore & Ohio Railroad.

The Penn Central based the dividend on the price it expected to get for the

station when it sold it to the Department of the Interior for a visitors' center.

The sale still has not been consummated.
IThis virtuoso bookkeeping was used to show that the company had an ade-

quate cash flow. Nowhere is this technique more obvious than in the handling

of Penn Central's real-estate operations. The 1969 earnings statement included

$48 million from thee company's three major non-railroad subsidiaries, but Penn

Central received little hard cash from those companies. Its biggest and most

glamorous holding, Great Southwest Corp., had $34,400,000 in 1969 earnings, a

hefty boost to Penn Central's consolidated statement. But this was offset by a

$70-million gain in Great Southwest's accounts receivable, meaning that many

of its sales had been made for IOU's rather than cash. Moreover, Great South-

west had raised money for its new land developments by borrowing; the rail-

road's supplementary pension fund still holds a $2,500,000 note from the land

company. In 1908 and 1969, two years when cash was dearest to the railroad,

Penn Central itself fed nearly $19 million in advances to Great Southwest. In

return for all this, the land company contributed only $2,200,000 in dividends

last year.
Although Great Southwest's great gains in earnings did much to prop up Penn

Central's consolidated profit statements, the real-estate company has actually

50-934-71—pt. 2-4
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been a costly drain on the railroad. Saunders and Bevan bought a controlling
interest in the company for $16 million in 1964, and invested $9 million more in
1966, while other railroads were using what cash they had to modernize yards
and tracks. One insider says that, if the same money had been invested in modern-
izations, it would have saved Penn Central as much as 300 percent on investment
per year. Instead, Penn Central has received an average annual return from
these two investments of less than 3 percent.

FOR THE STOCKHOLDERS, $100 MILLION

Despite the cash shortage, Saunders insisted that its dividend policy continue.
For example, after deductions for the consolidated subsidiaries, Penn Central
had about $100 million in 1968 for its $300-million capital-spending program.
Nevertheless, the directors paid out $55 million in dividends to the stockholders.
'Although some directors have told newsmen in recent months that they were

not aware of the company's real financial position, the warning bells should have
rung early in 1969, when Murray A. Harding, a Wall Street analyst, pointed out
that Penn Central's 1968 earnings statement had been inflated by the Washing-
ton terminal "dividend." The directors, however, continued to bestow their con-
fidence in Saunders, voting another dividend for the first quarter of 1969. By
midyear, matters had deteriorated so badly that Bevan was urging that dividend
payments be halted. But Saunders stuck to his philosophy of good stockholder
relations, urging that the payout continue. He was trying to build Penn Centralinto a conglomerate, and the dividend payout would help hold up the company's
price-earnings ratio. ( Saunders now says he thinks the dividend was paid too
long.) But by last fall the company was in such dire straits that the boardfinally chopped off the dividend. In those two years of negative cash flows,nearly $100 million had been paid out to Penn Central's stockholders.
Through this time, Bevan, as chief financial officer, had been borrowing tokeep 'the company afloat. In 1968 he tapped the Eurodollar market, bringing back

$50 million in short-term money. In 1969 he managed to raise the company'soutstanding revolving credit from $100 million to $150 million, and he raisedan additional $85 million from bond and debenture sales. At year-end 1969, with
the squeeze tightening, he went back to Europe for another $59 million in one-year money, at an interest rate of 10.1 percent, or more than twice Penn Cen-tral's return on investment in good times.
As bad winter weather racked the road and the economic slowdown hurtbusiness, it became obvious even to habitual optimists that Penn Central washeaded for serious trouble. During 1970 the railroad had to meet $106 millionin sinking-fund requirements. To get more leverage, Bevan mortgaged justabout the last asset he had. He also sold $193,400,000 in unsecured commercialpaper. But even more money was needed. The winter storms were costing theroad a first-quarter loss of $80 million and, based on more conservative account-ing methods than those practiced by the Penn Central, the loss was probablyin excess of $100 million.

BRINGING BAD NEWS TO WASHINGTON

In the last week of February, Bevan went off to New York to negotiate an-other loan, while Saunders, Gorman, and Jonathan O'Herron—Bevan's as-sistant—paid a visit to the Interstate Commerce Commission. Saunders toldthe commission of the Penn Central's plight and urged that a proposed freight-rate hike for all the nation's railroads be granted immediately. In March,Saunders and O'Herron paid two vists to John A. Volpe, the Secretary of Trans-portation, and although Volpe now claims that he did not know until early thissummer just how desperate things were, Saunders spelled out the situation tohim then. In April and May, Volpe and Saunders jointly worked out a schemefor federal defense guarantees of Penn Central loans, and Volpe put Saundersin touch with the Defense Department.
While Saunders was pleading for help in Washington, Bevan was puttingtogether a $100-million debenture offering, which was to be sold in late Mayor early June, just in time to allow the railroad to meet its sinking-fund re-quirements. The offering was to be sold by Pennsylvania Co., the railroad'sfinancial subsidiary. Penn Central owns all Pennco's common shares, but thepreferred stock is owned by the public. Because most of Pennco's assets were
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pledged, and in order to transfer the debenture proceeds over to the railroad,
Bevan planned for Penne° to buy three of the road's last nontransportation
affiliates: Manor Real Estate Co., Clearfield Bituminous Coal Co., and Despatch
Shops, Inc. Although Penn Central's total investment in the three came to only
$29,300,000 (including a $24-million loan), Bevan proposed to sell the group to
Pennco for $84,100,000, or nearly 150 times their combined 1969 earnings.

Initially, Wall Street appeared to be in a fairly favorable mood for the offer-
ing. But in late April, Penn Central anounced the first-quarter losses, and the
commercial-paper market reacted immediately. Penn Central was unable to sell
new paper to refinance the paper that was coming due. When an updated pros-
pectus for the offering disclosed this squeeze, bond buyers turned thumbs down
on the issue, even at a 10.5 percent yield.
A despairing Saunders hurried back to Washington on May 19 for a meeting

with Secretary of the Treasury David M. Kennedy. He told Kennedy of the
commercial paper redemptions and of the tightening bind on Penn Central's
treasury. The debenture offering appeared doomed, said Saunders, and if he
could not get guarantees for further loans, the railroad subsidiary, Penn Cen-
tral Transportation Co., would have to consider filing for bankruptcy within
the next few days.
Kennedy was stunned. With the stock market in its perilious decline, news of

the bankruptcy of the Penn Central could trigger a chain reaction, if not an
outright panic. Moreover, the Penn Central's collapse would bring heavy losses
to many of the nation's big mutual funds. In the coming days Saunders made
repeated calls to Volpe as Administration leaders hurriedly prepared a $200-
million immediate Defense Department guarantee for Penn Central. And they
drew up a bill to guarantee another $750 million in railroad loans, a large chunk
of which would go to the Penn Central.

DIGGING AT THE TRUTH

For several months there had been growing signs of unhappiness among the
members of Penn Central's finance committee. When the year-end and the first-
quarter returns came in, committee members had begun asking questions. Al-
though Bevan made all the financial data available, members complain that they
had to thread their way through masses of detail to find the key points. "You'd
have to dig for it," says one. One member, E. Clayton Gengras, chairman of
Security Corp., a Hartford insurance firm, was an old hand at such digging.
Gengras was elected a director late last year after Security acquired control of

220,900 Penn Central shares, and he joined the finance committee last March.

Gengras began visiting the Department of Transportation, where he happened

to have an old friend, John Volpe. Armed with advice from Transportation De-

partment experts on what questions to ask of Bevan and Saunders, Gengras

began boring in, and other members of the committee quickly joined him.

The forced cancellation of the debenture issue provoked sharp questioning at

a May 27 meeting of the finance committee. Although no one suggested tossing

Saunders out, the discussion swung around to the idea of giving Gorman the chief

executive's powers, thereby giving him control over the financial operations.

Until then the complaints and questions had been pretty well limited to the

finance committee, but they spilled over into a meeting of the full board that

same day. Again, though, there was no mention of any major change in manage-

ment, although the New York bankers were getting restless.

The showdown came at 11:00 A.M., Monday, June 8, when Saunders convened a

called session of the railroad's directors to brief them on his arrangements for

the loan guarantees. He outlined the situation quickly, then, knowing the board's

darkening Mood, he moved that he, Bevan, Perlman, and Gorman—the inside

directors—leave the room. Franklin J. Lunding, finance-committee chairman of

Jewel Cos., Inc., and chairman of the railroad's executive committee, presided in

Saunders' place. The remaining directors began reciting their own complaints and

relaying the threats of the bankers, who had been demanding that Saunders be

removed. For two hours the words flew, tempers flared, and before the directors

realized the full import of what they were doing, they fired both Saunders and

Bevan and voted to "relieve" Perlman of his duties, which were then 
virtually

nonexistent. Lunding summoned Gorman from his office and offered him the
 post

of chairman and chief executive. Then a committee of directors met 
with Bevan

and Saunders and broke the news. Bevan, who had tried to retire 
in March but
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had been dissuaded, seemed philosophical about the action. But to Saunders it
came as a staggering and completely unexpected blow.
The next day Administration leaders and representatives of the railroad

briefed congressional leaders and asked for support of the proposed bill to
guarantee $750 million in railroad loans. As the Defense Department prepared
the immediate loan guarantee, and nine banks proceeded to line up an interim
loan of $200 million, Congressman Wright Patman of Texas, chairman of the
House Banking and Currency Committee and an arch foe of big banks, suddenly

' opposed the guarantees. Patman also began questioning the legality of the in-
terim $200-million guarantee. Other members of Congress surprised the Ad-
ministration by their coolness to the two schemes, and by the following week
the bill at least was considered as good as dead.
That left the Defense Department guarantee, which would provide only

enough loans to get the railroad through the summer. Though not as disastrous
as the first three months, the year's second quarter was producing a substantial
loss, and at best Gorman hoped to see black ink again only in late summer.
Even then there was both short- and long-term debt coming due, and more loans
would be needed to refinance that. Thus the $200 million would run out around
October 1, and if there were no more loans after that the company would go
bankrupt. Despite this drawback, the Administration went ahead with its plans,
but on Friday, June 19, just as Chafee was about to sign the guarantee, the
Administration withdrew its support.

THE WHITE HOUSE BOWS OUT

Patman had obviously been the main cause of the Administration's change of
mind. The next morning, Gorman, O'Herron, and three members of the execu-
tive committee flew to Washington in Penn Central's private plane for a meet-ing with Patman. But Patman would not budge. No sooner had the Penn Cen-tral men left than Patman issued a statement saying he had not been impressedby Gorman's pleas.
That night the executive committee, comprising Gorman and four outsidedirectors, met in Philadelphia. The company had more than $30 million inloans coming due by the end of the month, nearly $2 million of them on Mon-day, and there was not enough cash in the till. Gorman recommended vol-' untary bankruptcy, and as quickly as possible, before the banks moved inand filed for involuntary bankruptcy. By going the voluntary route, Penn Cen-tral could ask for an orderly reorganization, while the other method meantchaos and possible liquidation.
Racing both clocks and creditors, Gorman met with his full board Sundaymorning and asked for authority to file for bankruptcy. Penn Central's lawyersmade arrangements with a local federal judge, C. William Kraft Jr., and aclerk was ordered to stand by at the court. Early in the board meeting, Gor-man received a call from Volpe, who asked if there wasn't some other course.Gorman explained the situation while Volpe talked with the White House andtried to find some alternative remedy. They waited for hours, but finally, latethat afternoon, the directors agreed they could delay no longer, and at 5: 35P.M., at his farm in Delaware County, Judge Kraft signed the bankruptcyorder. The court clerk was notified by phone, and the order was filed five minuteslater.
The bankruptcy has set off a multitude of hearings, investigations, and suits,and it has spurred Congress to more serious consideration of the railroad-loan-guarantee bill, which may turn out to be more necessary than anyone everdreamed. There have been fears that the Penn Central's collapse will bring downother lines with it.

A FREEZE ON ASSETS

The railroad's bankruptcy placed both its parent, the Penn Central Co., andits subsidiary, the Pennsylvania Co., in unique and confusing positions. Manyinvestors, who were not overly familiar with the web of Penn Central's organ-ization, viewed Penne° as a subsidiary of the holding company and not therailroad. But within a few days after bankruptcy, the real relationship be-came apparent. Pennco was actually a subsidiary of the railroad, and all itscommon stock was pledged against railroad loans. The parent Penn Central Co.
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itself was really left with only two small oil companies as assets, and their
former owners have Sued to get them back. On top of that, the holding company
had guaranteed the railroad's $59-million Swiss loan. Thus Penn Central's in-
vestors were left with virtually nothing, and among the stockholders were more
than 7,000 Penn Central employees, many of whom faced the added woe of go-
ing unpaid and even of losing their jobs. Stuart Saunders himself was reported
to have borrowed heavily to acquire 45,000 shares, and payment of his $114,-
000 pension, voted by the directors after his dismissal, was held up by a fed-
eral court. To keep Gorman from feeding any more of Pennco's money into the
railroad, New York's First National Bank and the other institutions that held
the pledges on Pennco's common shares got the federal court to halt further
dividend payments to the railroad. The court also froze further shiftings of the
companys' assets.

THE DIRECTORS' DEBACLE

The day after Bevan and Saunders were fired, a friend called Bevan and found
him sunning himself by his Main Line pool. "What happened?" asked the friend.
"Bad management," replied Bevan. "It had been management for a long time."
But it also had ben bad supervision of management. The scores of men who
were charged with the fiduciary responsibility of supervising the management
of Penn Central had failed miserably. The accounting profession as a whole
contributed •to the debacle by making acceptable practices that are an open
invitation to distortions and outright fraud. The Securities and Exchange
Commission never raised a noticeable objection when Pennco tried to sell deben-
tures after inflating the value of its assets. And the Interstate Commerce Com-
mission, as musty as the old Pennsylvania, failed to notice a rapidly deteriorat-
ing treasury.
Most of the blame, however, falls on the directors of the Penn Central and

its railroad subsidiary. The average shareholder could ask no knowledgeable
questions, he could make no policy. Yet the directors, charged with that task,
raised virtually no questions and blandly endorsed the practices of management.
Although they had the power to demand that the books be restated in more
realistic fashion, the directors did nothing. Even in the complex and often
conflicting tables that Bevan and Saunders set before them, the directors had
ample material for gaining an inkling of Penn Central's true health. But they
accepted the financial statements at face value, and until this spring they made
no demands for more information. Ten directors resigned within a month after
Saunders was fired. Their performance was half-hearted, but their failure was
absolute.
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FAILING RAILROADS

THURSDAY, JULY 30, 1970

U.S. SENATE,
COMMITTEE ON 

COMMERCE,Washington,D.C.
The committee met, pursuant to notice at 10 a.m., in room 1318,

New Senate Office Building, Hon. Marlow W. Cook, presiding.
Present: Senator Cook.
Senator COOK. Good morning. We will bring this hearing to order.
This morning we have Mr. George W. Hilton, professor of eco-

nomics at the University of California, and specialist in transporta-
tion at the university. We are delighted to have him here to express
his views on this subject.
If you have a prepared statement, sir, you may go ahead and pro-

ceed.

STATEMENT OF GEORGE W. HILTON, PROFESSOR OF ECONOM-
ICS, AND SPECIALIST IN TRANSPORTATION, UNIVERSITY OF
CALIF.

Mr. HILTON. I do have a prepared statement that I deposited at
the committee office 2 days ago. May I summarize it?

Senator COOK. Absolutely.
Mr. HILTON. I am the author of a book, "The Transportation Act

of 1958: A Decade of Experience," which was published by Indiana
University Press in 1969. It summarizes the first 10 years of experi-
ence under the Transportation Act of 1958, one of the major provi-
sions of which was a loan guaranty program. That program is, I
think, the best indicator of what a loan guaranty program if
adopted at present could accomplish relative to the problems of the
railroad industry and the transportation industry more generally.
The experience under that program indicates, I think, quite unam-

biguously, that this is not an appropriate form of public policy. The
program, I think, has to be evalutated either as an outright failure or
else as something which was very trivial with respect to the prob-
lems which the railroads had. I look upon it as an outright failure.
The program ostensibly was designed to enable the railroads to
make certain investments, notably cost-saving investments which
were economic but which they were unable to make because of their
weakness at that time. The country was in the most severe of the
post war recessions, the recession of 1957-58, and the industry was
in a particularly depressed condition, similar to its condition at the
present time.

(415)
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The loan guaranty program did not in any real sense have this ef-
fect. Some loans were used for this purpose: for example, enabling
two relatively weak railroads to purchase diesel locomotives at a
somewhat lower interest rate than they could otherwise have gotten.
What it did mainly was to facilitate refinancing operations or to get
working capital. It was possible to use the program for this purpose
because the railroads could apply for loan guaranties, demonstrating
that they had recently made investments. It was not necessary to
point to future investment, past investment would serve the purpose.
The largest single guaranty was given to the New York Central
railroad on the basis of a recently-completed classification yard, for
example. What the program really did was postpone some bankrupt-
cies.
The act was inconsistently drafted. I point out the same inconsis-

tency is in the bills currently under consideration. The Interstate
Commerce Commission was directed to issue the guaranty only if
the loan could not be made in the absence of the guaranty and only
if there were adequate assurance of repayment. This is basically an
inconsistency that resulted in the Commission's pursuing inconsistent
policies, guaranteeing loans to the New Haven very readily and
under very similar circumstances denying a loan guarantee to the At-
lantic & Danville. Both of these were weak railroads immediately
threatened with bankruptcy. The New Haven had a great deal of
political pressure for its preservation, whereas the Atlantic & Dan-
ville did not, since it didn't carry passengers and it served a lightly
populated area. So I am not particularly blaming the Commission
for inconsistent behavior; the statute was drafted so as to make in-
consistent behavior almost inevitable. I point out that the Commis-
sion was unable to prevent the bankruptcy of the New Haven.
In my book, I stated that the principal accomplishment of the

program was preventing the bankruptcy of the Lehigh Valley until
it could be integrated into the Pennsylvania Railroad system. But
the Lehigh Valley went bankrupt last week, last Thursday or Fri-
day. So I would have to modify my conclusions to say that that
bankruptcy was only postponed by the loan guaranty provision. I
think the same judgment is likely to be made of several other rail-
roads. The recipient of the largest guaranty, the New York Central,
went bankrupt as part of the Penn Central, as we know, recently.
The recipient of the third largest volume of guarantees, the Missouri
Kansas-Texas is widely looked upon as one of the railroads most
imminently threatened with bankruptcy at present.
To look at the program from another point of view, less than half

the five hundred million provided by the statute for guaranties was
ever issued. This, I think is a very clear indication that the pro-
gram did not really serve the needs of the railroads. This was stated
by several railroad presidents, notably, Mr. Heineman of the Chi-
cago & North Western and Mr. Major of Lehigh Valley at the time
the program was initiated in 1958.

Further, there are a priori reasons why one would not expect such
a program to serve the needs of the railroads very well. Even by a
priori evaluation, a guaranty is only a method of palliating the situ-
ation, postponing an evil day.
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This I did not have in my prepared statement, but even if it is

felt that the railroads' present distress situation is in part a conse-

quence of public policy, and I think it is to the extent that they are

subject to very severe limitations on giving up uneconomic services

and disinvesting in redundant facilities—even if one accepts such

an argument, a loan guarantee is not an appropriate way of dealing

with the problem. Simply to let the railroads go farther into debt

because they are carrying on a lot of uneconomic services is no way

of dealing with the problem; it is simply postponing bankruptcies

and making them worse when they occur.
I mentioned in the prepared statement that I wanted to take issue

with a statement Secretary Volpe made in this connection. He stated

that he thought guarantees were an alternative to nationalization,

and with all respect to him I would argue that that judgment is the

reverse of being correct; that loan guaranties are likely to make the

Federal Government a principal creditor of railroads when they do

go bankrupt, and as a result to make a solution such as the Cana-

dian solution immediately after World War I look relatively attrac-

tive: That is, a selective nationalization of weaker railroads. This I

think would lee undesirable since State railways, like post offices, are

much more prone to political pressures. The limitation that a regula-

tory body cannot confiscate the property of a privately-owned regu-
lated firm through indefinite continuation of uneconomic service does
not apply to a public enterprise. As a result, State railways are typi-

cally highly unprofitable, as they are in most European countries.

Alternatively, in many British Commonwealth countries, they are

organized as state monopolies and given extensive protection against

rival forms of transportation. This is a policy which is open to all
of the objections to monopoly more generally.

Consequently, I argue in my prepared statement that the loan
guaranty program being considered is an inappropriate solution to
the problem for which it is endeavoring to deal.
What is a more appropriate solution is a more difficult problem

which requires more lengthy exposition, but, briefly, Congress should

give this industry carte blanche to get out uneconomic activities. So-
ciety has gone from approximately 95 percent dependence on the
passenger train for intercity movements to approximately 1 percent

dependence. The activity is probably the most uneconomic ever car-
ried on by private firms for a prolonged period. Many other parts of
rail transportation activities, such as less-than-carload freight, and

what is generically called "head-end activity" has long since ceased
to be economic. So the minimum Congress should provide is carte

blanche to get out of such activities and also to disinvest in branch
lines and -other redundant facilities.
As I pointed out, a drastically reduced network of freight-only

main lines would be viable well into the future.
More basically, however, Congress should attempt to reorganize

the industry, and the transportation industry more generally, in a
competitive fashion; that is, the railroads should be reorganized as
integrated transportation companies, allowed to provide transporta-
tion in any fashion they see fit, but subject to the Sherman Act.
They should be given free entry and free exit to and from transpor-
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tation activities and in fact other activities, but they ought to be
prohibited from pricing collusively, and engaging in exclusionary. or
predatory practices in the same fashion as firms in other industries.
The industry under these circumstances would at least in part be
viable for a long period.
I presume that integrated transportation companies would provide

the service mainly in containers, moving the containers by rail,
truck, or water in the fashion of the White Pass and Yukon Route,
the Alaskan-Canadian enterprise which is the principal transporta-
tion facility of the Yukon Territory, which mixes water, rail, and
truck operation, providing extremely flexible transportation facili-
ties based on a railroad of relatively low engineering standards.
Free entry into truck and barge operation would be essentially per-
fect guarantee of freedom from monopoly conditions, in such an in-
dustry. This would be a very considerable reorganization of the in-
dustry, obviously, but is one to which I think public policy should
go.

This, as I have stated, is not a radical proposal since it is arguing
for organizing the transportation industry like any other industry
under the antitrust laws. On the other hand, it is not a conservative
solution. I would argue that loan guarantees are in the best sense of
the term a conservative solution since they seek to perpetuate the
present capital structures of the industry and what is possibly
worse, they seek to perpetuate the present technology of the industry
based on individual cars. The typical freight car operates under 3
hours a day, and spends more than 21 hours a day in the freight
yard. During the period when it does operate, the slack action of its
couplers is extremely detrimental to cargo. One of the worse curses
of this industry is the high instance of damage claims relative to
rival forms of transportation. To provide a loan guarantee program
for investment in the industry tends to some extent to preserve pres-
ent technology as it is likely to be used for present individual cars
and present individual locomotives.
My guess is that integrated transportation companies would prob-

ably move toward a technology of integral trains without slack for
moving containers which would very much work to the benefit of the
industry in reducing damage claims. Consequently, both in the finan-
cial sense and the technological sense, it seems to me a loan guaran-
tee system is conservative under the wrong circumstances.

Consequently, in closing, I would again urge the Congress to
forms of policy other than a loan guarantee system.
Thank you.
Senator Coos. That is all very interesting purely and simply be-

cause I am not sure that this is the way to approach it, either.
I think it is very interesting to note, for instance, that you stated in
your remarks that under the act of 1958—and you reviewed that the
railroads have been in a declining position since 1915 and 1916—a
guarantee fund in 1958 of a half billion dollars was established to
which only $244 million was utilized. I think this should allay some
of the fears that many people have today, that the creation of a
$750 million guarantee fund will immediately be inadequate and
that we have to look further.
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What bothers me about your remarks—and I want to discuss it

with you and I hope you will discuss them pretty freely—is t
hat

you suggest that they immediately have that degree of freedom t
hat

you feel that a free enterprise operation should have. Also that they

should have the option, curtailing or stopping completely, any non-

profitable phase of their business. If this is the case, what do we do

with a half million people that have to pick up a train, pick up a

train at this point to go to work, whether the service was good, bad,

or indifferent? What do we do with these people, for instance, who

represent possibly 65 or 70 percent of them or greater, who are rep-

resented in the eastern portion of the country?
Mr. HILTON. You are referring to the suburban commutation op-

erations?
Senator COOK. Yes, let's talk about that first.
Mr. HILTON. Well, in all of the eastern seaboard cities, these serv-

ices are operated under public subsidy, which I think is likely to

continue. I am by no means convinced that this is an appropriate

form of public policy because it is regressive with respect to income

distribution. In addition, in certain respects it is also a conservative

policy, in the wrong sense, in that it tends to perpetuate the dispro-

portionate concentration of economic activity in the central business

districts while most of the forces that work in the city are for diffu-

sion. So I am not certain that this is an appropriate policy. How-

ever, I do think that most cities are going to continue such policies.

I don't think that we are immediately threatened with discontinu-

ance of such trains. It is the intercity passenger trains which would

be swept away with relatively few exceptions, such as New York-

Washington trains which remain barely profitable. They probably

will continue for some years. The long-distance intercity trains

would be swept away rather quickly. However, they, as I have

stated, provide only approximately 1 percent of intercity trips. Most

of the passengers would probably move immediately to intercity bus-

ses where they move at about half the cost or less to the carrier at

approximately the same speeds.
I don't think you can argue that intercity passenger trains pro-

vide any considerable external benefits if only because their utiliza-

tion is so trivial relative to automobiles and rival forms of public

intercity transportation.
Senator COOK. You know, I am delighted you called for the aboli-

tion of the ICC, purely and simply because I can't imagine an

agency of Government that would say to an apparent stock-held free

enterprise system that you just absorb over a hundred million dol-

lars worth of passenger losses in a year. I just can't for the life of

me imagine how anybody can conceivably do this. What do you

think of the ICC ? What do you think their contribution has been,

either to the system or to the detriment of the system? I think we

are really not talking about a viable system anyway. And, I don't

think we are talking about any phase of Government, including

guarantee programs, that have in any way attempted to make them

viable.
Mr.. HILTON. I think you are quite correct. Unfortunately, I think

these interrogations work out somewhat better when the questioner

is much more hostile than you are.
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I particularly identify myself with the position that the ICC
should be abolished. In fact, I think it was a mistake ever to have set
it up in 1887. It was established as an effort to stabilize railroad car-
tels which were inherently unstable with the means open to private
parties under the common law in the 19th century. It has always been
a cartelizing body. Up until 1920 it was a body designed to stabilize
private cartels rate bureaus. Thereafter it was an outright public
cartelizing body under the Transportation Act of 1920, vested with
minimum rate controls, and most of the normal accoutrements of a
cartel. I think it is important to bear in mind that there is no possible
effect of its being anything other than what it is; its statutory authority
would not really permit this.
Further, the logic of such a body is such that there really isn't

anything it can do other than generate monopoly gain in one activ-
ity and dissipate it in another. Unfortunately, the ICC doesn't work
out very well because, given the fact that the railroads have been de-
clining so long, they essentially have no monopoly gain left. Such
monopoly gain as the IOC generates is mainly generated for major
truck lines, and the railroads operate the principal unprofitable facil-
ity, passenger service. The usual cross-subsidization of regulatory
activities doesn't work well; regulation is generating the monopoly
gain in one activity, intercity trucking very largely, but then dissipat-
ing earnings in another industry.
I endeavor to point out that what is wrong with the Commission

in this respect and a large number of other respects is intrinsic to its
statutory delegation of authority. It is not a result of aberrations of
members of the Commission; this is a very widely held view. I think
Ralph Nader's recent report argues that the Commission could be
something other than what it is if different people ran it. It really
wouldn't. It suffers on the one hand from being a cartelizing body,
as I have said. On the other hand, it suffers from being very poorly
organized even as a cartelizing body. It has a very nebulous statu-
tory delegation of authority. The people who set it up also wanted
that. It mainly represents the ideas of Charles Francis Adams, Jr.,
who was the president of the Union Pacific Railroad. He was so
eager for a highly discretionary commission that he stated he would
prefer to have a commission without a law rather than a law with-
out a commission. And the statutory delegation of authority is so
nebulous that I think he approximately got what he wanted.
What I mentioned, that the delegation of authority in the loan

guarantee provision was inconsistent, directing the Commission to
do two inconsistent things, is quite characteristic of the Commis-
sion's statutory delegation of authority. Further, even where there
are not explicit inconsistencies, the Commission very frequently pur-
sues irreconcilable policies simultaneously: for example, in stating it
will not indefinitely require the preservation of an unprofitable pas-
senger train merely because the railroad as a whole is profitable, but,
on the other hand, is saying that the passenger train as a national
institution is a permanent part of the transportation system. There
is no way to reconcile these two, short of getting subsidy for it
which has, I think, inevitably driven the Commission to advocacy of
subsidy in this case. I think that the railroads should have brought
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some court actions arguing that the large passenger losses which
they have suffered has amounted to confiscation without due process
of law. There were such actions in connection with valuation in the
1920's, for example. There hasn't been such litigation concerning the
ICC in the postwar period.

Until the California Zephyr was discontinued, the Western Pacific
was dissipating more than 50 percent of its net receipts on the train,
on the basis of which it seems to me it would have had a relatively
strong case on such grounds in the Federal courts.

Senator COOK. You know, professor, I think one of the things that
became so apparent yesterday was a part of the merger of the Penn
Central. The ICC requested first of all, that 5,000 employees be
maintained that had been furloughed; that as a part of the merger
they had to take over the New York, New Haven & Hartford which
had been running at a $22-million-a-year deficit; and that they had
to, as a result of that merger and as a result of taking another prob-
lem off the ICC's hands had to incur a long-term debt to the long-
time controversy of the New York, New Haven at not less than $150
million, and we now find that the total is going to be $178 million.
All they had to do was look at the Penn Central's record or at least
look at the Pennsylvania record, see that today the combined rail-
road has a loss carryover of over $600 million, to know they were
doing no more than merging two railroads and heaping a greater
debt on them that they couldn't conceivably extinguish. If this is the
role of the Government as performed by the ICC, then it has been
of no value to anybody.
Mr. HILTON. I think you are perfectly right. But we have resorted

to political resource allocation, instead of economic resource alloca-
tion in the sense of letting the price system deal with these matters.
I think what you're inveighing against, quite properly, is the inevita-
ble consequences of the present organization of this industry under
the IOC.
The Commission is very, responsive to political pressures. The rail-

roads we have been talking about serve the most populous area of
the country. As a result, they have given rise to greater political
pressures for the perpetuation of uneconomic activity, also for the
perpetuation of the debt of these companies different from compa-
nies in other parts of the country.
There is another matter, that the Commission has a very consist-

ent pattern of tending to deal with any problem confronting it in
such fashion as to perpetuate the problem. This has been true in the
most basic things. It was established, as I said, to facilitate collusive
ratemaking, which, in turn, had as its purpose establishment of dis-
criminatory rate structures. This is a practice which the rise of
trucks and barges would have eliminated by the 1930's. But the es-
tablishment of the Commission has perpetuated this problem to the
present. But in the discontinuance of passenger trains and the pres-
ervation of debts of railways imminently threatened with bank-
ruptcy, which is the matter at hand, the Commission behaves in this
manner: When confronted with the Commission problem, perpetu-
ates the problem, rather than adopting means through the use of
market processes which would solve the problem.
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Senator COOK. Well, as a matter of fact, doesn't the American
railroad system face another tremendous danger right now with the
long-term capital debt that it created in the late 1940's and early
1950's? All of this will shortly be coming due and all of this will
become due at three and a half, 4 percent long-term rates and they
are going to have to refinance this at eight and a half and nine and
even more?
Mr. HILTON. It certainly appears to be true.
Senator COOK. So their position will only become worse.
Mr. HILTON. That's right. I think there is no question of that.
Senator COOK. In your statement you say that one of their inher-

ent problems is that heavy volume of fixed capital to the industry
invites the incursions of tax collectors and labor unions.
Mr. HILTON. That's right.
Senator COOK. Now, let's review this because you are saying, in

essence turn them loose. In essence you're saying let's not have a
loan guaranty program.
Now, as a part of the American railroad industry, the Sound

Transportation Review Organization—I don't know whether you
have seen it or had an opportunity to read it.
Mr. HILTON. This is the ASTRO program?
Senator COOK. That's right.
Mr. HILTON. I have seen reports of it in the trade press. I haven't

read it in its entirety.
Senator COOK. What would you think if it became necessary on a,

let's say on a phase out basis, to help the American railroad system
for a period of time? What would you think of the wisdom—you
may say there is a total lack of it, and I may be sorry I asked it in
that vein—but what would you think of the proposal of the Federal
Government picking up local taxation, in other words, to approxi-
mately the sum $400 million per year, that the railroad pays to com-
munities throughout the United States?
Mr. HILTON. I think it is undesirable. Any tax remission is in

the nature of a once-and-for-all benefit for the owners of the prop-
erty at the time that the tax remission is made. The resources which
are available in railroading have alternate uses • they would be taxed
in their alternative uses. This is part of the technology. It may be a
part of the technology that the proprietors would like to be free of,
but I think it is something that they have to face up to. Rather, as I
have argued, I think they ought to be free to get rid of these facili-
ties which have become redundant, which are absolutely enormous in
volume.
If you look at the facilities on the south side of the city of Chi-

cago alone, you see a total investment in those facilities—you recog-
nize they have properties which are worth hundreds of millions of
dollars there alone which could be used for a wide variety of alter-
native uses, as Mayor Daley is well aware. So it seems to me even in
such considerations it is disinvestment in facilities, using the facili-
ties for other purposes, rather than tax remission on such facilities,
that is the direction in which public policy ought to go.
SENATOR COOK. You may well be right. The reason I am expressing

it to you in this way, if this Congress is going to do anything, I
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think it ought to review all possibilities. For instance, a distribution
by the Federal Government of the local tax bill seems to me to be
conceivably a better immediate generation of cash to the railway
system than the imposition of a major guarantee program that is
merely going to add to the fixed interest costs of the railroads
themselves. In other words, it is fine for us to sit here and say let's
guarantee three quarters of a billion dollars a year, but we are im-
posing a fixed interest charge on the roads in the nature of 9 per-
cent.
Now, is it better to look in the nature of totally relieving some-

thing and generating the cash than it is to in helping them win a
battle but lose a war?
Mr. HILTON. Yes. I agree. This is consistent with what I said,

that even if we feel that governments are in large measure responsi-
ble for their distress, which is a point I don't think one can avoid,
that a loan guaranty program is not a second best solution. An out-
right subsidy is much more defensible and a tax remission is in the
nature of a subsidy. I think you're quite right.
Senator COOK. You know, if there is anything that expresses the

failure of action on the part of the ICC to even come to grips with
the problem of the American railroad system, it is constituted in two
paragraphs on page 16 of the ASTRO report:

In 1969 the Interstate Commerce Commission issued one of the most dismal

forecasts in its history. After 83 years of regulation it could only conclude of

the railroads—and I quote from their year end report—given competitive pre-

sure, continued inflation and unsatisfactory rates of return, the general finan-

cial condition of railroads may be expected to remain poor, capital expendi-

tures to remain minimal, and reduction in employment extended.

They admit that after 83 years of establishing a system to main-
tain a transportation program in this country that it is a total failure
They admit it, and they even admit that there is an unsatisfactory
rate of return, all this, though they could have done something
about it.
Mr. HILTON. Well, to some extent I think they have to be de-

fended. The present state of that industry is not entirely their re-
sponsibility. The typical foreign state railway is in worse shape fi-
nancially than the American private railroad system. I don't question
that the industry would have been declining for 50-odd years even
had the framework of policy been somewhat different.
SENATOR COOK. Well, let me give you an example of what I con-

sider to be a viable agency, and I think this is the CAB. The CAB
without unnecessary hearings without thousands of pages of rec-
ords
' 

without incurring on the airway industry hundreds of thou-
sands of dollars of legal expenses grants rate increases. For example,
the CAB automatically allowed the American airway systems on the
first day of July, to round off every fare to the next dollar and gen-
erated $50 million worth of additional income to the air system,
with no hearings, because they felt that it was to the best interest
of the air service system, that they were responsible for. They regu-
late to the best of their ability to see that it remains healthy.
Mr. HILTON. Yes. Well, there are certain differences. In the first

place, the CAB is regulating the most rapidly growing industry in the
economy. On the other hand, CAB regulation does have certain very
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real disadvantages. The policy, and, again, it is a result of a statu-
tory framework and a very high degree of discretion which Con-
gress invested within the CAB—results in semiempty airplanes
flying around the skies. Almost everything in the policy is an incen-
tive for airlines to expand their route networks, paralleling one an-
other, flying minor routes, such as Anchorage to Honolulu, in the
hopes that eventually there will be enough traffic there. There is a
very considerable waste of resources in air regulation, also. But I
think you're correct, it does work out somewhat better than ICC
regulation.
Senator COOK. But you are telling me there is an emptiness and I

can say to you that one of the problems that the railroads of this
country have today is that the ICC is continuing to force the rail
system to maintain passenger service between points when there is
nobody on the trains. The rate of loss is phenomenal and yet the
ICC insists it be maintained. While I agree that some of this service
should be maintained, and improved— they are doing nothing about
solving the problem. At least we are saying that the CAB is helping
to alleviate that problem while it is promotionally helping the indus-
try to advance its route and advance its capacity.
Mr. HILTON. Yes. That is a difference, but I do stick with my pre-

vious statement, that the fact that this is such a rapidly growing in-
dustry—airlines that is—makes it much easier for the CAB to deal
with the problem, and also that it does have analagous consequence
of idleness of resources. This is true in all cartels. Essentially this is
why cartels are so unambiguously illegal under the Sherman Act;
they generate excess capacity in any industry which is cartelized.
Essentially, the Federal courts in their wisdom have recognized this
by making it much more unambiguous that cartels are illegal than
that monopoly is illegal.

Cartels are the worst possible organization of an industry. An in-
complete cartel with a supervising body which doesn't in a literal
sense know that it is running a cartel, which doesn't go at it with
mathematical calculations or marginal calculations, but rather with
an irrelevant framework of semijudicial behavior, a cartel consisting
of all of railroading, a third of trucking and 10 percent of barge
lines, is about as bad an organization of an industry as the human
mind can conceive.

Senator COOK. Lets go back to this business of eliminating regu-
latory body and allowing the railways to seek that level of operation
which becomes profitable and eliminate any level of operation which
is unprofitable. You said that this lack of intracity transportation
would be picked up by another means. Now, what is Congress going
to do when the major bus lines in the United States become unprofit-
able ?And I could only give you as the best example, the Washington
transit system. All of a sudden we have a bus system that is supposed
to be doing what the trains used to do years ago, and now the buses
are no longer profitable. The buses are continuing to ask for increases
and increases and still are running in the red. What do we do to
solve this problem?
Mr. HILTON. I think the buses are likely to be with us for an

awfully long time. Freedom of pricing there I think would keep the
buses moderately profitable on major routes indefinitely.
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Senator COOK. You insist, they must have freedom of pricing.
Mr. HILTON. I think they should have, yes. The bus is an awfully

flexible device. It lends itself to declining demand conditions better
than anything else. A given bus can be used for limited service or
local service. It can serve small towns and large towns. There is a
further matter, there is a major problem in the country of getting
small shipments sent around. ICC-regulated carriers usually have
little interest in this. The bus is an ideal means for dealing with this.
Admittedly, Greyhound is not a very profitable enterprise, but its
parcel service is one of its brightest features. Since it has to provide
space for checking baggage, and it can carry parcels at a low ad-
ditional cost, it builds buses with abundant parcel-carring capacity.
A mixture of these two things, I think, is going to keep the bus in-
dustry around for the foreseeable future. You will have with respect
to public transportation between cities something analagous to what
you get for most of the economy, one technology for people with a
high valuation of time and another for people with a low valuation
of time. Peoplq who evaluate their time highly will fly. People who
have a low valuation of time will travel by bus. Air will expand, bus
will decline. Bus will hold its own best for short trips where the
cost in time relative to air is minimal. I don't think we're confronted
with the imminent extinction of the bus business by any means.
Senator COOK. Let's talk about that for a minute, because as I

gather from your statement, you seek a limited major rail freight
system in the country, the elimination of any side facilities, the elim-
ination of many feet or arms to go to a particular plant, but a major
market-to-market freight system, and the elimination of passenger
service, and, conceivably, the upgrading of the bus service. Now,
this interests me, because I want to know what effect these sugges-
tions will have in the immediate future on a broadly based and
balanced transportation system in this country. Because in viewing
the congestion of our highways, our airports, our airways, partic-
-ulary the Northeast portion again, and the resulting degradation of
the environment, can this country really afford to drop so-called un-
economic intercity passenger service? I want to Use the term freight
service, but I think your statement envisions the continuation of this
freight service. But can we really rid ourselves of this passenger
service in view of, for instance in view of Mayor Lindsey's remark
This morning, that it is conceivable that within today or tomorrow
that he may ban all noncommercial automobile use in the city of
New York. Are you not possibly using the term "uneconomic" in the
most narrow sense. Shouldn't we speak of economics in the broad
sense?
Mr. HILTON. Well, as I stated a few moments ago, the intercity

passenger train as an institution carries such a trivial number of
passengers relative• to its rivals that it can't possibly generate any
very significant external benefits. Such people as are left, as I said,
will very largely convert to buses which may produce a visible ex-
haust but which are not bad for hydrocarbons; therefore they are
not a source of pollution to the extent automobiles are. But the
congestion you mentioned, the pollution you mentioned, are both in
the main a consequence of inept pricing of public facilities. There is
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no way in which private persons can collect for the use of roads.
There is just too free access and egress. Similarly, there are no
property rights in the air. As a consequence, it is a governmental
duty to price road services and also to treat the ability of the atmos-
phere and the water system to dispose of wastes as a scarce resource,
which it is. Unfortunately, the government does both these things
very poorly. It charges for roads mainly on the basis of a flat excise
tax on gasoline which raises funds for building additional roads. It
does that very well, in fact, but it doesn't give people an incentive to
economize on the use of existing roads. And you get exactly what
you would expect. Roads are treated, not precisely as a free good, but
since the user charges on them are not differentiated by hour of
movement, place of movement, and direction of movement, the gov-
ernment is treating roads in a fashion similar to a free good. And
you get exactly what you would expect, a queuing problem. You
get this with essentially anything given away free. If it is the
Library of Congress Chamber Music Concerts or the free highway
accesses to New York City—you get queuing, usually called "con-
gestion in rush hours."
In the cage of pollution, there are no fees for polluting the atmos-

phere out of the tailpipes of one's automobile and you get exactly
what you would expect: people use the cheapest form of automobile,
that powered by the internal combustion engine, and they create a
very serious problem with an enormous volume of pollution

' 
which

may prove to be harmful to a great deal of animal life. And they'll
continue doing so unless the government taxes pollution in some
comprehensive fashion so that it becomes so unbearably expensive
to operate a polluting vehicle that any one of a wide variety of non-
polluting vehicles or more specifically, vehicles which pollute less,
such as steam automobiles or automobiles run out of fuel cells pos-
sibly, become more economic to operate.
Senator COOK. Or another means of transportation.
Mr. HILTON. Unfortunately, I don't think there are very good

prospects for that. Nothing else provides point-to-point transpor-
tation; as a result I think we have to face up to this form of trans-
portation providing the majority of traps, intracity and intercity,
in the indefinite future.
The sort of taxation devices as I have mentioned, variable user

charges of roads by dealing with rush-hour congestion, making it
very much more expensive, say five times as expensive to drive in
rush hours as off-hours, will have the incidental consequences of
speeding up buses, making them more adequate substitutes on the
one hand for automobiles, and, on the other hand, for railway sys-
tems than they are. They can handle people much more cheaply
than railway systems. I think that this is essentially the ultimate
solution to the question that you raised previously, of a large number
of people being dependent on rail transportation facilities in the
major eastern seaboard cities.
Senator COOK. I want to go back a little bit. You make a point

that interstate rail passenger service is not used and therefore is not
needed. It seems like the chicken and egg riddle. Is the service not
used because it is poorly run and poorly regulated, or is it not used
because it is an uneconomical method of moving people?
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Mr. HILTON. It is not used because is is an inherently uneco-
nomical method of moving people. It can move people at best at 10
percent of the speed of aircraft for double the cost to the carrier.
The railroads, especially in the immediate postwar period, did

all that anyone could do to make rail travel relatively attractive with
the introduction of trains, such as the California Zephyr, the North
Coast Limited, Sunset Limited, and so on. They endeavored to deal
with the problem by making trains more attractive. Unfortunately,
this isn't a solution which will work because people who have a low
enough evaluation of time to be on the trains are consistent only if
they want a low standard of service. The demand for high quality
of service, pullman service, standard dining service, and other lux-
ury aspects of railroading, fell off more rapidly than coach traffic.
The rate I believe was approximately 7 to 4. This is what you would
expect. People who evaluate their time low enough to take something
which is comparable to bus in time are consistent if they want a
level of service approximately equal to bus, with two exceptions:
the affluent elderly who may have a high evaluation of time but still
want a higher standard of luxury—and these are people likely to
have more fear of flying and more tradition of traveling by rail than
the rest of the population and rail enthusiasts who look upon this
as a form of consumption and so may want a degree of comfort
while they are engaging in consumption. It is these two groups
who produce most of the complaints against the standard of railroad
passenger service. But most of the complaints, that the railroads
have discouraged passenger traffic through low standards of service,
I think are misapprehensions on this point.

Senator COOK. Now, you say in your statement that the low rate of
return in the industry manifests a decision of society, a decision of
society transmitted through the market process, that it wants this
technology phased out. Mr. Perlman said that he didn't feel this
at all. He feels that really this results from governmental policy
rather than a decision by society. Now, I would agree with you may-
be in regard to a logical rate of return. I will disagree with you in
regard to passenger service because I think the industry itself has
got to be blamed for the passenger service. I think it tried to rid
itself of passenger service first and then when it found out that it
couldn't, it decided to degrade the passenger service so it could sub-
stantiate its position to some extent. I honestly feel, with all due
deference to the railroad systems themselves, that they have a real
public relations problem to solve with the American people. I think
the American people feel the railroad system let them down. And I
think they tried to make them understand and realize that a sys-
tem moving toward a freight system logically had to move away
from passenger system. And through the degradation of the sys-
tem, they made a lot of public enemies. But do you think it is a
market process, for instance, that the railway systems will ulti-
mately be phased out of the freight market?
Mr. HILTON. Well, to take the two points—I don't want to pursue

the passenger matter because I did express my views on it. I dis-
agree with you, that they made a conscious effort to get rid of some-
thing that could have been made viable.
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Senator COOK. I don't think it could have been made viable. It is
kind of an argumentative thing, but I think they had good trains
they had a degree of good service

' 
at least they had a degree of

cleanliness and all of a sudden they didn't have that. Obviously they
had just as many employees on these trains, because even as a
member of the State legislature, the one thing that we were
bombarded with was legislation after legislation that had to main-
tain so many employees on a freight train, so many employees on a
passenger train, and as long as the employees were there they should
have at least kept it clean.
Mr. HILTON. Well, even railroads which maintain a quite high

quality of service, such as the Burlington and the Santa Fe, had
the same atrophy of patronage that the rest of them did. The
eastern railroads have problems of cleanliness, and a great many
other things, because of their low level of profitability. The South-
ern Pacific which operates a very spartan standard of service, very
-widely criticized, is scrupulously clean, if only, I think, to protect
itself against criticism before regulatory bodies. I don't think any
:railroad maintains a higher standard of cleanliness than that. But
to get away from that to the more important question you raised,
whether the decline of the railroad is a consequence of public policy
or a consequence of a market decision, Mr. Perlman is very con-
sistent with the attitude of American railroad men—I think vir-
tually all of them will give you this response. He's an excellent
operating man I don't believe there is a better one. And as in the
case of differing with Secretary Volpe, I differ with him in spite of
the fact I have a great deal of respect for him. I think he is quite
wrong in this: society has turned to something which is preferable,
truck transportation. Railroad trains have slack in them, in their
couplers, which results in a high instance of damage claims.
The size of damage claims in the industry is in the nature of a

tax—the last time I saw it, something like 18 percent of their net
receipts. And that's a small part of it. What is worse is what traffic
never goes near the railroads because of the desire to avoid switching
impacts and effect of slack action. On the other hand, trucks suffer
from relatively high labor expense for long distances.
A recent Brookings Institution study by Prof. Ann Friedlaender

of Boston College argues that the survival of the discriminatory
rates, or value-of-service ratemaking, has diverted freight which
ought to move for distances over 200 miles by rail to trucks. There
is a waste of resources in this involving society in the welfare loss
of $500 million a year. I am not convinced that she is right because
I am not convinced that she has sufficiently considered the effect of
the railroads' poor damage experience. However, I do think that a
combination of rail and truck technology, using trucks for shorter
movements and rail for longer movements, would result in some
savings in the freight bill. The car service obligations of railroads,
the limitations on all carriers in cutting rates, does result in some
misallocation, whether it is of a character Professor Friedlaender
mentions or not. What I have been arguing for is greater use of
railroads for longer distance freight in containers, and use of trucks
for shorter distance service, which would have the incidental ad-
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vantage of permitting a really enormous disinvestment on one hand
in urban facilities left over from the old LCL processing facilities,
passenger facilities, and so on. Also in the classification yards, and
especially in branch-line operation. The surviving branch lines
could almost always be served more economically by truck, with
the exception of a limited number of branch lines which serve mines
and that sort of thing.
Senator ,COOK. I wanted to ask you some questions. Senator Baker

of Tennessee introduced a bill to establish a commission. It would
be the duty of this commission to consider the merger of the Inter-
state Commerce Commission, Civil Aeronautics Board, and Federal
Maritime Commission. It seems rather useless to pursue this because
you really think we ought to abolish the Interstate Commerce Com-
mission to begin with. But one of the things he discusses in his
remarks is that it might be conceivable that the Federal Government
would take over the rights of the American railroad system and
that in the future its utilization would be on a license basis. What
would you think of this, even with the projection of your remarks,
of a major point-to-point freight system without all the minor rami-
fications that you foresee as costing the railroads a great deal of
money?
Mr. HILTON. I think it's a very undesirable organization of the in-

dustry. It would create some of the undesirable characteristics of
the CAB regulation. You would have on the one hand a political
problem of who is to run where. The railroad would have incentive
to expand their networks, just as the airlines do at the present. I am
afraid you would have identifiable Democratic versus Republican
railroads, as you do airlines. You would have a further problem of
what were equitable user charges for these facilities, as you do on
roads, waterways, and airways. You are unnecessarily creating ft
problem of determining equitable pricing for publicly owned fa-
cilities in something that doesn't have to be publicly owned. Further,
you would be taking away from the railroads what I think is really
their best asset, the main-line rights-of-way between major cities
which they can use with a modified technology jointly with trucks.
It seems to me taking away from them their best asset and creating a,
lot of problems which almost all of the other forms of transporta-
tion have and which railroading has been mercifully free of. Rail-
roading has plenty of other problems, you understand.

Senator Cowl. I think I have just a couple of short questions,
professor.
I take it from what you said that you feel that, first of all, a,

guaranty program would not be a proper thing to do for the indus-
try. Secondly, that one of the real shortcomings that you found under
the 1958 act was that somehow or other, more money was available
to railroads that had already gone into bankruptcy, or railroads that
were pending to go into bankruptcy, than to really lend funds to rail-
roads that might have been in poor financial condition but really
they didn't consider were in bad enough position to loan them any
money. Is that correct?
Mr. HILTON. No, I wouldn't say that was correct. The funds were

available for any railroad which was willing to take a pauper's oath.
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Some of the weak railroads did. Some of the weak railroads such as
the Pennsylvania, Baltimore & Ohio, and the Chicago & North West-
ern, did not.
What I argued was that this was either investing in a declining in-

dustry in which the Government ought to be facilitating disinvest-
ment rather than investment, or alternatively, it was postponing
bankruptcies

' 
which the experience since the expiration of the pro-

gram in 1963 demonstrates pretty conclusively were inevitable in any
case.
I wasn't arguing that the Government ought to be facilitating in-

vestment in any railroad, strong or weak. The stronger railroads are
able to engage in cost-saving investment. So are the *eaker ones,
under lend-lease basis, with financial institutions, for example.
Senator COOK. The reason I express this to you is because we have

discussed with other witnesses, that a loan guarantee program should
be available to railroads that have already filed receivership.
The point I am trying to make is that in a loan guarantee program,

in discussing whether one should extend loans to a not-yet chapter 77
railroad, or a chapter 77 railroad, I think it is immaterial.
Mr. HILTON. I think that's right.
Senator COOK. And I think this in essence is what you are saying.
Mr. HILTON. Well, not really. I am saying it is undesirable for

either solvent or insolvent railroad—which is consistent with what
you said.

Senator COOK. One of the things I felt was totally inconsistent
about the 1958 act is that I just can't see how, on the one hand, you
could ask the ICC to regulate the entire industry, and then on the
other hand give the ICC the authority to loan up to a half million
dollars to railroads that are in trouble.
Because I think they hold the viability to do something about it

here and having done nothing about it here, extend credit to a railroad
over here in the nature of a guarantee. And I think they are incon-
sistent functions within the framework of the Commission.
Mr. HILTON. I am not certain of that. On the one hand, as I said,

the Commission, contrary to fairly universal popular opinion, was
not established to restrain monopoly, but rather to stabilize cartels.
So to that extent I am not sure that there is an inconsistency.
On the other hand, I don't honestly think it is within the Commis-

sion's power to make that industry, prosperous.
In addition to what I said in connection with Mr. Perlman's testi-

mony, again I call your attention to the experience of State railways—
these foreign countries, virtually all of which have State railways,
are not systematically trying to ruin their State railways. The forces
for decline of this industry are in the technology of the industry.
They are not exclusively a consequence of public policy.
Senator COOK. Now you bother me a little bit, because you just

finished saying you didn't think it was the responsibility of the Inter-
state Commerce Commission to see to it that a railroad is comfortable.
Now I think to me this is an inconsistency with the operation of

other agencies. For instance, at the Federal Power Commission, it is
now being asked by sources throughout the country that they feel
that—I have forgotten the figure-5 or six and a half or 7 percent
is a fair return.
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Most of the rate applications made by the industry have been made
on the basis of establishing a profitable operation.
Mr. HILTON. Yes, Senator. There are two considerations here.
On the one hand, the national transportation policy, the preamble

to the Interstate Commerce Act, imposed in 1940, does place the
Commission under the obligation of engendering sound economic con-
ditions, which the Commission generally interprets as keeping every-
one prosperous.

Senator COOK. Let me read from that 
* * * receiving a national transportation position by water, highway and

rail * * *.

If it isn't profitable, it is not going to be preserved.
Mr. HILTON. That is right. As I said, the Commission is under this

obligation. A further one under the common law is to refrain from
confiscating the properties of a regulated firm.
As I said, these are two rather different things. But I stick with

my statement that I don't think it is within the powers of the Com-
mission to keep this industry prosperous. No matter what the law
may state, the economic forces operating on this industry are such
that it can't be kept prosperous. The eastern coastal steamship lines
could not have been. The interurbans could not have been.
Senator COOK. Let me refer back to just one point so that I might

be able to clear it up.
When I talked about what I felt was an inconsistent authority of

the ICC, I don't think you can be a regulator and banker at the same
time. I feel they are inconsistent functions.
And I feel that in this instance, under the 1958 act, and I think

this is why we have at least under this amendment given authority to
the DOT, rather than the ICC, because I believe what we were doing
under the 1958 act was to create a regulator and a lendor all in the
same agency.
Mr. HILTON. Well, given the fact that the nature of the regulation

is cartelization, I don't honestly think there is an inconsistency there.
I think both these functions are undesirable, as a further matter.
Senator COOK. I understand.
Mr. HILTON. To that extent, I am probably biased, but I don't

think there is any real difference between what you are saying and
I am saying in this.
I think you are probably right that it would be preferable to vest

it somewhere other than in the ICC, but I have been arguing that it
would be undesirable to have the system of loan guaranties, no matter
where it is vested.
Senator .CooK. Are there any other questions?
Thank you very much, professor. I have enjoyed this, and I ap-

preciate your statement, very, very much. And I think that this gives
us another view, and I think it's badly needed.
Mr. HILTON. I greatly appreciate the opportunity to testify.
Senator COOK. I appreciate your being here. Thank you very much.
The hearings will be adjourned until next Thursday, or until the

call of the Chair.
(The prepared statement follows:)
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STATEMENT OF GEORGE W. HILTON, PROFESSOR OF ECONOMICS, UNIVERSITY OF
CALIFORNIA, LOS ANGELES

My name is George W. Hilton. I am Professor of Economics at the University

of California, Los Angeles, and the specialist in transportation in the UCLA
economics department. I was chairman of President Johnson's Task Force on
Transportation Policy in 1964, and more recently I am the author of a book,
The Transportation Act of 1958: A Decade of Eoperience, published by Indiana
University Press in 1969. Chapter III of that book is concerned with the ex-
perience under the program of guaranties of loans to railroads initiated by
the Transportation Act of 1958, and allowed to expire in 1963. This experience
is the most immediately relevant to the Committee's consideration of a new
program of loan guaranties. Accordingly, I requested an opportunity to sum-
marize the experience under the program and to present the implications for
future policy. I greatly appreciate the opportunity to testify.
The Transportation Act of 1958 provided that the Interstate Commerce Act

should be empowered to guarantee the repayment of principal of loans by
private financial institutions to railroads under a variety of conditions. The
Commission was directed to assure itself that the railroad could not make the
loan in absence of the guaranty, that the rate of interest was not unreasonably
high, that the terms of repayment of the loan should be no longer than 15
years, and that the prospective earning power of the railroad and the collateral
gave reasonable assurance of repayment. Guaranties might be made for new
investment or for reimbursement for expenditures in the recent past. The
Commission was empowered to issue $500 million in guaranties. Originally, ap-
plication had to be made by March 31, 1961, but Congress in 1961 extended the
program, allowing application until June 30, 1963.
By the time the last of the guaranties had been issued in 1964, the COMI311S-

sion had guaranteed loans of slightly under $244 million, approximately 48.8
percent of the sum authorized, to 14 railroads. All recipients of guaranties were
eastern railroads with the exception of the Georgia & Florida and Norfolk
Southern in the South, the Monon and the Chicago & Eastern Illinois in the
Midwest, and the Missouri-Kansas-Texas in the Southwest. The largest sum
guaranteed was $40 million to the New York Central as reimbursement for
expenditures on its Elkhart classification yard. Second largest was $35.6 mil-
lion to the New Haven and its trustees after the company's bankruptcy. Third
largest was a series of three loans to the Missouri-Kansas-Texas of $34 million.
In evaluating the success or failure of the guaranty program, it is well to

bear in mind that the ostensible purpose of the program was to allow the
weaker railroads to make investments which, in saving in cost or otherwise,
were economic but impossible to make through the ordinary processes of the
capital market because of the companies' weakness. This, it was hoped, would
make the industry more competitive to the rivals relative to which, in 1958,
the railroads were declining more rapidly than in most recent times. It can be
stated quite flatly that the guaranty program did not accomplish this end, and
in fact that most of the guaranties were not in any real sense made for this
purpose. Rather, most were made to provide working capital, or to facilitate
refunding operations, or otherwise to improve the financial positions of the
weakest railroads. The fact that guaranties might be made for reimbursement
of recent expenditures meant that a railroad which had made a major capital
expenditure in the recent past—as most had done—could secure a guaranteed
loan and use the proceeds for general purposes. Only a minority of the
guaranties were made for loans such as those of the Reading and Monon for
new locomotives. Accordingly, the program has to be evaluated mainly with re-
spect to its effect on the financial operations of the railroads.
So viewed, the program must be considered at worst an outright failure, and

at best a trivial force relative to the problems of the railroad industry. Quanti-
tatively and in other senses, the principal activity of the Commission in the en-
tire program was an unsuccessful effort to use loan guaranties to forestall the
bankruptcy of the New Haven. In this effort, the Commission granted guaran-
ties freely, even at the end without the usual collateral and in apparent dis-
regard of the statute's directive that there be reasonable assurance of repay-
ment. In this the Commission is not entirely to be blamed, since the political
pressures on it to assist the New Haven were extensive, and the statute was in-
consistent in its directives. That is to say, the Act of 1958 directed the Commis-
sion simultaneously to assure that the loan could not be made in absence of a

1M,
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guaranty, and that there was reasonable assurance of repayment Ob
viously, if

there were reasonable assurance of repayment, the loan could be 
made. This

gave the Commission authority to pursue inconsistent and irreconcilia
ble pol-

icies simultaneously. To the New Haven the Commission acted as if 
it were

directed to assist the railroad if loans could not be made in absence
 of the

guaranty. To the Atlantic & Danville, a minor southern railroad without pas
sen-

ger service, the Commission refused a guaranty, driving the compan
y bank-

rupt immediately, on the ground that there was inadequate assuranc
e of re-

payment.
In my book, I characterized the program's most solid accomplishment as

preventing the bankruptcy of the Lehigh Valley until the company could be

integrated more thoroughly into the Pennsylvania system. I would point ou
t

that the Lehigh Valley went bankrupt last week, ending even that small sho
w of

accomplishment of the program. Similarly, the Jersey Central, one of the main

recipients of guaranties, was bankrupt in 1967. The New York Central, re
-

cipient of the largest guaranty, went bankrupt as part of the successor Pen
n

Central in 1970.
A further indication of the inapppropriateness of the program was the small

utilization made of it. Less than half the permissible volume of guaranties was

ever issued. Upon passage of the Act of 1958, President Ben H. Heineman o
f

the Chicago & North Western said, "The railroads' basic problem is not on
e of

making loans. The real problem is to pay back the loans we've already made."

President C. A. Major of the Lehigh accurately stated "The temporary loan

guarantee scheme will do nothing whatever for the hard-pressed eastern 
rail-

roads." Among the railroads worst off in the 1958-63 period, the Pennsylvania,

Baltimore & Ohio and Chicago & North Western made no effort to secure

guaranties, and the Rutland went out of business without any attempt to use

the guaranty provision.
Consequently, Congress was well-advised in 1963 to let the guaranty program

expire, and would be even better advised to refrain from establishing a similar

but larger program at present The conclusion that this is an inappropriate

form of public policy follows from several considerations.
First, there is a question whether the federal government ought to be

facilitating physical investment in this industry. As I have said, the ostensible

purpose of the guaranty program was to facilitate investment in equipment or

facilities which would be cost-saving or otherwise economic, but which the

railroads were unable to finance. There is little question that an industry with

chronic rates of return in the neighborhood of 2.5 percent has difficulty i
n

investing. Such rates of return are biased by the heavy mileage of branch lines,

the large volume of passenger-related facilities, and other properties of

negligible or negative productivity. Main-line railroading remains a profitable

enough activity that the railroads have been able to dieselize, adopt centralized

traffic control, convert partially to piggy-back and container technology, and to

make cost-saving investments quite generally. The loan guaranty program of

1958 presumably allowed the Monon and Reading make some small saving

in interest on their diesel locomotives, but this investment was of the sort the

railroads have most conspicuously been able to make.
Facilitating investment in a declining industry is an undesirable policy

generally. The railroads have been declining since about 1915-16, either

relatively or absolutely, dpendng on the activity and geographical area in

consideration. They have declined for perfectly good reason. The technology

of individual cars with slack action in couplers entails heavy incidence of

damage to cargo and low speed in interchange operations: rails are inherently

inflexible in destinations; the collusive pricing historically characteristic of

the industry creates a pattern of rates which, being based on value of the

service, stimulates costbased transportation, such as private trucking; the

heavy volume of fixed capital in the industry invites the incursions of tax-col-

lectors and labor unions. The low rates of return of the industry and such

difficulty in investing as the industry has are manifestations of a decision

of society, transmitted through the market processes, that it wants this

technology phased out The government should endeavor to implement this

market decision by facilitating disinvestment in the industry, not to confute

the decision by investing in it.
Similarly, if the guaranty program is viewed as a financial device for

avoiding bankruptcies, it is also inappropriate for a declining industry.
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Congress should expect bankruptcies in the industry, and in fact welcome
them as parts of the process of disinvestment in it. Loan guaranties are
advocated on the implicit presumption that the ills of the industry are
transitory. Unfortunately, there is a bias in declining industries that the
decline is continually about to be reversed; loyalty to one's superiors usually
requires such an attitude. Thus, men in declining industries tend to treat
their problems as transitory, often for decades, whereas the historical
experience of declining industries indicates that virtually all—probably over
99 percent— of industries which enter secular declines do not stop short
of extinction. The forces for decline of this industry are intrinsic to the
technology of separate cars being pulled by a locomotive; it is extremely
unlikely that the decline can be arrested as long as that technology persists.
Consequently, loan guaranties can only add to the debt of such railroads

as do get into bankruptcy. Worse, they will result in the federal government's
being a principal creditor of the bankrupt railroads. Secretary Volpe in
testifying for loan guaranties was reported in the press to describe guaranties
as the alternative to nationalization. With all respect to the learned Secretary,
I submit that, rather, loan guaranties are the most obvious path to nationaliza-
tion. If America nationalizes its railroads, it will probably do so as the
Canadians did, selectively nationalizing the distressed railroads of the country.
If the federal government is a principal creditor of a bankrupt railroad.
the option of nationalizing it is particularly attractive. The pros and cons of
railroad nationalization are a broader subject than I should attempt here, but
the belief that •the industry ought to be kept in private hands which seems
to be accepted by most Americans seems to me perfectly correct. I am aware
that countries such as Japan and Switzerland with at least as much philosophic
commitment to private ownership of resources as we, have state railways.
The fact remains that we are better off with privately-owned ones. However
distressed our railroads, they are in better financial condition than the typical
European state railway. American railroads are endeavoring to maximize
net receipts, whereas state railways are typically under political pressure to
provide a wide volume of uneconomic services, to maintain large labor forces,
to preserve existing technology, and to subsidize various groups selectively.
As a consequence, they are typically highly unprofitable. Alternatively, as
in South Africa and several countries of the British Commonwealth, state
railways are subjected to comprehensive protection against rival forms of
transportation, essentially dealing with the forces for decline of railroads by
establishing a state monopoly. Either of these options is an undesirable solution.
To revert to the point that appropriate policy toward the railroads is

facilitating disinvestment in the industry, not investment, I would point out
what, in my opinion, Congress ought to be doing instead of enacting a loan
guaranty bill. At minimum, it should give the industry carte blanche to get
rid of uneconomic services, notably passenger traffic, less-than-carload freight,
and branch-line operations generally. The industry as a drastically reduced
network of freight-only main lines would be viable well into the future.
More basically, Congress should attempt to organize the industry competi-

tively, with the railroads converted into intermodal transportation companies,
free to provide transportation in any manner, free of any compulsion to
provide uneconomic services, free to set rates without regulation, but
prohibited from pricing collusively or engaging in predatory or exclusionary
tactics. That is to say, the industry should be organized in the fashion of any
other industry, through abolition of the Interstate Commerce Commission
and subjection of the industry to the Sherman Act. Free entry into trucking
and barge operation would be an essentially perfect safeguard against monopoly
problems. Integrated transportation companies would probably provide service
mainly in containers, moving short distances by truck and longer distances
by rail in some slack-free technology of integral trains.
Organizing the transportation industry like any other industry is not a

radical proposal, but neither is it a conservative one. Loan guaranties are
in a real sense a conservative solution, since they seek to perpetuate present
technology and present economic organization. In so donng, they only postpone
the inevitable, and make the inevitable worse when it occurs.

(Whereupon, at 11 :20 a.m., the hearings were recessed, to be
resumed at the call of the Chair.)
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THURSDAY, AUGUST 6, 1970

U.S. SENATE,

COMMI1 ri4,E ON COMMERCE,

Washington, D.C.

The committee met, pursuant to notice, at 10: 10 a.m., in room
1318, New Senate Office Building, Hon. Vance Hartke, presiding.

Present: Senator Hartke.
Senator HARTKE. The committee will come to order.
We are continuing hearings on the Railroad Loan Guarantee

Legislation, S.4011, S. 4014, and S. 4016.
The witness scheduled for this morning's hearing is Mr. David C.

Bevan, former chairman of the Finance Committee of the Penn
Central.
Good morning. You may proceed with your statement.

STATEMENT OF DAVID C. BEVAN, FORMER CHAIRMAN OF THE
FINANCE COMMITTEE OF THE PENN CENTRAL

Mr. BEVAN. Thank you.
My name is David C. Bevan. I was born in Wayne, Pa., on August

5, 1906. I graduated from Lower Merion High School in 1925, from
Haverford College with a major in economics in 1929, and Harvard
Business School in 1931. I went directly from Harvard Business
School to the Provident National Bank and during my stay there
I operated in virtually every department of the bank.
In 1942 I resigned from the bank and went to the War Production

Board and from there to the Lend Lease Administration. Early
in 1943 I went to Australia as a member of the U.S. lend lease
mission to Australia serving there until the end of 1944. During the
latter part of this period I was acting head of the mission. In 1945
I was deputy head of the mission of economic affairs in London.
I returned to the Provident National Bank in January 1946, and

remained there until October 1946, at which time I left to become
an officer of the New York Life Insurance Co., where I remained
until May 1951. At the time of my departure from New York
Life I was the treasurer of the company. I left to become financial
vice president and chief financial officer and director of the Penn-
sylvania Railroad Co. I remained in this capacity until October 1963,
when I was elected chairman of the Finance Committee and chief
financial officer. At the time of the merger, February 1, 1968, I
retained my position as chairman of the Finance Committee but

(435)
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was not elected to the new board of Directors nor to the Executive
Committee.

Prior to merger, accounting, budget administration, and data
processing were all under my supervision. However, as of February
1, 1968, the date of the consummation of the merger, these respon-
:sibilities were turned over to Mr. Perlman. I had responsibility for:
(a) bank relations of the railroad; (b) raising the required funds
for its operation; (c) supervising our diversification program; and
(d) overall supervision of the companies newly acquired under this
program.
In August of 1969, Mr. Saunders advised the board that Mr.

Perlman was going to relinquish his duties as president as of
November 30, 1969. At the August 27 meeting, I was elected a
director of the board and also a director of the holding company.
On September 24, Mr. Gorman was elected president as of December
1, Mr. Perlman, vice chairman as of December 1, and I was
elected to the Executive Committee. At the same time, accounting
and budget administration were again placed under my jurisdiction.
Immediately upon going to the railroad in 1951, I made a complete

study of its financial operations and was impressed by the fact that
the railroad was badly in need of a long-range debt management
program. It had a large number of noncallable relatively medium-
term issues in sizable amounts. The total debt was larger than I
thought it should be. An increasing percentage of the debt was in
the form of equipment obligations which would produce an increas-
ing drain on the cash resources of the company because they were
nonrefundable.
In 1952 I presented to the Finance Committee and the board a

long-term program to meet this situation. Attached hereto is exhibit
1, which indicates what was accomplished under this long-range
program during the years 1952 to 1964. Briefly, bonded and other
debt was reduced from $765 to $531 million, a decrease of $234
million, or slightly over 30 percent. Equipment obligations were
reduced from $350 to $230 million, a decrease of $120 million or
approximately 35 percent. Total debt decreased from $1,116 to $761
million, a decrease of $355 million or about 32 percent. Interest
charges decreased from $39 to $32 million, a decrease of $7 million
or a little over 18 percent. Because of very careful attention to this
program, decreases occurred in every category in every year during
this period.
When I studied the railroad, I was also impressed with the

complicated corporate structure and the fact that the debt structure
seemed to have grown like Topsy. I therefore instituted a so-called
simplification program under which we reduced the number of
subsidiary and affiliated companies from 171 to a low of 89. By the
time of merger this had gone back to 102 because of the new
companies and their subsidiaries which we acquired through our
diversification program. When we merged with the New York
Central an additional 84 companies were added, bringing this back
to a total of 186. Immediately after merger we started again working
on the simplification program to the extent we had available help
not occupied with merger problems. By June of 1970 we had the
total down from 186 to 171.



437

By following this simplification program we had hoped by the
end of 1969, to be in a position to issue one blanket mortgage
which would be the senior vehicle for financing the needs of the
railroad in the future. However, continuing tight money conditions,
the insistence of many financial institutions for so-called kickers
in the way of warrants or common stock, and the fact that the
railroad was still operating on an unprofitable basis, made this
plan impossible to achieve up to the time of filing of the petition for
reorganization on June 21.
Another type of streamlining I developed was to bring the

supervisory force in line with the reduced overall personnel. At
the end of 1951, the total number of employes of Pennsylvania
Railroad was 137,765. By the end of 1961, the figure had been
reduced to 67,242.
This plan which I developed provided for early retirement of

supervisory personnel between ages 60 and 65, at the option of
the company. In certain cases retirement of employes was possible
as early as the age of 55.
The thrust in back of all this, of course, was to bring the super-

visory personnel in line with the overall reduction in the number of
people employed.
This plan was successfully initiated in 1963. Up until the time

of the merger, 603 people had been retired out of a possible 1,296,
with estimated savings of approximately $12 million. The plan was
continued after merger and, including retirements already authorized
up to September 1, 1970, an additional 786 supervisory employes have
been retired with an estimated savings of $25 million.
Having lived through the depression of the thirties, and having

done a great deal of work on sick companies during that period,
I developed a firm conviction that one of the basic reasons for
railroad failures at that time was their lack of staying power
stemming from the fact that they had never been able to build up
adequate working capital. In my judgment, this has been and still
is an outstanding weakness characteristic of the industry. I believe
this. is directly attributable to the large amount of money required
for capital expenditures in the industry, coupled with an unreason-
ably low rate of return they have been allowed or have been able
to earn. As a result, the industry has been practically unable to
raise any equity capital for years.
Since I could see no quick way to remedy the fundamental situa-

tion as far as improving the working capital of the Pennsylvania
Railroad was concerned, in 1954 I set up with a group of banks the
first so-called standby revolving credit ever made in the railroad
industry. This was in the amount of $50 million and was specifically
used as insurance against an emergency to provide us with additional
backup capital in the event of a major strike in the steel, automobile,
or the railroad industry itself.

Fortunately we never had to call on this standby credit until
near the end of 1967, when we did draw down $15 million. After the
merger, in view of the increased size of the company, we were
able to arrange a $100 million revolving credit. In 1969 this was
expanded to $300 million. In the case of this $300 million revolving
credit, we had the right to draw down any or all of it at any time
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through December 1970, after which it would turn into a 5-year-term
loan to the extent that we so desired, with minimum payments in
each year thereafter.

In 1968, we also became the first railroad to use commercial
paper in a substantial way. The ICC first approved the issuance
of $100 million in July 1968, another $50 million in early 1969 and
a final $50 million near the end of 1969, or a total of $200 million.
With money conditions as tight as they were, we found it very
difficult to back up the commercial paper to the extent I desired;
namely, 100 percent. We were successful in backing it up with con-
firmed bank lines of $50 million. Since we were only able to get
$50 million of confirmed lines, which I considered satisfactory, we
withheld $50 million of our revolving credit as a backup to the
commercial paper. We also tried to get confirmed Eurodollar bank
lines, but were unsuccessful. As a result we had a 50 percent backup
for our paper in the event the commercial paper market became
weak. Under normal conditions we believed that if we were in a
position to withdraw $100 million of our paper from the market
at any given time, this would suffice. As it eventually turned out,
this was not true, primarily because of the shock to the financial
community of our 1970 first-quarter statement. Confidence eroded
rapidly thereafter.
The demand for capital expenditures after merger had been

enormous and since we were pushing very aggressively to expedite
the merger, the timing became even more pressing. In 1968 and
1969, including lease agreements, the financial department under
my supervision raised approximately $950 million in probably the
tightest, most difficult money market of the century. Of this, about
$560 million was used for capital expenditures, of which approxi-
mately $379 million was for equipment and $181 million for road
expenditures. Of the balance, about $245 million was applied against
debt maturities, with the remainder going for miscellaneous purposes
including financing operation deficits.
In summary, I believe our financial management over the years

has been good. Even with all the adverse circumstances I have
outlined, we were able to produce the money necessary for the
operating people to keep the railroad running in the face of deficits,
and that was no small job.
I might add that it would not have been possible without the

income made available through our new diversification program.
Our first acquisition was Buckeye Pipe Line in 1964, followed by

Great Southwest, also in 1964, and Arvida and Macco in 1965. Dur-
ing this period, New York Central also acquired Strick Holding Co.
which was later disposed of in December 1968. All in all, from the
Pennsylvania Railroad side, we invested a total of approximately
$144 million of cash in this diversification program, of which only
about three-quarters of a million dollars came from the transportation
company. The system realized a return of $146 million from these
investments from the date of acquisition through 1969, approxi-
mately 5 years in all. Those dividends and income from other non-
railroading properties have served to blunt the losses from passenger
service and have provided the margin necessary for continued opera-
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tion of the railroad. In other words, our investment in nonrailroad
companies yielded a much better return than the railroad itself,
which would have been in much more serious trouble without the
benefits of diversification.
Now, with respect to the merger itself, it seems to me that with the

passage of time we tend to lose sight of the magnitude of that under-
taking. Nothing similar to it had ever been done before. No one had
ever merged a Pennsylvania Railroad and a New York Central and
these two railroads had their special problems even before the
merger.
Mr. Symes' testimony before the ICC in 1962 makes that clear.

Briefly, he pointed out that although the Pennsylvania was first among
all-American railroads with respect to gross revenues in the period
195241, and the Central was third, they ranked 10th and 18th, respec-
tively, in net railway operating revenue; 17th and 18th, respectively,
in rate of return on average net investment in railway operations; and
16th and 18th, respectively, in net income, for the same period.
The sheer size of the two railroads was staggering as indicated by

the following figures as of December 31, 1967:

Pennsylvania RR.
Co. and Consoli-

dated subsidiaries

New York
Central RR. and

consolidated
subsidiaries

Total revenue $1,163,000,000 $819,980,000

Earnings 60,344,000 10,995,000

Total assets 3,799,000,000 2, 429,000,000

Total debt 1,264,000,000 863,000,000

The business of the two railroads was quite similar. In 1961, the

Pennsylvania's freight revenue was 74.9 percent of its total; the

Central's, 75 percent; the passenger revenue, 12.1 percent for the

Pennsylvania, and 10 percent for the Central. And, as Mr. Symes
pointed out to the ICC, the two roads' traffic patterns were similar
and there were other similarities, not to forget duplication of serv-
ices. This meant the opportunity for savings was there, but in view
of the size and complexity of both railroads' operations, it also meant
that the magnitude of the problems, initially, at least, would be
tremendous. And I might say they were.

Since there was no precedent, there were really no guidelines
which our operating personnel could use as standards in their
operations. We did know that all past railroad mergers had run
into problems and seemed to be difficult to effect. In the case of the
Penn Central this seemed to be doubly true. Because of the com-
plexity of putting the far-flung properties together operationally,
the service disintegrated badly to start with and this cost us very
substantial amounts in revenue. It is also true that you lose business
faster than you get it back, because when your service returns to
normal some of your customers have made other arrangements
which they are loath to change.
We also had substantial nonrecurring expenditures; overtime

soared, and so did per diem charges payable to other railroads; so
that at the same time we had both inflated expenses and abnormal
losses in revenue which affected our situation seriously.
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In 1969 we saw some slight improvement in certain areas, such as
a gradual reduction in per diem costs and a reduction of about 8,000
in personnel since the date of merger. For 1970, we budgeted a loss
in the railroad of approximately the same amount as in 1969, about
$55 million. We believed that as a result of improved operations
in subsidiary companies we could show an overall improvement on
a consolidated basis for 1970, and that there would be improvement
in both areas in future years.
However, in January and February, 1970, as you gentlemen may

well know, the Eastern and especially Northeastern United States
had some of the worst weather the country had ever experienced.
The railroad was virtually paralyzed for days at a time. Some of
our freight classification yards were tied up for long periods of
delays. Freight revenue plummeted. The expense of getting the
trains back in service was tremendous but of course it had to be
incurred. So once again in January and February we had both an
abnormal loss in revenue and an increase in expenditures. We also
had to accrue retroactively to January 1 what we estimated the
final wage settlement would cost. This was without any offset in the
form of increased rates in the first quarter.
As a result, the operating department missed the budget for the

transportation company by a wide margin in the first quarter of
1970.
I think I should say at this point that in no way am I laying any

blame on anyone. The circumstances here that we had to cope
with I think speak for themselves, and the magnitude of the
problems were such that I have no way of knowing whether anybody
else or any other company could have coped with the situation any
better. I am merely trying to state the facts as they actually oc-
curred.
We had budgeted a $49 million loss in the first quarter, always

our worst quarter. With this we could have coped and it would have
been in line with the estimate of the budget for the year of a deficit
of $55 million; but the actual loss was $79 million before a non-
recurring profit through the sale of a company. This was too wide
a margin.
Shortly thereafter, it became apparent that in financial circles

people were becoming skeptical as to the ability of our operating peo-
ple to turn the railroad around. Many of them thought the railroad
just could not be turned around by any management. As confidence
evaporated, and as the result of the first quarter statement, we began
late in April to see signs of the beginning of what you might call
a "run on the bank" as far as our ability to turnover our commercial
paper was concerned. I might say parenthetically that at this point
we had already completed all of our equipment financing for the year
1970 as planned. We had floated one loan for other purposes, and on
the basis of our budgeted requirements for 1970 all we needed was the
proposed $100 million Pennsylvania Co. bond sale to complete our
financing for the year. Since the company had failed to meet its
first .quarter budget, additional financing would no doubt have been
required. We appeared to be in reasonably good shape to get
through the year 1970 without serious trouble, however, until we
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were confronted with serious problems in the
 commercial paper

market. However, for reasons I have mentione
d, it finally became

apparent that in fairness to everyone involved, we 
should not attempt

to sell any more commercial paper, that we shou
ld advise the under-

writers that the transportation company was e
xperiencing serious

financial difficulties, and that the sale of Pennsylv
ania Co. bonds

should therefore be withdrawn. Because of the gr
avity of the situa-

tion, we believed it was our duty to advise the Gov
ernment promptly

of the critical situation, and this was done. Immed
iately thereafter

the banks were also advised as to the exact situation
. Subsequent

events are now a matter of history.
Before speaking about possible methods by which

 the Congress

might assist the railroads in the future, I wou
ld like to briefly

comment on a few factors bearing on the present 
situation.

First, much has been said about our so-called div
ersification pro-

gram, when it started, what it encompassed, the reason
s for it, and

whether or not it drained off any assets of the transportation

company. I believe I have already answered this ques
tion and have

shown how successful the recent diversification program 
actually was.

As has already been pointed out, the Pennsylvania.
 and the Central

had been far more than railroad companies for ma
ny years and with

beneficial results, as far as their outside activities 
were concerned.

However, there had been some problems. For exampl
e, in 1963 the

Pennsylvania Railroad was requested by the ICC 
in the public

interest to agree voluntarily to divestment of Norfolk 
& Western

stock. To this we reluctantly acceded. From the time that
 this agree-

ment was reached, we assiduously and conscientiously atte
mpted to

work out the divestiture in the utmost good faith as 
far as the

Government was concerned, and at the same time to do i
t in such

a way as to protect the best interests of our stockholders. We
 could

not justify distributing the stock of the Norfolk & Western
 to our

dtockholders because it was a valuable earning asset whi
ch the

railroad needed. These earnings were required to supp
ort the opera-

tions of the railroad, and our creditors naturally would 
have had

serious objections to such a course. It was also apparent tha
t both we

and the New York Central, with whom we anticipated 
merging,

were heavily dedicated to the heavy goods industry, with 
violent

cyclical fluctuations in earnings characteristic of this industry
. A

large part of our business came from the steel and autom
obile

companies. Therefore, it seemed to be in the best interest of 
our

stockholders to reserve the proceeds of this stock for acqui
sition

of companies more nearly oriented to the ultimate consumer, with

different patterns of fluctuation in earnings so that we could grad-

ually eliminate some of the drastic fluctuations involved and at the

same time establish a dynamic growth pattern in earnings.

Second, as I have indicated previously, lack of working capital 
is

a problem that has for years plagued both the Pennsylvania and
 the

New York Central, as well as the entire industry. Including debt du
e

within 1 year, as a matter of fact, for most of the time in the sixties

the two railroad companies showed working capital deficits. The com-

bined working capital deficit as of the end of 1967 was approximately

$34 million and on February 1, 1968, when the two railroads merged,

the combined net cash for the two railroads was only $13 million.

50-934-71-pt. 2-6
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I might say that at this point the industry itself has shown a
corresponding trend which is very serious and indicates how critical
the situation is. Going back to 1963, including debt due within a year,
the class one railroads in the United States had working capital of
$823 million. In 1964, it went down to $725 million. In 1965, $627
million. In 1966, $448 million. In 1967, $250 million. In 1968, it
was down to $13.5 million, and at the end of 1969 there was a work-
ing capital deficit of $190 million.
This I think indicates that the whole industry has some very, very

serious problems ahead of it.
Earlier in my statement I indicated that in 1954 we arranged the

first standby credit in the railroad industry to bolster our working
capital position. In 1957, in a presentation to the board of directors
of the Association of American Railroads with respect to a plan for
acquisition of new equipment and the financing of it,. I made .an
extensive analysis of the weakness of the working capital position
of the entire industry—this is discussed on pages 13 to 22 of
exhibit No. 2—all of which indicated the seriousness of the working
capital situation as far back as 1957.
There is no doubt that a stronger working capital position would

have maintained the financial position of Penn Central somewhat
longer. However, the real problem which proved insurmountable was
the loss of confidence of the financial community in the ability of our
operating people to stem the tide of increasing deficits in the railroad
operations. When this occurred, we just did not have enough
liquidity to meet the demands for cash brought on by the liquidation
of our commerical paper.

Actually our working capital deficit was decreased in the year
1969 by $25 million. It was reduced from $136 million to $111 million.
Also, from a practical standpoint, in all fairness I should say that
the working capital deficit of $111 million was not as serious as
it actually appeared on the surface. Of that, $84 million was in
the form of commercial paper which, under normal circumstances,
we planned to keep continuing to roll over for many years by
industrial companies.
In addition, there was another $30 million from two of our banks

which we anticipated would also be rolled over and constantly
reduced. This loan had originally been $45 million and we had
reduced it to $30 million and planned to obtain an extension. So that
as far as working capital is concerned, althouth technically thesetwo items had to be included in current liabilities, as a practicalmatter, we had plans for extending them.
Third, for a long time, we had recognized that we had very seriousdrains on our financial strength and that a merger with the NewYork Central, in itself, was certainly not going to answer eitherour problems or theirs. In my judgment, it was absolutely essentialfor us to diversify into other industries, in order to participate intheir prosperity and thus enable us to support the railroad and toshow some return to our stockholders.
Some of the drains on our system were extraordinary in nature,as compared to those of other railroads. For example, as far backas 1933, we had made an operating agreement with the Reading
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Co. to operate jointly the so-called Pennsylvania-Rea
ding Seashore

Lines, basically a passenger operation. From that date up 
until the

end of last year, we made up losses on the basis of one-th
ird being

borne by the Reading and two-thirds by the Pennsylvani
a. Our

share alone has cost us $92 million in cash. This situation 
was not

neglected; it was studied many times, and short of actual bankru
ptcy,

we were unable to find any legal way to terminate this agreement
. I

hope and assume that under the present circumstances this now 
can

be done.
Similarly, in 1962, the ICC authorized us to take over co

ntrol of

the Lehigh Valley. Up to that time we had owned 44 per
cent of

the common stock, which was held in a trust and we were fo
rbidden

to control the actual operation of Lehigh Valley in any way. Wi
th

the authorization of the ICC through an exchange of stock,
 we

acquired approximately 97 percent of the Lehigh Valley. Prior 
to

making this exchange, I personally had recommended from a finan
-

cial standpoint, that rather than do this, we should let the Lehigh

Valley go into bankruptcy, but on an overall basis, my recommenda-

tion was rejected by top management.
You gentlement will remember that in the ICC merger pro

ceed-

ings, perhaps one of the conditions of merger was that we must h
old

the Lehigh Valley viable for a period of up to 10 years so 
that the

Norfolk & Western or the C. & 0. would have an opportunity
 to

determine whether or not they wished to acquire control. From th
e

time we took over actual control, it has been necessary for us to

advance Lehigh about $18 million including the interline settlements

not paid. At the present time, they owe us approximately $26 million.

This is in addition to certain other securities of the company which

are held in the Pennsylvania Co.
On top of this in the merger proceedings, we were forced

to take on the additional burden of the New Haven, which in 
the

last year before we took over, had a deficit of almost $25 millio
n.

In my judgment, expressed at that time, this was wrong and the

merger in itself was not going to provide a solution of the problems

facing the two railroads. And they were not in a position to take on

this burden.
We also had the heavy expense in the Northeast corridor, which 

is

similar to the New Haven operation of inaugurating the Metroliner

service. Originally it was contemplated that our share of this e
xperi-

ment would cost us $10 to $15 million. The actual figure is approxi-

mately $55 million, with the Government putting up an additio
nal

10, and some of this has not even been received—yet because of

inability to meet some of the requirements of the Government test,

primarily because the equipment manufacturers of the cars have

not reached the specifications for performance that were required.

This all came out of cash and was another- big drain on our

situation.
Finally, it must be remembered that the Penn Central Transporta-

tion Company: has approximately 35 percent of all the railroad

passenger business in the United States. This has placed a burden

on us beyond that experienced by any other railroad in the country.

Our passenger losses on a fully allocated basis have been running in



444

excess of $100 million a year. This alone has been a tremendous
financial drain on us, even if we had none of the others previously
cited.
I pointed out in my testimony before the ICC, when it was con-

sidering our merger, that the Pennsylvania rate of return had for
been not only less than that enjoyed by manufacturing com-

panies and utilities, but "for many of the years, the return was
actually below that obtainable on long-term governments, so-called
riskless investments." At the same time, I observed that because of
their failure to receive an adequate return, "the railroads' position
as a whole has been severely damaged, possibly irreparably * "." I
also stated that, at that time, the railroads' debt structure was be-
coming unmanageable, their working capital position actually becom-
ing negative, and their ability to attract equity capital had disap-
peared, so that these evidences have been with us for a long while.
I added:
Many railroad companies are extremely worried at the present time as to

how they are going to be able to finance equipment purchases in the magnitude
required in the future. If the railroads cannot finance equipment acquisi-
tions, it will become impossible for them not only to meet any expanded
demand but to replace equipment which is wearing out year by year. If this
is true, then in turn, they will be unable to provide the service necessary toindustry in general and would obviously not have the ability to meet thedemands of wartime. This sounds like a bleak picture, but factually, it is true.
With respect to the immediate post-merger period I noted:
If the merger is consummated, it will, of necessity, involve a difficult

shakedown period. Although the merged company will have combined revenues
at 1961 levels of about $1.4 billion, it cannot look forward during this period
to net earnings which are commensurate with the volume of businesshandled. On top of this, the combined working capital deficits of the two.railroads, as of December 31, 1961, was about $10 million. Furthermore, itis estimated during the period immediately following the merger, the costof employe protective conditions will substantially offset savings to be derivedfrom the merger, and we will be faced initially with sizeable cash outlays forcapital improvements. This means we will be in a so-called high leverageperiod where, in spite of substantial revenues, we will have high fixed costwith little net income and a deficit in working capital.
In the course of the hearings, I was asked—

Is it your opinion that the Pennsylvania will not have sufficient cashflow in the future to meet its maturing obligations?
My answer was—

Yes, I think ultimately if this downward trend continues, we will have some
serious problems. To be perfectly honest and realistic, I believe we can, through
the sale of assets, continue to raise sufficient cash to meet obligations for
an indefinite period ahead, but as I said yesterday in effect, we have been
in slow liquidation in my judgment for about 10 to 12 years now and therealways comes an end to that sort of thing.

These then, gentlemen, are among the real and compelling reasons
which prompted our latest diversification program. If we had not
responded in that manner, the present situation would have devel-oped sooner and in my opinion would have been much worse.
A statement prepared in late May in connection with the request

for a guaranteed loan, clearly indicated that as of that time, Penn
Central Co., exclusive of the railroad operations, was in a strong
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and profitable position, but the whole system was being dragged
down and its financial strength sapped by the rail operational losses.
The following figures were given to the Government at that time:

[Millions of dollars]

1970
(forecast)

1969 1968

Earnings of Penn Central Co. before transportation company rail losses 243.5 197.5 207.8

Losses on rail operations 1 270.9 219.6 139.5

Consolidated ordinary —27.4 —22.1 68.3

'Includes passenger service losses: 1970 (forecast), $120.0; 1969, $104.8; and 1968,$100.2.

One other major factor which must be taken into consideration
is that, unfortunately, it has become customary in the railroad
business to have wage increases made effective retroactively. At the
same time, tariff increases always lag substantially behind, cannot
be made retroactive, and usually are totally insufficient to meet these
increased costs.
I might say an article by Mr. Johnson, chairman and chief

executive officer of Illinois Central Industries appeared in the New
York Times on August 2, pointed out almost identically the same
thing, and I quote from this article:
The old timetable that regulates railroad rates is behind the times, while

inflation—threatening all segments of our national economy—is derailing

the liquidity and earnings of the railroad industry.

It goes on to say:
While the regulatory machinery turns ever so slowly, remember that

railroad wage settlements are generally retroactive; rate increases, on the

other hand, can never be retroactive. This results in a punishing time lag—

one that generally involves hundreds of millions of dollars lost forever.

Time is running out if something is not done soon. Railroad working capital

has been disappearing, and liquidity problems are serious for a considerable

number of railroads.

He ends up at the conclusion of the article:

But should the ICC be unable or unwilling to respond more quickly to

inflation and other economic pressures of our time, we may be moving to

the point where we will have to make a difficult choice—saving regulation or

saving railroad services.
For many railroads, it is almost the end of the line.

And with your permission, Mr. Chairman, I would like to make
this part of the record.
Senator HARTKE. Yes, that will be made a part of the record.
(The article follows:)

[From the New York Times, August 2, 1970]

POINT OF VIEW: AMERICAN RAILROADS ARE AT ECONOMIC CROSSROADS

The following article was written by William B. Johnson, chairman and

chief executive officer of Illinois Central Industries, Inc.

The railroads of America are at an economic crossroad, with no clear sig-
nals ahead.
We have gotten off schedule somewhere along the line. The old timetable

that regulates railroad rates is behind the times, while inflation—threat-



446

ening all segments of our national economy—is derailing the liquidity and
earnings of the railroad industry.
The block to further necessary economic movement is this transportation

regulatory structure will all its inherent delay and rigidity. You wonder, indeed,
whether that body of regulations is not hopelessly unable to respond to the
swift-moving and compelling economic forces we all now feel.
Well recorded experience with the present machinery of regulation cries

out for a reform of the system so that regulation can endure as a worthwhile
institution. As it now stands it is the instrument of the eventual destruction
of the public services it should be regulating and preserving.
We hope that the leadership for such reform will come from within the

government—but if the inflationary spiral climbs much longer, it had
better come soon.

Inflation now is being led by an unfortunate combination of annual wage
increases coupled with little productivity increase from the worker. Thus—
and it's a fact of business life—profit margins are under pressure.

Railroad managers are no different from other business managers. They
must meet these wage increases by growth, by improved efficiency through
capital spending, or by raising prices. The usual sound approach is a com-
bination of all three.
Now, growth in volume is currently inadequate to absorb the burden of

wage increases in railroading and in most businesses. Capital spending and
price increases are the only reasonable alternatives for progress.
But here the flag is down for the railroad industry because of some special

problems that include regulation. Here is some background to the situation:
Capital spending has been too little for too many years to produce such

fundamentals as adequate railroad car fleets, satisfactory road beds, modern
shops, and a computer and communications technology fully capable of hand-
ling the complex movement of all kinds of goods all over the nation. Great
progress has been made over the years, but there is still so much catching up
to do.
Meanwhile, just to keep pace with the rate of national, growth, the rail-

roads will need to develop the capability to handle 50 per cent more tonnage
in 1980 than is moved today.
Then add this to the situation: New money, plus that needed for refinan-

cing maturities, is very expensive—when it is available at all.
Here we come to the crux of the problem—while these capital needs are

crying out to be filled, the railroad industry's internal growth through earnings
is stifled by the slowness of procedures for raising rates.
While the regulatory machinery turns ever so slowly, remember that rail-

road wage settlements are generally retroactive; rate increases, on the other
hand, can never be retroactive. This results in a punishing time lag—one that
now generally involves hundreds of millions of dollars lost forever.
Time is running out if something is not done soon. Railroad working capital

has been disappearing, and liquidity problems are serious for a considerable
number of railroads. At the end of last year, net working capital for the
entire industry was only $60-million, compared with $477-million at the end
of 1966. It is obvious that this is a threat to many carriers' ability to con-
duct their operations satisfactorily, much less to rebuild and develop properties
for tomorrow's requirements and opportunities.
Only a more sensitive and responsive regulatory process can alleviate the

problem. Another freight-rate increase will soon again be confronting the
carriers, the users and the regulators. But legislation may take too long to
save some of the railroads.

Although the Interstate Commerce Commission must work within the laws
written by Congress, it seems imperative that some lawful means be found
for rate increases "geared in time" to meet the cost burdens for which they
are granted.

This means that they must be virtually automatic, unfettered by the de-
lays sought by some shippers or the delays inherent in the regulatory pro-
cedures.
In this regard, there is some encouragement in a suggestion made last

year by the Department of Transportation that "the time is ripe for the
commission to consider whether this pattern should be permitted to continue
or whether the commission should instead authorize the railroads to adjust
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their rates in smaller increments on a more frequent basis." Further encour-

agement comes unofficially from an officer of the National Industrial Traffic

League.
There also are examples and precedents in procedures of the Federal Com-

munications Commission. The I.C.C., for example, could hold hearings into the
feasibility of both an automatic procedure and a formula to trigger its op-
eration when needed. This, too, would take time, but, hopefully, it would

need to be done only once.
But should the I.C.C. be unable or unwilling to respond more quickly to

inflation and other economic pressures of our time, we may be moving to the
point • where we will have to make a difficult choice—saving regulation or
saving railroad services.
For many railroads, it is almost the end of the line.

Mr. BEVAN. I think it is only fair to say there are no two railroads
in the United States exactly alike, their problems and difficulties
vary widely, and each has different considerations involved when
the question of rate increases comes up. Even recognizing this factor,
it still seems that the railroad industry has been its own worst enemy
in not making everyone realize that it is not possible to operate an
industry effectively under these conditions and on the low rate of re-
turn realized by the railroads for years.
In conclusion, I would like to suggest that the following type of

program is essential if the railroad industry is to survive under the
private enterprise system:
No. 1. Some method must be found to wipe out the disastrous ef-

fects of retroactive wage increases, coupled with the tremendous lag
in rate increases. Since each railroad provides the ICC with com-
plete information monthly, the Commission certainly should be in
a position to know at all times the financial condition of the rail-
roads individually and as a whole, as well as their requirements.
Perhaps some legislation may be required, but it seems to me that,
immediately upon settlement of a wage case, the Commission should
be in a position to act, and to act promptly, in authorizing necessary
rate increases without long and protracted hearings.
No. 2. The Government should determine as promptly as possible

just what passenger service is required in the public interest; provide
some method by which additional service can be added, or unneces-
sary service cut. In other words, maintain flexibility, but have just
a stipulated amount of service. Require the railroads to provide the
stipulated service; and make the railroads whole on a fully allocated
basis because the industry can no longer afford, and cannot fairly
be required, to subsidize the riding public. I believe strongly in mass
transportation. In the long run, in congested areas such as the North-
east corridor, it is the only answer to the transportation problem.
There is obviously a substantial cost involved in making the rail-
roads whole for the services required, but I believe that in the end,
the Government will effect substantial savings by sounder utilization
of mass transportation, as against providing more freeways and ex-
pressways by the appropriation of huge amounts of Federal funds
for highways.
Experts have testified that $1 for mass transportation is equivalent

to $20 spent on highways.
No. 3. Some plan must be adopted to make it possible for the

railroads to finance acquisition of the equipment essential to eco-
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nomic operation. I believed that there was a pressing need for such
a plan as far back as 1957. I therefore developed a plan later known
as the Symes Plan, which I personally presented to the full board
•of the Association of American Railroads on April 12, 1957.
The plan was never implemented, primarily because certain of

the wealthier railroads did not see any urgency in this area and
were fearful that such a plan might be the first step toward nation-
.alization. In my judgment, however, the plan would have consti-
tuted one step forward in preserving the railroad industry as pri-
vate enterprise. Attached to my statement is a copy of this plan, to-
gether with a full statement presented to the Association of Ameri-
can Railroads as to the need for it. And this was in 1957.
While other plans are now under study and discussion, I still be-

lieve this one offers the greatest flexibility to meet the individual
requirements of each railroad and at the same time minimizes the
-cost to the Government.
No. 4. There is no question in my mind that the impact of the

Penn Central and its difficulties in the financial market will make
further financing in the railroad industry difficult and costly for
most, and impossible for many. Therefore, a guaranteed loan pro-
gram for purposes other than equipment in my judgment has become
an absolute necessity. I therefore support passage of legislation
designed to accomplish that objective.
That concludes my prepared statement. I shall, of course, be

happy to attempt to answer any questions you gentlemen may have.
Senator HARTKE. Thank you, Mr. Bevan. Mr. Bevan,_ a question

that arises and has been recurring here is a question of the diversifi-
cation and utilization of the assets of the Penn Central Transporta-
tion Co., the Penn Central Co., and the Pennsylvania Co., with
recurring information about the Great Southwest Corp., which is
SO percent owned by the Pennsylvania Co., which is owned by the
Penn Central Transportation Co., which in turn is owned by the
Penn Central Co.;  is that correct now, so far?
Mr. BEVAN. I believe you stated it correctly.
Senator HARTKE. As a financial expert, I suppose you find it easier

to understand those holdings, and so forth.
Mr. BEVAN. I have lived with the system for a good many years.

I think for all practical purposes, you may disregard Penn Central
Co. It just actually came into being on October 1, 1969, and it is
little more than a shell except for the two small oil companies.
In our discussion we can think in terms of the transportation

-company and directly under it the 100-percent owned Pennsylvania
Co. That may clarify the situation a little bit.
Senator HARTKE. In regard to Great Southwest, what is its

present financial condition?
Mr. BEVAN. I do not know. We had some problems at the time I

left the company. Like every company, the money situation was tight
.and, of course, with tight money and high interest rates for
mortgages and lack of availability, they had some financial problems.
We did not think they were insoluble. We were working on them.
I understand—and this is only indirectly but it is understandable—
.1 understand that what has accentuated the situation subsequent to
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my leaving was that when Penn Central itself, the transportation
company, went into reorganization and, as a result, certain financing
commitments that Great Southwest had in Europe evaporated.
In other words—and I know this from personal experience of our

own financing—up until the time this happened, the Penn Central
enjoyed a very high regard and reputation in Europe

' 
but they con-

sidered this a material adverse change and I understand that a lot
of the commitments they had for financing went out the window, but
I do not know much more about it than that.

Senator HARTKE. Great Southwest is not included in the reorgani-
zation, is that not true?
Mr. BEVAN. That is correct, but I think psychologically in Europe

their whole attitude was based on Penn Central. For years, Penn
Central's stock had been held abroad and I think they just became
frightened and did not know what would happen when Penn Central
went into reorganization.

Actually, this was what seriously damaged our ability also to float
a Pennsylvania Co. issue, and you may recall that the rating services
downgraded Pennsylvania Co. issue, the proposed issue, from BAA
to BA, which made it almost impossible to sell, and in my conversa-
tion with them they said, "Well, basically, we are afraid that the
transportation company is headed for trouble and therefore we do
not know what effect that will have on Pennsylvania Co." So there
-is an impact here all the way through.

Senator HARTKE. Yes; now, the reports are, though, as of August
the 6th in the Wall Street Journal, that the Great Southwest had a
consolidated net loss of operations of $31/2 million in the first half
compared to consolidated net profit of $20 million in the year earlier
period. Is that true?
Mr. BEVAN. I do not know. I have not seen the statements. I

heard that they sold off some properties to raise cash and it may
be that they sold those at a loss.
Senator HARTKE. Let me ask you, were you not in charge of this

operation up until recently?
Mr. BEVAN. Yes.
Senator HARTKE. I am rather surprised at an "I do not know."
Mr. BEVAN. Well, I do not know anything—I mean, I have not

seen anything that had happened since June 8. I was going to say
for the year 1970—well, in 1968, Great Southwest earned $34 million
before taxes arid, of course, we do not pay taxes. In 1969, they earned
$51 million and they were budgeted for $63 million in 1970. At the
time—well, very shortly before I left, the last review of the situation
for the first half was that they were going to show for the first
half somewhere between $28 and $30 million profit.
My supposition—and this is the only thing I can go on—I heard

they sold some properties to raise cash, and my guess is that they
were sold at distress prices and, therefore, sustained a loss on them,
but they sacrificed in order to raise cash.
But the last operational budget that I saw before leaving, we were-

confident we were going to make between $28 and $30 million the
first half of the year and $63 million for the year.

Senator HARTNE. Well, they have recorded a $31/2 million loss.
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Mr. BEVAN. I would guess that they have sold some properties at
distress prices and that this accounts for it.
Senator HARTKE. Are you trying to say it is just a bookkeeping

loss?
Mr. BEVAN. Well, to be precise, they probably sold some properties

below the price at which they were carried on the books to raise
cash. In other words, they may have been carried on the books at
$30 million and they may have sold them for $20 million.
I know that the first quarter of 1970 was the second-boa first

quarter in the history of Great Southwest.
Senator HARTKE. Why did they do that—in other words, you are

going down two different roads. On the one hand, the whole argu-
ment has been •that this diversification, and the Great Southwest
being one of the principal sources, has been a great asset to the
railroad and the transportation company; on the other hand, it is
being pointed out now that because the transportation company is
operating in reorganization is a cause of their collapse.
Do you see the predicament in which you place us? This appears

to me that rather than Great Southwest being a supporting feature
for the transportation company, that the transportation company was
a supporting feature for Great Southwest.
Mr. BEVAN. No; I think—well, psychologically 
Senator HARTKE. Well, do all of these people deal in psychological

facts? I am talking about money.
Mr. BEVAN. I am, too.
Senator HARTKE. I do not think they filed for reorganization under

the Bankruptcy Act because of psychological facts, did they? Was
there not a shortage of cash, a shortage of cash flow?
Mr. BEVAN. That is correct.
Senator HARTKE. In other words

' 
as far as the transportation

company going into reorganization, they did not have the psycho-
logical hangover; they had a financial hangover.
Mr. BEVAN. No question about that. I agree with you. What I

am saying is there is a chain reaction and when the transportation
company went into reorganization it did have an effect on all these
others and it threatened transportation going on and that is what
caused trouble on the Pennsylvania Co. issue and this caused, as I
understand it—this is hearsay—that this caused in Europe—they
considered this an adverse change and they withdrew their com-
mitments for financing for Great Southwest.
This is what I mean by psychological. It is actual. It happens.You do not want to get involved with a system where one companyis in reorganization and you do not know how many more are goingto go in or what is going to happen.
Senator HARTKE. Well, let us be very clear. The transportation

company is in reorganization?
Mr. BEVAN. Right.
Senator HARTKE. It is your contention that the transportation

company was the great financial drain upon the Penn Central Co.?
Mr. BEVAN. On the whole system.
Senator HARTKE. In other words, the Penn Central Co.'s biggest

financial drain was the Penn Central Transportation Co?
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Mr. BEVAN. That is correct.
Senator HARTKE. Now, the reorganization proceedings have al-

leviated the necessity to fulfill the obligations of the Penn Central
Transportation Co. and thereby should have relieved a financial
strain and the psychological load rather than increased it, should
it not?
Mr. BEVAN. Well, except people do not know, looking at it from the

outside in, they do not know what is going to happen to any of
these companies, whether they are going to be sold off or what is
going to happen to management or anything else, and there are too
many intangibles so it does have a serious effect.
I understand that they lost a lot of their commitments in Europe

for financing which is a tangible, concrete result of what I am talking
about. Great Southwest today has excellent properties, there is no
question about it, but because of the failure of these commitments to
go through—I cannot absolutely vouch for it—I understand that
they have had to sell some property to raise such cash which they
expected to (Yet in Europe.
Senator HARTKE. What your contention is,_ then, is that the

European money managers you are, playing a principal role in this
whole operation. Is that a correct assumption?
Mr. BEVAN. Well, by play a principal role, I think their failure

to—their withdrawing their financial commitments, as I understand,
is what has tightened the squeeze on Great Southwest on its liquidity.

• Senator HARTKE. Are you referring to Swiss banks?
Mr. BEVAN. I do hot know which commitments were withdrawn.

As I say, I have only gotten this secondhand. They had a number
of commitments in Europe. I would say there were six or eight of
them altogether. If I remember correctly at this point, one was
Swiss; another was a group of Dutch banks. There were about six
of them in all and I do not know which ones were withdrawn.
Senator HARTKE. Some of them were Swiss. How many were

Swiss?
Mr. BEVAN. I do not have that information here and I cannot tell

you.
Senator HARTKE. But some of them were, right?
Mr. BEVAN. My recollection is that there was one Swiss loan in-

volved.
Senator HARTKE. How much of a role in the whole Penn Central

operation does the European money and the Swiss banks play, or
have they played, I should say, before and during the time that you
were there?
Mr. BEVAN. I think it would be safer, Senator Hartke, if I got

that information and submitted it to you.' I would rather not guess
on it.

Senator HARTKE. Well, I am not asking you to guess and you can
supply it for the record, but you are the chief financial officer and
you hay, expressed in great detail here your satisfaction as to the
financial arrangements that you handled in this company, and have
laid its troubles at everybody else's doorstep. But according to the
registrations filed with the ICC, the stockholders registered on the

1 See letter of January 4, 1971, from La Brum and Doak in part 3 of these hearings.
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books of the company as of June the 15th as owning at least 1 percent
of the outstanding stock of the company, listed two Swiss banks; one,
the Credit Suisse at 761,373 shares; the Societe Banca Suisse, which
is 312,401 shares.
Mr. BEVAN. They used to own—I will put it this way—at the

peak, before merger at one time, about 12 to 14 percent of our stock
was registered in the name of Swiss banks.
Senator HARTRT. And who was behind this veil of secrecy there?*

You did not know who owned as much as 12 percent?
Mr. BEVAN. No; there is no possible way for us to know.
Senator HARTKE. Well, one of the factors which I think you put

your finger on and is exactly true if you talk about the psychological
difficulties of the Great Southwest Corp. is the fact you just stated,.
that one of the things is that the people do not know and investors
do not know what really is going on.
Now, in May of 1968, reported in the Baltimore Sun, the Penn

Central Co. announced that it planned to diversify and you were
with them at that time, were you not, as the chief financial officer?
Mr. BEVAN. Yes, I was.
Senator HARTKE. The statement was allegedly made by Chairman

Stuart Saunders saying that the money to diversify would come
from the disposition of the 1,700,000 shares of Norfolk & Western
stock and other sources, and that they were going to spend $500 mil-
lion in a variety of fields.
Now, in line with that, it is very difficult and it has been very

difficult for the staff to really unravel the investments of the Penn
Central either before the merger or afterward, but there was one
investment which is on the public record because there was a
proceeding under the Federal Aviation Act. That was the record ofthe Pennsylvania investment into Executive Jet.
Now, since it was acquired originally in 1962, has Executive Jetever returned any gain to the Penn Central?
Mr. BEVAN. No. I would say very frankly, Senator Hartke, that

because of a variety of circumstances, this was not part of our
acquisition program. This was done as an investment. As a landcarrier we could not control an air carrier and so we made this asan investment which we anticipated would be profitable. For avariety of reasons in retrospect I would never have done it. I thinkthis was one bad investment, in hindsight, but we—it was made asan investment and not part of diversification because as a land car-rier we could not control an air carrier and we took stock that wasnonvoting. We had nobody on the board. We were not allowed toparticipate in the management in any way.
If I had it to do over again, I would not do it, knowing what Iknow now. But at the outset, we said that on the diversificationprogram you make some mistakes and you make some good invest-ments and you hope for a good batting average. I think our battingaverage has been good but I would freely admit if I had to do itover again I would not invest in Executive Jet.
Senator HARTKE. Was Executive Jet an investment of the fundsof the Pennsylvania Central Co.?
Mr. BEVAN. No; Executive Jet was an investment of the Pennsyl-
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vania Co. There were not funds for it which came from the Penn
Central Transportation Co.
Senator HARTKE. No funds from them?
Mr. BEVAN. NO.
Senator HART-K-. How did they get the stock? Was not the stock of

N. & W. part of—originally, in 1968—the merger operation acquired?
Mr. BEVAN. I am sorry, I do not understand your question.
Senator HARTKE. How did you acquire the stock of N. & W.?
Mr. BEVAN. We have had N. & W. 
Senator HARTKE. This was in the Pennsylvania Co.'s holdings?
Mr. BEVAN. Over a long period of years whenever Pennsylvania

Railroad needed additional funds, the Pennsylvania Co. would
acquire N. & W. at the going market price and for a long time
now the Norfolk & Western has been in the Pennsylvania Co.
Senator HARTKE. How much did the Pennsylvania invest in the

corporation of the Executive Jet Aviation Corp.?
Mr. BEVAN. Approximately $21 million.
Senator HARTKE. And who made this decision to invest the funds

into this venture?
Mr. BEVAN. Well, I would say that—
Senator HARTKE. Was it originally brought to you by General

Lassiter?
Mr. BEVAN. It was originally brought to us by General Lassiter

whose concept it was, but he was brought to us by Glore Forgan,
the investment banking firm in New York.

Senator HART-FM. And who in Glore Forgan brought that to your
attention? Was that Mr. Charles lodge?
Mr. BEVAN. That is correct.
Senator HARTKE. Now, what kind of study or evaluation did you

make of this proposal before you invested?
Mr. BEVAN. Well, we went into it fairly comprehensively, and

actually, originally, we thought probably we could set this up where
we would not invest more than about $6 million in total, and we
set it up on what you might call a debt basis, and the amount of
money we put in the stock was very small and the rest of it was
put up in the form of debt.
We anticipated that after they once got on their feet that we

would sell out the debt and it would be refinanced and we would
have at a very small price a substantial percentage of the common
stock. But we were hit by a variety of things, like CAB decisions,
that although we tried as carefully as we could not to—they finally
said that we did control through economic domination.
We were also hit by the fact that—not in Executive Jet, because

their record has been good—but that at the outset there were
several -accidents involving Lear planes and gave the Lear jet a bad
name for a while, which I think has been proven wrong now because
it was a matter of people operating them without sufficient experi-
.ence.
We also were hit with tight money conditions and a variety of

other things, but we had expected originally that our total investment
would not exceed $6 million but then we had to carry them through
the tight money period and we hit all kinds of other problems.
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Senator HARTKE. Was there any limit put on the amount of funds
that could be committed to Executive Jet?
Mr. BEVAN. No. It was decided from time to time on the basis of

the current situation. Finally, there was agreement with the CAB
that we would not put any more funds in without their prior ap-
proval. That was about 2 years ago.
Senator HARTKE. And then the cease-and-desist order was issued

in June 1969, right?
Mr. BEVAN. That is correct.
Senator HARTKE. And there was a fine imposed against the corpo-

ration as a result of that?
Mr. BEVAN. That is correct.
Senator HARTKE. An extremely large fine, right; the second high-

est in the CAB's history?
Mr. BEVAN. That, I did not know. If I remember correctly, as a

fine we paid about $75,000.
Senator HARTKE. Now, that is part of the fine. But you invested

$21 million into this Executive Jet operation; is that true?
Mr. BEVAN. That is correct.
Senator HARTKE. When was it supposed to start making money?
Mr. BEVAN. Well, as I remember it, the projections indicated they

would start making money I think it was about the third year.
Senator HARTKE. That would be 1965?
Mr. BEVAN. I think that is correct.
Senator HARTKE. Was this the projections made by the board

members of the Pennsylvania Co. or by Glore Forgan or who pre-
sented this projection for you?
Mr. BEVAN. Well, let me put it this way. It was my responsibility

in this area. I made the recommendation to our board of directors
which was accepted.
Senator HARTKE. You made the recommendation to your board of

directors. What proposal was made to you that interested you in
making this recommendation to the board?
Mr. BEVAN. Well, as I said, the Glore Forgan brought it to us.
Senator HARTKE. Glore Forgan was the one who made the original

proposal to you?
Mr. BEVAN. That is correct.
Senator HARTKE. Through Mr. Hodge again, right?
Mr. BEVAN. That is correct, and we made studies of our own. We

talked to a number of people. At that time I remember, among
others, we talked to Pan American because they had been thinking
in terms of not the same but a similar type of plan. The company
itself had had the Battelle Institute make a number of studies and
they had others by Cornell University as I remember. There were a
whole series of them and we put them together and, as I say, orig-
inally this was supposed to be—we thought if things worked out
that we would be limited to about $6 million.
Senator HARTKE. So you accepted the proposal by Glore Forgam

with the acquiescence of the other railroad directors?
Mr. BEVAN. They approved of it on my recommendation.
Senator HARTKE. They approved it; is that correct?
Mr. BEVAN. That is correct.
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Senator HARTKE. Was there any discussion at this time with the
fellow shareholders in this operation of the Penphil Corp.? First,
let's establish who is the Penphil Corp.
Mr. BEVAN, The Penphil Corp. was a small, informal investment

company set up by a number of us who were linked by friendship to
invest for capital appreciation. It was a very small affair and run
quite informally. I was a stockholder.
Senator HARTKE. You were a shareholder of Penphil?
Mr. BEVAN. That is right.
Senator HARTKE. And an organizer of it?
Mr. BEVAN. Yes; I think that is correct.
Senator HARTKE. Was Paul Fox, vice president of administration,

one of the members?
Mr. BEVAN. Yes, he was.
Senator HARTKE. Was William Gerstnecker, vice president corpo-

rate Penn Central, a member?
Air. BEVAN. Right.
Senator HARTKE. And was Robert Haslett, the vice president of

investments of Penn Central, a member of this?
Mr. BEVAN. Right.
Senator HARTKE. And Mr. Charles Hodge was also a member?
Mr. BEVAN. Right.
Senator HARTKE. And this was held in the name of Mrs. lodge;

is that right?
Mr. BEVAN. I think that is correct.
Senator HARTKE. And this is the same Mr. Hodge who is at Glore

Forgan; is that right?
Mr. BEVAN. That is correct.
Senator HARTKE. And was Mr. Hobart C. Ramsey, formerly of

Glore Forgan, a member?
Mr. BEVAN. He was a member, a limited partner.
Senator HARTKE. And Alphonse Manero, formerly at Glore

Forgan, right?
Mr. BEVAN. Right.
Senator HARTKE. And Theodore K. Cramer, vice president of ac-

counting and tax for the Penn Central, correct
Mr. BEVAN. No; not Cramer.
Senator HARTKE. Do you know Mr. Theodore Warner?
Mr. BEVAN. Warner, yes; that is correct.
Senator HARTKE. Brown L. Whatley, who is the president of the

A rvida Corp.
Mr. BEVAN. That is right.
Senator HARTKE. And Angus G. Wynne, the president of Great

Southwest Corp., is that correct?
Mr. BEVAN. Right.
Senator HARTKE. In other words, is it a correct assumption to

say that Penphil Corp. was basically people from Penn Central,
Glore Forgan, and some of the subsidiaries of the Pennsylvania Co.
Mr. BEVAN. Well, there are a number of other people in there as

well.
Senator HARTKE. Yes; I understand that.
Mr. BEVAN. Right.
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Senator HARTKE. According to the record. Was there any discussion
then—I will come back to the question I asked first—was there any
discussion with the fellow shareholders in the Pennsylvania about
the fact that the Penphil Corp. was also interested in Executive Jet?
Mr. BEVAN. Penphil never had any interest or owned any stock

or had any interest of any kind in Executive Jet.
Senator HARTKE- Did they make an investment through Mr. Hodge

or through his firm, Glore Forgan, in Executive Jet?
Mr. BEVAN. No, sir.
Senator HARTKE. At no time?
Mr. BEVAN. At no time.
Senator HARTKE. Now, you said a moment ago that you expected

not to invest more than $6 million in total; is that right?
Mr. BEVAN. That is correct.
Senator HARTKE. When did it exceed that, the $6 million mark?
Mr. BEVAN. I would guess it went up gradually and—I would

imagine, Senator, it was about 1965 or 1966.
Senator HARTKE. In other words, this was about the same time

that you had anticipated that it would be making a profit; it went
the other way and it was already proved to be a bad investment
and required even more than you anticipated in investment into the
Executive Jet operation. Is that not true?
Mr. BEVAN. Well, what we anticipated was that it would be able

to finance requirements on its own, but business was slower com-
ing than anticipated, as I said, because of this unfortunate situation
regarding the reputation of the plane which turned out to be suc-
cessful, and the tight money conditions that we had just started 
Senator HARTKE. Tight money conditions in 1965 and 1966?
Mr. BEVAN. It started, as far as companies of this sort were con-

cerned.
Senator HARTKE. In 1965, the beginning of the tight money situa-

tion was apparent at that time in the marketplace.
Mr. BEVAN. Well, let me restate it.
Senator HARTKE. Now, wait a minute. I do not want it restated.

Let's just make it clear. Let's not blame tight money back in 1965 and
1966. There is no question that that is when the policy was initiated,
but it had not come to fruition yet.
Mr. BEVAN. What I was saying, we had just started in 1965 and

1966 to have outside financing. I think there were three banks—three
or four banks—that had come in the picture and had done financing
for EJA. Exactly what the time of those different banks is I cannot
tell you at the moment. But we had just started this program which
was going to be—we thought it was going to take us out completely.
Senator HART  KE. What were the names of those banks?
Mr. BEVAN. There was the National Newark & Essex in Newark,

N.J. There was the Philadelphia National Bank in Philadelphia; and
First National—I think it was First National Bank of Columbus,
Ohio. We thought we were on the verge of moving this company
into what was 

Senator HARTKE. You planned to sell this company; is that right?
Mr. BEVAN. Well, we planned to refinance all the debt and get our

money out of it and keep the stock, which the stock represented
only an investment of about $375,000, if I remember correctly.

•
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Senator HARTKE. Who planned to sell this? Who was in charge
of the selling of it? Who told you they were going to sell?
Mr. BEVAN. I said we planned to refinance it. Their future re-

quirements, first of all, would have been—we expected to be handled
by banks and others, and then at some point we thought we could
sell out or have refinanced by the banks the debt that we had in them.
We had not gotten to the point of actually planning it. We were
pleased with the fact that it had gotten to the point where three
banks were willing to come into the situation.
Senator HARTKE. Yes, but you had already exceeded your estimate

of your investment. You had determined already that this was a
bad investment and you were trying to—you were refinancing the
operation, and did not Mr. Hodge try to sell it at that time?
Mr. BEVAN. First of all, we did not think that it was a—we did

not think it had proved a bad investment. The business was increas-
ing, but the timing had been slowed up. We also ran into another
thing which for some time, because of our interest in it which we
did not know when we went into it, that for quite a while they were
not allowed to advertise at all under a CAB regulation.
Senator HARTKE. Then did you make an effort to sell it and dispose

of it around about 1965?
Mr. BEVAN. No, we did not.
Senator HARTKE. You did not?
Mr. BEVAN. No.
Senator HARTKE. Then you did go into another acquisition; is that

right?
Mr. BEVAN. Another acquisition?
Senator HARTKE. Yes, the purchase of the Johnson Flying Service;

is that not correct?
Mr. BEVAN. Yes, we did. My recollection is that there were 13

supplemental carriers and I think it was early in 1967, if I remem-
ber correctly, that they found out the Johnson Flying Service was
the oldest one in the country and was available for purchase, and
they entered into a contract to buy it and subject to CAB ap-
proval, and I think around May or June of 1967 the CAB ap-
proved the acquisition of Johnson Flying Service subject to the
elimination of economic domination by the Pennsylvania Railroad.
Senator HARTKE. That is right. In other words, it was all very

clear that as far as Pennsylvania Railroad was concerned or any
other transportation company that it could not be in the business of
aviation; is that not correct?
Mr. BEVAN. Yes, and we did not think we were. On the advice of

counsel we had done everything that we thought we could possibly
do, not to manage the affairs of the company or control it, but they
did find, regardless of our opinion, we were in economic domination.
The counsel gave us a series of so-called benchmarks of what was

required in order to eliminate our economic domination, and on the
basis of those benchmarks Glore Forgan went out and got com-
mitments for approximately $22 million of financing that would
have reduced our percentage of the debt down to a figure that seemed
to be in line with the benchmarks and to reduce our common stock
ownership, as I remember, to 39 percent; and he had the firm

50-934 0-71—pt. 2-7
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commitments for these and everybody felt we were in the clear and
this plan was taken down and given to the CAB; and unfortunately,
in December of 1967, the CAB returned it to the examiner and
said in their opinion this did not meet their requirements and the
examiner should restudy it and probably should decide on the fact
that we had to divest ourselves.
Senator HARTKE. When did you decide to set up the Swiss sub-

sidiary?
Mr. BEVAN. Swiss subsidiary?
Senator HARTKE. Yes.
Mr. BEVAN. Well, you are referring to EJA, SA?
Senator HARTKE. Yes, sir.
Mr. BEVAN. That was done fairly near the beginning on the basis

that a great many of these companies had contracts with some of
the best companies in the United States, on the basis that when
these people went abroad they could also have their contracts ap-
plied to European operations as well, that this would be very helpful
both places.
Senator HARTKE. In other words, they were going to do the same

type of operation that Executive Jet was going to do?
Mr. BEVAN. Yes.
Senator HARTKE. It was going to do it in Europe, right?
Mr. BEVAN. That is correct, and if Company A had a contract

here in the United States but went to Europe they could pick up the
telephone and get the same service abroad under the same contract.
Senator HARTKE. Was not part of the reason for this the fact

though that you had some 20 planes and they were not being utilized
and needed another opportunity to find use of these 20 planes?
Mr. BEVAN. No.
Senator HARTKE. That was not true?
Mr. BEVAN. We did not have—we did not acquire all 20 planes

at once. They were done over a period of time and I do not think
there have ever been more than four planes in total in Europe.
Basically, one of the primary reasons for signing up in America
was they liked the idea of having the service in Europe as well.
Senator HARTKE. Yes, but the fact of it is you were not using all

the planes that Executive Jet had in the United States, is that not
true?
Mr. BEVAN. They were all being used. They were not being used

to the greatest 
Senator HART-RE. To the extent necessary to make it a going opera-

tion; is that not true?
Mr. BEVAN. That is correct.
Senator HARTKE. When did you decide then to start buying 707's?
Mr. BEVAN. Well, when—well, in 1967.
Senator HARTKE. This was when the tight money program was on,

right? In 1967, when you described in detail all the financial diffi-
culties you were having with the Penn Central Co., all the difficulties
anticipated, you decided to go into a program of buying 707's; is that
correct?
Mr. BEVAN. Of course, we did not—we were not managing the

company, had no one on the board, had no voting power whatso-
ever. The company decided to 
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Senator HARTKE. Was not Mr. Hodge on the board?
Mr. BEVAN. Mr. Hodge was on the board, that is correct.
Senator HARTKE. And Mr. Hodge was in Penphil ? Pardon me, I

cannot keep these corporations straight. There are only 175 of them
and sometimes it is a little difficult to unravel them, let alone keep
the names straight.
Mr. BEVAN. Penphil was an informal investment group and it

had nothing to do with EJA.
Senator HARTKE. We are going to come back to the question of

another one of these outfits, the International—the travel agency.
What is the name of the travel agency?
Mr. BEVAN. Holiday International Tours.
Senator HARTKE. They all go together, do they not?
Mr. Bevan, they do, do they not?
Mr. BEVAN. No, they honestly do not.
Senator HARTKE. They are all in an operation here. I guarantee

you it is very difficult for me to weave a way through here. It is
sort of like going down through the Notre Dame Four Horsemen and
trying to find an open lane. I guarantee you it is going to be real
rough to try to find out where we are going, but we are trying to get
to the goal line.
When did you decide to start buying 707's?
Mr. BEVAN. I think they started with the approval of the board

of directors of Executive Jet on the advice of General Le May.
Senator HARTKE. That is General Le May?
Mr. BEVAN. That is correct.
Senator HARTKE. Now, we have Arthur Godfrey in this outfit,

too right?
Mr. BEVAN. That is correct. Jimmy Stewart was, also.
Senator HARTKE. And Jimmy Stewart?
Mr. BEVAN. He is an Air Force general as well.
Senator HARTKE. International jet set, right?
Mr. BEVAN. They were trying—and we had nothing to do with the

selection of the directors, but it was planned that when Johnson
Flying Service was acquired, General Le May would come back and
the board considered him as one of the most knowledgeable people in
this area in the country. He was going to come back and run the big
plane program of hauling freight when Johnson Flying Service
was acquired. So sometime in there when they felt that this financing
program had gone to a point where it was going to be done, they
thought this cleared the way for acquisition of Johnson Flying Serv-
ice, and they signed letters of• intent and they had to get in line to
get these planes so they could use them at Johnson Flying Service
when the blow struck in December of 1967 and the CAB sent it
back to the examiner for further review. Then they were faced with a
problem when these planes started being delivered of finding tempo-
rary homes for them because they could not use them themselves and
we started at that point to find somebody who was acceptable to CAB
to buy us out and we had a—in the spring of 

Senator HARTKE. I know. What I am trying to find out is when you
decided to start buying these 707's. It is like the song—everybody is
talking at me and I do not hear a word they say.
Mr. BEVAN. We did not.



460

Senator HARTKE. Now, the CAB found to the contrary, did they
not? The CAB found to the contrary and the CAB made a decision
there in which they said in fact that the transportation company did
in fact have control. Now, you can contend they did not, but the CAB
finding is to the contrary.
Mr. BEVAN. That is right.
Senator HARTKE. And on the basis of that CAB finding there was

a fine paid, the second highest fine paid in the whole history of the
CAB. In addition to that, the transportation company was operating
not only in the field of Executive Jet and not only in the Johnson
Flying Service, but also into Trans Avia and also International Air
Bahamas; right? So in addition to that, you set up a Swiss corpora-
tion to engage in the flying service in Europe. The .whole pattern
here is not just one corporation, not just one activity in the aviation
field into which you moved. Here the transportation company in-
vested in an operation set up similarly to an international travel serv-
ice which ultimately became so significant that Pan Am came ii and
filed their complaint with the CAB. Now is this not in effect what
actually happened?
Mr. BEVAN. No, sir.
Senator HARTKE. It is not what happened? All right, you correct

what I said.
Mr. BEVAN. All right. The CAB found we had economic domi-

nation and therefore indirect control, but I can tell you, regardless of
the decision, that we never went to a board meeting; we never had
even an observer there; we had nothing to do with the selection of
the directors or anything else. So I am speaking from our side of
the picture.
We made none of these decisions, regardless of what may have been

found to be the case legally.
Senator HARTKE. Let me make it clear, I am not, at this moment,

alleging there was any wrongdoing. I am just trying to get the facts
straight.
Mr. BEVAN. I am trying to give them to you.
Senator HARTKE. I hear what you are saying here again but let's

come on back to when you talked about Mr. Hodge in these opera-
tions and you say you did not have meetings, but on page 13 of the
CAB hearing in docket No. 17657, on the 14th day of October 1969,
in finding No. 34, this statement is contained in their findings.

Just for the sake of the record, I should make it clear that the
origination of the statement says that the findings of the CAB are in
no way an agreement that they are true and that they do not
make any admissions with respect to any issue or fact or conclusion
of law. But respondent agreed not to contest the statements of
fact and conclusions of law set forth in the agreement.
Now, on page 13, in item 34 in the findings, I quote: "In order

E-26170, dated December 30, 1967, the Board found that Charles J.
Hodge of Glore Forgan was the PRR's alter ego in dealing with
EJA." So to contend that there was no understanding as to who was
involved here seems to beg the question, quite honestly, Mr. Bevan—
and I think really—I will listen to you but I do want to find
out why you went into the operation of buying 707's; how they were
going to be financed in a time when it was extremely difficult to fi-
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nance the railroad operation itself; what you were going to do
with them; and exactly how they fit into this picture with the two
other airlines, including the Bahamas outfit, Trans Avia, and also
with that travel agency, Holiday International Tours?
Mr. BEVAN. Well, Senator Hartke, as I say, at some point in there,

and I cannot give you the exact dates—the board of EJA au-
thorized the first signed letters of intent for two 707's and two
727's when they were satisfied that they were going to get the John-
son Flying Service, and that 

Senator HARTKE. Let me put this point in here. The finding of
the board was that Mr. Hodge was operating on behalf of Pennsyl-
vania Railroad.
Mr. BEVAN. We did not agree to that.
Senator HARTKE. I am not asking you to agree to it. I am just

pointing out that you made this decision when you acquired the
Johnson Flying Service to acquire these planes, the two 707's and
the two 727's, full well knowing that there is no question whatsoever
that as far as the Pennsylvania Railroad was concerned that it was
not allowed to be in the aviation business. Is that not true, and that
is the ultimate finding of the CAB, is that not true?
Mr. BEVAN. Yes, that is true, but you see, what they did say in this

first one,what they actually approved was the acquisition of Johnson
Flying Service by EJA subject to the elimination of economic
domination by the Pennsylvania

' 
and the financing program we

followed on the advice of counsel and counsel gave us benchmarks
which were supposed to meet the elimination of this economic domi-
nation, and this was a $22 million financing program and this fi-
nancing program would—was to take care of most of the—or a
part of the plan of financing the planes.
Senator HARTKE. How much did the planes cost?
Mr. BEVAN. I think the 707's were to be about $61/2 to $7 million,

if I remember correctly, and the 727's I believe were $31/2 million.
These are approximates. Ijust do not remember. 

iSenator HARTKE. This s the total obligation then of around $20
million minimum?
Mr. BEVAN. Right.
Senator HARTKE. What was the carrying charges on that?
Mr. BEVAN. Well, this program—this financing program never

went through.
Senator HARTKE. You did acquire possession of the planes?
Mr. BEVAN. Yes.
Senator HARTKE. And you did acquire the obligation of carrying

the financial charges of buying the planes?
Mr. BEvAN. That is correct. I have not gotten up to the actual ac-

quiring. When they thought that they had this program and this
was to provide a part of the money for the planes, then they thought
that they were going to be in a position to acquire Johnson Flying
Service and that we would be in a position to maintain our stock
investment of about 39 percent because others would actually con-
trol the situation, not us. So we went ahead and ordered the planes
and then the CAB in December threw out that financing plan so,
therefore, the company was faced with the planes arriving and
no place to put them.
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Two 727's were financed—were purchased and financed. One 707
was purchased and financed. And the fourth 707 was acquired under
a lease, long-term lease, I think an 8-year lease.
Senator HARTKE. When was the decision made that International

Air Bahamas and Trans Avia should be acquired by Executive Jet?
Mr. BEVAN. Well, they never were acquired by Executive Jet. What

happened was that these planes as they came Were—the manage-
ment looked around as quickly as possible for places to put them
on a rental basis because they could not operate them themselves and
I think United Airlines took one for a while; Trans-Caribbean Air-
lines had one or two of them; Air Lift was involved, and as they
filled their needs and the planes started to come back in—I think it
was in\May of 1968, one 707 was back and it was put out under lease
to International Air Bahamas which I think started operations in
July of 1968, if I remember correctly.
Senator HARTKE. You say that Executive Jet did not acquire In-

ternational Air Bahamas and Trans Avia; right?
Mr. BEVAN. Right.
Senator HARTKE. On page 9 of the same CAB report, I want to

read to you finding No. 24—
that the sums deposited by EJA in the Commercial Credit Bank to facilitate
the acquisition of Trans Avia included the $500,000 which EJA borrowed from
the Pennsylvania Railroad acting through ACC on April the 30th, 1968.
EJA repaid •this loan on May the 15th, 1968 and this loan was authorized
with the knowledge that the funds were to be deposited to facilitate the ac-
quisition of Trans Avia by Mr. Bevan and Mr. Gerstnecker of the PRR. Is
that true or not?

Mr. BEVAN. Well, the stock—Executive Jet did not acquire it.
Senator HARTKE. Is the statement I read to you true or not?
Mr. BEVAN. Basically, as I got it, yes, but if I could say one thing,

the Trans Avia at that time was acquired by a Mr. Hirshman.
Senator HARTKE. Who is Mr. Hirshman ?
Mr. BEVAN. I only met him once in my life. I guess he was Swiss.

He is a prominant industrialist over there and they had to have Swiss
people on the board and he came on the board of EJA, SA. He lent
money on several occasions and he also was going to have a—I guess
you would call it a joint venture of a maintenance base in Europe
with EJA, SA which they were going to operate. He is the one who
acquired Trans Avia stock at that time.
We put up in an account that we lent EJA $500,000. He said

that they had not gone through with their part of the obligation in
financing this maintenance base over there and therefore he was
short of money, but if we would lend him $500,000 this could be put
lip as a free deposit and this would facilitate his raising the money
to make the second and I think it was his last payment for acquisi-
tion of Trans Avia. We did that.
And the following week, our counsel in Washington—counsel was

present the day we made the decision—but our counsel in Washing-
ton said—

Well, there is nothing wrong with this legally but, unfortunately, last week
I advised the examiner that we would not make any more advances to EJA
without telling him ahead of time and I had not had a chance to communicate
with you and tell you, so, therefore, to keep faith with the examiner you should
get that money back.
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So we requsted the money back from EJA and got the money back.
Senator HARTKE. Now, when the acquisitions of International Air

Bahamas and Trans Avia were acquired, when you got into those
operations, is it not true that it was anticipated that the 707's were
going to be leased to these airlines by EJA?
Mr. BEVAN. No. They only went to them as a last resort when they

found—when the planes were actually used by other airlines first
as long as we could have them use them. They were used there and
they were only put in these other companies as a last resort to keep
them from being idle on the ground and 
Senator HARTKE. Let's get this straight about Mr. Hirshman. First,

exactly where he was in this operation. Before these jets were
actually delivered, is it not true that Executive Jet decided that
Hirshman should get out of Trans Avia and also out of Air Bahamas?
Mr. BEVAN. NO.
Senator HARTKE. Did he get out?
Mr. BEVAN. Yes.
Senator HARTKE. Why?
Mr. BEVAN. I think it was in—what was the date of the cease-and-

desist order?
Senator HARTKE. That was the 14th day of October 1969.
Mr. BEVAN. I was trying to determine whether this was 1968 or

1969. We met in May 1968 and EJA's CAB counsel advised them at
that point they were preparing to go into the CAB for approval of
United States Steel and Burlington Industries taking over our in-
terests in the company.

Senator HARTKE. Who was going to take over?
Mr. BEVAN. United States Steel and Burlington Industries. CAB

counsel for Executive Jet, I think it was in May of 1968, advised
them that if they went into these hearings with Hirshman holding
Trans Avia and having apparently some either owning or controlling
JAB and being on the board of EJA, SA, that would say that
in effect he was acting as their agent and therefore that they should
advise Mr. Hirshman—they should request Mr. Hirshman to resign
from EJA, SA and to get out of Trans Avia and JAB, and it is my
understanding that all three of those things were done and I think
that is a matter of record in the CAB hearings.

Senator HARTKE. Who was it sold to then?
Mr. BEVAN. I believe it was sold to Mr. Goetz.
Senator HARTKE. Who is Mr. Goetz?
Mr. BEVAN. Mr. Goetz was a very wealthy German industrialist.
Senator HARTKE. And he also is in the viation business?
Mr. BEVAN. He did have and then he later sold out and I cannot

tell you when—he had Sudwestflug, which was later German Air,
and which sometime later he sold out.
Senator HARTKE. IS it not true that he sold out because he also

was not permitted to be involved in holding another airline?
Mr. BEVAN. You mean by the CAB?
Senator HARTKE. Not by the CAB, by his own authorities. He was

prohibited, was he not? Mr. Goetz was a financial man who had con-
trol of this airline who was prohibited also from holding, just like
the Pennsylvania Railroad, prohibited from owning a transportation
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company; he was also prohibited from owning another airline in
that part of the world, especially in Switzerland, a Swiss-based
operation?
Mr. BEVAN. Well, he never was involved in a Swiss-based opera-

tion.
Senator HARTKE. He had German Air but he was also—
Mr. BEVAN. He had German Air but then he either did acquire

or was about to acquire Trans Avia, but I think he came to the con-
clusion, as you said, that it either was not wise or it was illegal, I
am not sure which, and he arranged for somebody to acquire from
Hirshman—some company, and I think the same with TAB.
Senator HARTKE. How much was paid in this transaction?
Mr. BEVAN. TAB was later sold to Icelandic.
Senator HARTKE. Now, Icelandic, has anything ever been paid

by Icelandic for this operation?
Mr. BEVAN. Yes.
Senator HARTKE. How much?
Mr. BEVAN. I do not know. We were not a party of the trans-

action.
Senator HARTKE. IS it true that anything has ever been paid?
Mr. BEVAN. It is my understanding it has, yes.
Senator HARTKE. Or is there just a contract? Is this a paper trans-

action or a real one?
Mr. BEVAN. As far as I know, it is real, but we were not a party

to it so I do not haye the details.
Senator HARTKE. How much was paid in the transaction for the

sale of Trans Avia and Air Bahamas?
Mr. BEVAN. I do not know. We were not a party to it.
Senator HARTKE. But there is still a contract which was held by

International Air Bahamas to lease one of these planes that you
spoke about?
Mr. BEVAN. There were two leases. One lease was between EjA

and Trans Avia, and that was a so-called dry lease which was purely
a financial lease. The TAB lease was what was called a wet lease and
that provided for them providing the pilots and maintenance as
well as the planes.
Senator HARTKE. They were very slow in paying for these planes;

is that correct?
Mr. BEVAN. That is correct, and they were only put there because

the management could not find 
Senator HARTKE. At this stage, how much was the total invest-

ment of the Penn Central or the Pennsylvania Railroad in EJA ? Was
that not after the time that you were about to the place where you
had the total amount of $21 million that we spoke about earlier?
Mr. BEVAN. Well, let me put it this way. If my recollection is

right, the lease with TAB was made in May and I think they started
operating in July of 1968 and it was about that time that we had
finished putting up any money as I recall. It was just—our invest-
ment at that time was in the neighborhood of $20 or $21 million
and that is the time we made the deal with United States Steel.
Senator HARTKE 6 And United States Steel backed out, though?
Mr. BEVAN. Well, what happened—not actually. What happened

was that everybody's counsel was very optimistic about this deal
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going through and they would be glad to have us out of it and we
would have showed our good faith by getting out, and Burlington
was interested because they were about to buy a number of planes
because they had a problem of flying their rugs out of some of their
plants and they saw in this a good way to acquire an interest in the
company and that they could also use it to substantially their own
benefit.
This all predicated—they—all counsel thought this whole thing

could be put through in a period of about 6 months. Well, Pan Am
did not like the idea of more of us being in the picture and liked
it even less with having United States Steel and Burlington in the
picture and, therefore, they came in with these various allegations
and counsel finally decided that it was going to take a year and a
half or 2 years to get this thing through and whether they could
get it through or not nobody could tell.
We did not want to go through the expense and time of that and

Burlington said this just did not suit them at all, and they asked to
withdraw. They did withdraw and United States Steel said they
would like to withdraw but they thought the whole concept was
good and would it embarrass us if they put in a new application
on their own to acquire Johnson Flying Service for themselves. They
thought this had great potential and we said it was perfectly all
right with us but our experience had been such that—with the CAB—
that we said we did not think they have very much chance of doing
it either. They went ahead, however, and the last I heard the ex-
aminer's report was against allowing them to acquire Johnson Fly-
ing Service. I do not know.

Senator HARTKE. Mr. Bevan, what I asked you was at that time
how much was the investment?
Mr. BEVAN. I say, at that time, our investment was—it had just

about reached the limit of $21 million as I remember, $20 to $21 01-
i on.
Senator HARTKE. All right. Now, what was the return on this in-

vestment as far as the Pennsylvania Central was concerned?
Mr. BEVAN. Well, we got very little. We had interest up to a point

and after that we did not, so 
Senator HARTKE. Practically nothing, right?
Mr. BEVAN. Practically nothing.
Senator HARTKE. So you had $21 million invested in this propo-

sition and it returned absolutely nothing from it. Why were you not
more vigorous in protecting the Penn Central's investment by in-
sisting on the collection of the unpaid rents on the 707's?
Mr. BEVAN. Well, as I say, despite all decisions and everything

else to the .contrary, the actual facts were—and we kept maintain-
ing in our position because we did not want to do anything to give
anybody a chance to say we were not—but we were not involved,
but I am sympathetic with the management from the standpoint they
had nowhere else to put the planes. They kept the planes with
stronger credit airlines as long as they possibly could. They were
getting something here. If they pulled out completely they would not
only lose what they were getting but they would also lose any hope
of recovering in the future any of the past rental, and General
Lassiter's concept has turned out to be perfectly sound.
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Icelandic is operating that at a profit; as I understand it, ever-
increasing profit.
Senator HARTKE. But you never collected anything from any of

these people?
Mr. BEVAN. Yes, some was collected.
Senator HAKLIKE. How much?
Mr. BEVAN. I cannot tell you that.
Senator HARTKE. Practically nothing, I thought you said.
Mr. BEVAN. No. I said we got nothing on our—practically nothing

on our investment.
Senator HARTKE. Right.
Mr. BEVAN. I am talking now about EJA collecting some of

the rentals.
Senator HARTKE. Did not EJA acquire a debted interest in JAB of

approximately $2,600,000?
Mr. BEVAN. I think the accumulated rent was that, and I think

the final settlement they got some cash plus a right to receive 10
percent of the earnings of JAB over the next 10 years, which might
very well exceed the total amount of the back rental.
Senator HARTKE. Now, let me ask you, did Penphil have any role

in any of these decisions?
Mr. BEVAN. Absolutely not.
Senator HARTKE. Did you or Mr. Gerstnecker, vice president of

the Penn Central, ever acquire an interest in Trans Avia ?
Mr. BEVAN. No, sir.
Senator HARTKE. You did not?
Mr. BEVAN. No, sir.
Senator HARTKE. Now, as we said before, you did pay a fine of

$65,000; is that right?
Mr. BEVAN. It was $65,000 or $75,000, yes.
Senator HARTKE. Now, has Penn Central since that time divested

itself of its interest in Executive Jet Aviation?
Mr. BEVAN. All of its securities, both debt and stock, have been

trusteed for some time with a bank and will be until divestiture is
made.
Senator HARTKE. Now, did Penphil have any role in EJA?
Mr. BEVAN. No, sir.
Senator HARTKE. Let's come back to this travel agency. What

about Holiday International Tours?
Mr. BEVAN. Well, at one point a travel agency was brought to

Penphil—I forget the full name of it but it is a Fugazy travel
agency.
Senator HARTKE. Let's establish ownership first. Did Pennsylvania

Railroad have any interest in Holiday International Tours?
Mr. BEVAN. None whatever.
Senator HARTKE. Did Glare Forgan Staats have any interest in

them?
Mr. BEVAN. No, only to the extent that later the members of

Penphil—I mean the Penphil acquired an interest in Holiday
International.
Senator HARTKE. Penphil 'acquired an interest in Holiday Inter-

national Tours and the Pennsylvania Railroad did not have an
interest in EJA or Holiday International Tours?
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Mr. BEVAN. None whatever.
Senator HARTKE. And Glore Forgan Staats did not have individu-

ally any, in their own corporate name, interest in Holiday Inter-
national Tours; is that right?
Mr. BEVAN. That is right.
Senator HARTKE. What about the directors, though, of all of these?
Mr. BEVAN. If I could go back just a minute, Fugazy was offered

to Penphil and that was the travel agency and we turned it down
because it was larger than we could handle because this was only a
small group and it also needed management and we were not pre-
pared to provide management. This is Penphil I am talking about.
We liked the idea of the travel agency because most of us figured

with greater leisure time this was an interesting area. General
Lassiter brought to us I think it was a classmate of his in college, a
Mr. Lifsey, and a Mrs. Bowen. Mrs. Bowen was supposed to be—
she was English and third generation family in the travel agency
business. She had a small travel agency in I think it was Tampa—I
am not sure. She thought there was no future in retail travel agency
business. She wanted to go into wholesale travel agency business
and move the operation to Miami.
Several of us met with Mr. Lifsey and Mrs. Bowen. We were im-

pressed by her knowledge of it and she said it would take up to
I think it was $200,000 over a 2-year period perhaps to get on her
feet, and we agreed to finance her up to that to the extent required in
return for 50 percent in the travel agency. We advanced her
$65,000. We never got anything back. That is the only investment we
ever lost money on and we lost 100 percent of it.
Senator HARTKE. Now, is it not true that if the travel agency did

well Penphil would benefit?
Mr. BEVAN. If the travel agency did well, yes.
Senator HARTKE. Penphil would benefit; is that right?
Mr. BEVAN. That is correct.
Senator HARTKE. IS it not true also that if EJA and TAB or

Trans Avia did well the agency would benefit? Is that not correct?
Mr. BEVAN. No. Well, the travel agency never had anything to do

with Trans Avia to the best of my knowledge and belief. This deal
to acquire this travel agency was—we advanced I think it was in
January of 1968—we paid $25,000 for the stock and 50 percent of
the stock and advanced $40,000. When we agreed to make the deal
IAB was solely an inactive certificate. It was only in May of that
year following that JAB was reactivated—not reactivated but
activated—it was an active certificate, and this is the first time
I ever even heard the name TAB when I heard that they were going
to lease a 707 which was sitting on the ground to Trans Avia.
They started operations in July. I did not even know the final

name of the travel agency. I was very much involved around that
time with merger problems and I think they started operations in
July and I think the record will speak for itself, but I think it
was in August that our CAB counsel, Bryce Clagett, called me and
asked me if I had ever heard of Holiday International Tours and I
said it meant nothing to me, and he said, "Well, have you ever
heard of Penphil ?" I said, "Yes," and I told him what it was. He
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said, "Well, they have been working with TAB on promoting their
business or being a sales agent"—I do not know just what you call
it. That was the first I knew that there was any connection whatso-
ever between them. I therefore talked to four or five people in
Penphil and said I just did not think that we could be involved
in anything that had any connection in any way with it, and so we
called Mrs. Bowen and told her we wanted out and we would
sell back our stock and take her note for it, and this was done
immediately and we never collected anything of the $65,000, the
$25,000 for our stock or the $40,000 that we advanced to her to
start the business.
Senator HARTKE. Well, Mr. Bevan, according to the CAB

findings 
Mr. BEVAN. Could I just finish this, Senator? It was alleged by

Pan Am or one of the other intervenors that this was done by the
Penn Central in order to promote TAB which in turn alleged control
of JAB and that this was pawn in the Pennsylvania Railroad.
Actually, nothing could be more ridiculous.
If we wanted to promote TAB we would not have taken a one

or two personnel travel agency that was just starting out to promote
TAB. We could have very easily asked—we have had longstanding
relations with American Express and Thomas Cook and the logical
thing, if we are going to go that route, would have been to ask
them to help this company starting out to get them some business.
So the whole thing was an allegation and without any foundation
whatever.
Senator HARTKE. But the finding was that the Pennsylvania Rail-

road and Glore Forgan members of Penphil were instrumental in
causing Penphil to play a primary role in the establishment of
HIT as a travel agency.
The CAB went on to say further that a primary purpose of HIT

was to procure U.S. passengers to travel on large aircraft owned
by EJA, including aircraft to be leased to TAB and other carriqrs.
As I said before, the finding of the CAB was that Charles Hodge,

who was a member of Penphil and a member of Wore Forgan, was
the PRR's alter ego in dealings with EJA, which leaves a conclusion.
in my opinion, which is unfortunate.
The first is that this Executive Jet Aviation was a terrible invest-

ment as far as the Penn Central is concerned.
Mr. BEVAN. In retrospect I agree with you.
Senator HARTKE. One that should have been disposed of a long

time ago instead of continuing to pour money Into this white
elephant.
Mr. BEVAN. Well, in retrospect I agree with you, except this—and

bear this in mind—even on the date, even despite everything that had
happened, as late as 1968 Burlington Industries and United States
Steel, which are pretty intelligent companies and successful com-
panies on their own, were anxious to take over our position, and they
saw, apparently, the same potential in the situation that we did, but
we had been so absolutely hamstrung by the CAB that we could not
do anything.
So here are two industrial companies, even after all those un-

fortunate things, who were ready and still thought it was a good
business proposition to go into it.
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Senator HARTKE. Did you not stand to gain personally as a result
of the success of EJA? And was not Mr. Hodge to stand a gain by
the success of EJA? And was this the reason why you hesitated
of disposing of this organization which was such a financial drain
on the Penn Central?
Mr. BEVAN. I had no basis .or way whatsoever to gain by the suc-

cess of EJA other than having recommended it as an investment.
Naturally I wanted the company to come out whole or make a
profit. But there was no way possible that I could have gained my-
self. But it is confirmation of the fact that everything does not turn
out right, including some of these things; and we said when we went
into diversification that we would make some mistakes.
But in retrospect I agree it was a mistake. But here are two in-

dustrial companies that in 1968 still saw the same type of potential
that we saw originally and wanted to take over.
Senator HARTKE. Well, but if the travel agency did well, as I

said a moment ago, Penphil did well, they would have benefited you
directly, personally?
Mr. BEVAN. To a minutia, yes. I owned about 3 percent of

Penphil.
Senator HARTKE. It would have benefited you personally; and if

as the statements in the finding of the CAB are correct, that if
EJA, TAB, and Trans Avia did well, then the agency would
benefit; so as far as Penphil was concerned, they did have a direct
interest in keeping the planes flying whether the rents were paid on
the planes or not; is that not true?
Mr. BEVAN. No. As far as I know, the travel agency never had any

connection' with Trans Avia at all; and as soon as we found out
that—as soon as I found out that they were doing any business with
TAB—TAB was not even operating when we made the deal to do the
travel agency.
Senator HARTKE. But they still had the leased planes?
Mr. BEVAN. No, they did not. The decision to lease a plane came

to them in the following May, and that was a decision of ETA when
they could not put the plane anyplace else. So there was no connection.
Senator HARTKE. And there has been no return on that?
Mr. BEVAN. Yes, there was.
Senator HARTKE. There was $2,600,000 still owed on that?
Mr. BEVAN. No, there is a cash payment, and I cannot tell

you now what it was. In the final settlement they get 10 percent of
the earnings of this airline for 10 years, which may well exceed
$2,600,000.

Sepator HARTKE. Or it may be nothing. There is no showing as
of now that Icelandic has ever paid anything for it.
Mr. BEVAN. The first payment was due this September, and my

secondhand information is that Icelandic made a profit last year, so
there will be a payment.
Senator HARTKE. What is the relationship between Penn Central

and Glore Forgan Stoats? Is that a close relationship?
Mr. BEVAN. We had many close relationships. They are one of our

bankers. The three bankers that worked with us on the merger—
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both sides—were Morgan Stanley, First Boston, and Glore Forgan.
Senator HARTKE. Mr. Hodge, Charles Hodge, is he also a director

of the Great Southwest?
Mr. BEVAN. Yes, he is. He had helped to start that company.
Senator HARTKE. And of Arvida ?
Mr. BEVAN. That is right, sir.
Senator HARTKE. Do Glore Forgan officers own 385,705 shares

of Macco Corp.
Mr. BEVAN. No. Macco is 100-percent owned by Great Southwest.

They took their commission in common stock of Macco when we
acquired Macco in 1965, I think it was, and that in turn was ex-
changed for Great Southwest stock at the time it was taken over.
Senator HARTKE. They did own it beforehand? Right?
Mr. BEVAN. They took their commission for selling Macco in com-

mon stock. We had ahead of them—we paid $40 million for Macco,
and we took 840 of preferred in payment of it, and the common stock
was a very residual item. But they took their commission in the form
of stock rather than cash.

Senator HARTKE. All right. Now, was Glare Forgan Staats—were
they one of the three principal underwriters for the reported $100
million issue; is that correct?
Mr. BEVAN. Yes, that is right.
Senator HARTKE. Was this a close relationship?
Mr. BEVAN. Yes, it was.
Senator HARTKE. Has this close relationship been carried over by

the efforts of the Penn Central to obtain federal assistance?
Mr. BEVAN. No. To the best of my knowledge and belief they

never came into it.
Senator HARTKE. Did Mr. Hodge make any contacts on behalf of

Penn Central?
Mr. BEVAN. To the best of my knowledge, no.
Senator HARTKE. Who did make the first contacts on behalf of

the Penn Central?
Mr. BEVAN. For a government loan?
Senator HARTKE. Yes.
Mr. BEVAN. Mr. Saunders.
Senator HARTKE. And who else?
Mr. BEVAN. Well, as I remember the course of events, Mr. Saunders

had been having some continuing talks with Secretary Volpe having
to do with the condition of the whole industry and the problems we
were confronted with. Then later when I was working on some other
things, so I was not there—later I believe he and Mr. O'Herron and
I think Mr. Gorman made some presentations both to the .ICC and
to Secretary Volpe, about our general financial situation, that the
merger was not going well, and things of that sort. I was not there
so I am not quite sure of the scope of it, although Mr. O'Herron
went over some of the figures with me.
Then when things became more serious, my recollection is that

Mr. Volpe spoke to Secretary Kennedy about it, and then later I
think Mr. Saunders had one brief conversation with Mr. Kennedy.
But then later an appointment was made, and Mr. Saunders and I
went down and outlined the seriousness of the situation to Secretary
Kennedy.
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Senator HARTKE. Arvida Corp. is in Florida, right?
Mr. BEVAN. Right.
Senator HARTKE. Who owns most of Boca Raton? Arvida?
Mr. BEVAN. I wish it owned it all. They owned the Boca Raton

Hotel and Club—and they sold out some—they own some beachfront
property. There is not too much left, and they have, I would guess,
about 6,000 or 8,000 acres of property across town which is now in the
course of development.
Senator HARTKE. And they have a debt of about $50 million; is

that correct?
Mr. BEVAN. I think that is right, yes.
Senator HARTKE. Who are Arvida 's creditors?
Mr. BEVAN. The largest one is the Aetna Life Insurance Co., which

has a mortgage on the entire hotel property.
Senator HARTKE. Is the Boca Raton National Bank one of the

creditors?
Mr. BEVAN. I do not believe so.
Senator HARTKE. How about the First Bank & Trust of Boca

Raton?
Mr. BEVAN. The First Bank and Trust did have a line of credit

there, recently established, of about a million dollars.
Senator HARTKE. How about the University National Bank of

Boca Raton?
Mr. BEVAN. There is no connection as far as I know.
Senator HARTKE. Does Penphil have any stock in any of these

banks?
Mr. BEVAN. Penphil has stock in University Bank and the First

Bank & Trust.
Senator HARTKE. To what extent do you stand to gain personally

from the operations of Arvida?
Mr. BEVAN. None.
Senator HARTKE. Through Penphil or otherwise?
Mr. BEVAN. None.
Senator HARTKE. None whatsoever?
Mr. BEVAN. Only to the extent that the general area prospers

and the banks do well.
I might say I have never owned any Arvida stock, nor has Penphil.
Senator HARTKE. During the time that you were chief financial

officer of the Penn Central, and where you said in your statement
that the working capital was steadily deteriorating, did you dispose
of some of your holdings in Penn Central?
Mr. BEVAN. Well, the working capital position has been deteriorat-

ing for a long time. I disposed of some of my holdings in the spring
of 1969.

Senator HARTKE. In the spring of 1969?
Mr. BEVAN. Well, the first half-year of 1969.
Senator HARTKE. In the first half of the year? Was that when

they also paid out the $43 million dividend?
Mr. BEVAN. Well, they paid out about $20 or $28 million in the

first half of the year. The third-quarter dividend was paid in
September.
Senator HARTKE. Is that the same period of time to which you

referred in your statetment that the working capital deficit was
decreased in 1969 by $25 million?
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Mr. BEVAN. In 1969. The working capital—maybe there is a mis-
print.
Senator HARTKE. That is right; 1969.
Mr. BEVAN. In 1969 the working capital deficit of the transporta-

tion company decreased by $25 million.
Senator HARTKE. And that is when you were disposing of your

stock, right?
Mr. BEVAN. I disposed of it in the first half—some of it in the first

half of 1969, yes, sir.
Senator HARTKE. Why did you dispose of it?
Mr. BEVAN. Maybe we do not understand each other. The work-

ing capital position of the Penn Central Transportation Co. im-
proved to the extent of $25 million in the year 1969.
Senator HARTKE. But you were still short of cash?
Mr. BEVAN. We have been short of cash ever since I have been

with the railroad.
Senator HARTKE. And you were disposing of your holdings at

that time, right?
Mr. BEVAN. That is correct. "
Senator HARTKE. Why?
Mr. BEVAN. Well, let me say this, Senator Hartke. Number one,

I have a completely clear conscience on this. I have had other busi-
ness problems since things started happening. I have not had a
chance to review this with counsel. It is a matter of at least one suit,
perhaps more.
I do not have my papers here. I did not think this was part of it.

I believe that when I have had time to go over with counsel and over
this suit, that it will be very clear that I have operated properly,
and I have an absolutely clear conscience.
And I will say this: In 1969 I was still completely confident that

we were going to come through this.
Senator HARTKE. In your statement you refer repeatedly to the

need for an adequate cash flow.
Mr. BEVAN. That is correct.
Senator HARTKE. Why did it pay out the dividend then in 1969 in

the amount it did? Why did it pay it out in cash? Why not in stock?
You said that the situation on cash had been critical for years.
Mr. BEVAN. Working capital, too.
Well, in the first half of the year of 1969, we earned $25 million.

We were looking at what we thought was in excess of $50 million for
the year. It was a very close decision as to what should be done.
In retrospect, it would have made little difference, but actually not

a great deal.
We had tried to build an investment status for our common stock,

looking forward ultimately to the sale of convertible bonds and
things of that sort. If you do not have a steady dividend policy, it
hurts the investment quality. We thought we were in a transition
stage. We did not think that it was going to take us—that the rail-
road operation would be as bad as it has been—and I am not criticiz-
ing anybody. It was just an underestimate. And we felt confident
that our other operations, which I have cited figures on in my
statement, should more than offset the bad railroad operation, and
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we expected at any time for the railroad operation to improve
. If we

could even get the railroad on the break-even basis, we would, 
overall,

have been in fine shape.
Senator HARTKE. Now I am going to recess here for lunch 

and

I hope you can come back at 2 o'clock. Could you do that?

Mr. BEVAN. Certainly.
Senator HARTKE. Let me ask you, sir, is the same pattern of 

inter-

tanglement, interrelated operations of individuals, with various

people very closely associated at the top of certain corporat
ions in

all these 175 subsidiary corporations that you described to
day? Is

it as complicated, and does it also show that same lack of 
concern

for disposition of what was knowingly a losing operation? 
Is that

a pattern for all the other 175, or is this just an unusual case
?

Mr. BEVAN. You mean Executive Jet?
Senator HARTKE. Yes.
Mr. BEVAN. Executive Jet was one that, well, we felt that we co

uld

get on its feet; but then we found our operations were too ha
mpered,

and we could not.
It is not something that you can readily dispose of. You have

 to

get to a certain point. We got to the point where 
Senator HARTKE. You got to the point where you put $21 mi

llion

worth of the assets of the failing railroad into it, right?

Mr. BEVAN. No assets came from the railroad.
Senator HARTKE. They came from the corporation whose asset

s

could have been diverted to, and provided for, our transportation

system?
Mr. BEVAN. That is right. On the other hand, we did get to a

point where we had two top industrial companies that were pre-

pared to—
Senator HARTKE. I am not talking about two top industrial

companies who looked at it. I am talking about what happened to it.

Mr. BEVAN. They actually made an agreement to acquire.
Senator HARTKE. They cancelled the agreement. The point I am

making is not what happened specifically in this case; but this

pattern of intertwining relationships between members, individuals,

corporations, and the Pennsylvania Railroad, the Penn Central Co.,

the stockholding company, the airlines, and the individual agencies—

is this the same pattern that exists pretty generally in this whole

transportation mess?
Mr. BEVAN. Let me say this, because I can hardly answer that

"Yes" or "No" because I do not quite agree with what you say, if
I understand you correctly. But let me say this: A very large number
of these corporations are leased lines that have no operations of
their own. They are leased to the railroad and operated as part
of the transportation system. There are other companies that are
shell companies or one-purpose companies to be used as a means of
financing equipment, tugboats, cars, which are leased to the railroad.
There are others that are basically a single project in the real estate
field.
Then there are other companies that are just a lot of small rail-

roads that we have not been able to merge into the Penn Central.
Senator HARTKE. But you see, what we are faced with here, Mr.

Bevan, is the fact that this is its history. Now we are coming back

50-934 0-71—pt. 2-8
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to a corporation—and the transportation of passengers and freight
in this country is seriously threatened.
Mr. BEVAN. That is right.
Senator HARTKE. We are faced with the proposition that the ICC

has been informed by the Penn Central that they are going to end
the transportation company. The transportation company presently,
even under the reorganization, is going to be faced with a cash prob-
lem in a very short period of time, whether that time is one which
is projected by the Penn Central to be in December or whether it is
earlier as anticipated by the ICC. The problem presents itself quite
clearly at this time as to whether or not in fact there will be a sale of
certificates by the trustee, whether it is going to be possible to sell any
certificates. There is already an objection raised by the New Haven
people as to the sale of the certificates. The problem presents itself as
to whether or not this legislation, if it be adopted, would permit any
funds to be loaned to the transportation company in its reorganization,
and then whether or not there is going to be in the same situation as to
some of these corporations—we have attempted to get through one of
the 175? Whether or not this is the type of investment which the tax-
payers of America can be expected to even see any return whatsoever
in keeping the transportation company going.
Now I will say to you that 
Mr. BEVAN. Most of these 
Senator HARTKE. Pardon me?
Mr. BEVAN. A very substantial number of these companies are

merely, in one form or another, a transportation company.
Senator HARTKE. I hear what you are saying. The point is, from

what you have said here this morning, even the Great Southwest,
which was held out as one of the big assets by the reports on it, is
in financial trouble now due to the liquidity crisis, and the liquidity
crisis appears to be that its main supporting operation was the rail-
road system, and that this railroad system has therefore precipi-
tated the difficulty for all these other subsidiary corporations. If
that is true, what are we going to be faced with as far as the air-
lines are concerned? What are we going to be faced with as far as
other failing corporations are concerned?
Mr. BEVAN. Frankly, I think the whole transportation industry is

faced with a very serious difficulty.
Senator HARTKE. You have a transportation crisis of major pro-

portions on our hands. The airlines are in trouble too. Who is going
to move the people?
Mr. BEVAN. I think you and I are saying the same thing.
Senator HARTKE. I am not saying the same thing about going

through this tangled mess of financial operations. There are a lot of
people who just wonder why in the world people charged with the
responsibility of providing transportation to the public take so
much time to deal with Swiss bankers and with the Bahamas Air-
line and travel agencies.
Mr. BEVAN. We did not, sir. We never had any relationship of any

kind whatsoever with Air Bahamas on the part of management.
We went abroad to raise additional funds for the transportation

company because of the tightness of money here. We had done all
we could do. We raised in these 2 years $950 million for the trans-
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portation company. I do not think there are any railroads in the
United States that have done that, and this was in the face of a
railroad that was losing money at a very rapid rate.
Senator HARTKE. Losing money because the funds, the resources

and the money were being diverted, evidently, from the railroad
system instead of keeping it viable and keeping the railroad
system up to date and preventing the accidents and improving the
facilities and getting the equipment and making sure that the rail-
road merger went into effect.
There is a serious question, I would imagine, that is being pre-

sented as to the adequacy of the management in regard to its finan-
cial investments during this time, and certainly there is a question
raised as to the fiduciary responsibility of the individuals charged
with that investment as to whether or not they carried it out in the
interest of the transportation system or for some subsidiary cor-
poration or, if for some subsidiary corporation, which had only an
indirect relationship from which individuals possible could benefit.
You can see those problems, I am certain, and I think they are

quite obvious.
Mr. BEVAN. Well, as I said, in this period we invested $144 million

cash in this diversification. At the same time we spent somewhere
between $1.6 billion and $1.8 billion in the transportation company.
And $144 million would not have sustained this transportation com-
pany for more than a matter of days longer, and it was only because
we were only able to raise the money we did because the financial
community believed in the worth of this diversification program.
I might say, Senator, that in Arvida and in Great Southwest,

Macco, we are in three of the fastest growing States in the country,
and I sincerely hope for the benefit of the transportation company—
and I thing these are major hopes in bringing this situation out of
a very difficult period.
Senator HARTKE. Let me say to you, Mr. Bevan, that the point

still remains, that as much as we have tried to find out the financial
situation in the past, my primary concern is to find out if we can
put together an operation or any legislation which can provide
for continuation of a viable transportation system.
We will adjourn for lunch.
(Whereupon, at 1 p.m., the committee was recessed, to reconvene

at 2 p.m., this same day.)

At lERNOON SESSION

Senator HARTKE. Good afternoon.
Let me make clear, Mr. Bevan, that in our conversations this morn-

ing as far as I am concerned—and I will repeat this—basically our
idea here is to make sure we have a railroad system which is
going to keep functioning and one that is viable in the whole trans-
portation field.
At the same time that necessarily involves the question as to what

happened that led to the collapse of such a financial operation, and
the biggest transportation unit in the United States.
Now we were talking about the corporate finances right before lunch

and as a result of the Penn Central collapse, F ortwne magazine has
written an article in the August 1970 issue, which I am sure
you have reviewed.
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Mr. BEvAN. I have.
Senator HARTKE. I want to refer to some of their comments and

have your reaction to them.
In other words, was it the 
Mr. BEVAN. Pardon me just a moment, I want to get the file.
Senator HARTKE. That is all right, he can sit there if he wants to.
Mr. BEVAN. If it is all right, Senator, I will keep him here.
Senator HARTKE. Just identify him for the purpose of the record,

please.
Mr. BEVAN. Would you introduce yourself?
Mr. GERMAN. I am Edward D. German, and I am an attorney at

law.
Senator HARTKE. All right. What they allege there is that there

was a bookkeeping system which made it very difficult to figure out
exactly what was happening and where.
They call it a "unique bookkeeping system" in which the Penn

Central was able to show remarkable profits, and so on.
Was it the first quarter of 1970 that Penn Central report scared

these investors or do you think it was the bookkeeping described in
Fortune magazine that had the effect of scaring them?
In other words, what they didn't know, or what they did know,

which was it that scared them most?
Mr. BEVAN. Well, as I have indicated in my statement, Senator,

it is my belief that the financial community became more and more
concerned as these operating losses of the railroad mounted.
There was very little indication that we were able to get them

under control also. As far as I would say—well, I would also say
that for the most of the merger period of course accounting and
budgeting administrations were not under my jurisdiction.
From the date of the merger until the fall of 1969 they came in

under Mr. Penman's supervision. I will attempt, however, to answer
to the best of my ability the comments in Fortune magazine to the
extent that you would like me to.
Senator HARTKE. What they say here 
Mr. BEVAN. The story is filled will inaccuracies and misstatements

throughout, and I have always categorically denied the statement
they attribute to me at the end of the article.

Senator HARTKE. They report here that normal operating expenses,
wages, and phase-out costs were taken out of capital rather than
income, thereby inflating Penn Central's reported profits by so much.
Mr. BEVAN. Well, I would only say 
Senator HARTKE. Was that a procedure that was clear or what?
Mr. BEVAN. Let me say this, that both—all of our accounting has

been done to meet ICC requirements in one way and for our stock-
holders' reports that have all been audited and have been done in
accordance with accepted accounting procedures.
Now with wages and the phase-out costs, wages where you are

involved in capital projects are capitalized. This is the only way
you can do it.
In other words, we manufacture a lot of freight cars on our own

property in our own shops. Wages involved in these represent part
of the cost of the freight car and are capitalized. This is normal
accounting procedure.
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Wages involved in the operation of the company, maintenance of
equipment for example, are expense items and have been expensed.
Phase-out costs I assume they mean by this the retirement of

people or property in connection with the merger were not

capitalized.
Senator HARTKE. Well, they say that sale of real estate which

should have been designated as extraordinary items were credited

to normal income as were profits from security sales.
It says that receipts were written off as standard costs to avoid

the depreciation and thereby enhancing earnings.
Mr. BEVAN. Well, several questions are involved there. We happen

to be probably the largest real estate operation in the country. This

is part of our ordinary and reoccurring business and these and the

security transactions all of which have been reviewed by the Peat

Marwick accounting firm are a part of our customary income.
The one item I think you would referred to at the end—could

I have that again?
Senator HARTKE. Well, this was assets written off as standard

charges to avoid the annual depreciation, is that what you are
referring to?
Mr. BEVAN. Yes.
Senator HARTKE. In the large block of securities that was ex-

changed, the paper profit from •the transaction was credited to

normal income in installments over the ensuing years even though

no cash had come in.
Mr. BEVAN. That is a completely inaccurate statement.
Number 1, as far as the writeoff of facilities is concerned, and

again I say this, it was not within my jurisdiction, I am giving

you the benefit of what I know about it, but this was done because

our people decided that we had on our books passenger facilities at

unrealistically high prices in relation to what is happening to the

passenger business.
So to that extent our balance sheet was inflated. After making

appraisals of these facilities they wrote them down to estimated
salvage value to bring our balance sheet in line and more in con-

formity with the true facts of the situation.
This again was reviewed by Peat Marwick and Mitchell before

it was done.
Senator HARTKE. Well, what is the bookkeeping system? Did it

accurately reflect the condition of the railroad as it was reported?
Did it reflect it so outsiders could really tell what was going on

or did it take an expert on the inside to understand this bookkeeping
system?
Mr. BEVAN. No; this was very clearly labeled and explained in

our report and it was to tell the people the assets were carried on

the books at a certain figure. We no longer think that that figure
is realizable and we have written them down, I think it was by $121
million to what we think are present-day prices. This is standard
bookkeeping.
It actually made no difference in the cash setup in any way due

to the fact our cash flow was not affected in any way.
But it was giving the outsider the true picture, the truest picture

we could of what it was, and it was reviewed by Peat Marwick
before we did it.



478

it was explained thoroughly and in my judgment the next 2 or
3 years I would think that the ICC would require every company
to do this.
Senator HARTKE. Was the cash flow 
Mr. BEVAN. This didn't change cash flow.
Senator HARTKE. I understand but was that obvious, was it obvious

there was a deficiency in the cash flow in 1969?
Mr. BEVAN. Yes; there was a source and application fund at the

end of the report.
Senator HARTKE. Was it apparent at the time that the dividend

was declared? Was it apparent that this was a serious problem
at the time the dividend was declared in 1969?
Mr. BEVAN. We have reiterated throughout that our cash position

was tight and continuing tight. Actually as I said in 1969, ourworking capital improved by $25 million.
Senator HARTKE. Well, did it improve enough really to validate

the idea of proceeding with a dividend of that nature? Was it your
recommendation that the dividend be declared?
Mr. BEVAN. Which dividend?
Senator HARTKE. The first one up in the first half of 1969?
Mr. BEVAN. Well, I would say this: We had most of the time

working capital deficit, most of the railroads have working capital
deficits, as I outlined in my statement.
I explained that at the end of 1969 that two items in there actually

we did not consider current although technically we had to putthem in current liabilities and under the proper accounting proce-dures.
There were three financial committee meetings which dividends

were discussed at and I think the records will show that there was
not a single dissent in approving the payment of the dividend and
these were of course only recommendations to the board.
I was not a member of the board at that time but I think the

records again will show in the minutes that not a single director
dissented from approving the dividends.

Senator HARTKE. Did Mr. Perlman agree with that at that time;do you know
Mr. BEVAN. Well, all I can say is that it is my understanding

that no one dissented either in the finance committee—Mr. Perlmanwas a member of the finance committee—or in the board of directors.
Senator HARTKE. In the next to the last paragraph in the Fortunearticle they make this assertion:
The accounting profession has as a whole contributed to the debacle bymaking acceptable practices that are an open invitation to distortions andoutright fraud.

Will you comment on that?
Mr. BEVAN. Well, I think it is completely false.
Senator HARTKE. Let me ask you this 
Mr. BEVAN. We have one of the largest and considered most

reputable accounting firms in the country and we were audited by
them and were also audited by naturally, by this ICC.
I think the article shows a complete lack of comprehension of

accounting and I think there are many unfair innuendoes in there
and everything else.
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Senator HARTKE. The ICC told us that on June 23 that the ac-
countants—that is Peat Marwick & Mitchell Co. had refused to
make working papers available. Is there any reason why they would
be reluctant to turn over working papers to the ICC? Do they have
anything to hide?
Mr. BEVAN. To the best of my knowledge they did not, but I didn't

know they had refused, and I am not in a position to answer that.
Senator HARTKE. Would you have recommended that they turn

them over to them? Is there any reason why you see why the ICC
should not have the working papers?
Mr. BEVAN. I think that is a question between Peat Marwick and

the ICC.
I don't know why they refused and therefore I can't say whether

they should have or should not have refused. They may have some
reasons in connection with this Fortune article. I don't know. But
I don't know that they had refused.
But to the best of my knowledge, there is nothing to hide any

place. I think everything is clearly labeled throughtout.
But again from the time of the merger, until the fall of 1969, I

had no responsibility for the accounting.
Senator HARTKE. When the Norfolk & Western stock was being

disposed of and Mr. Saunders made the statement he was going
to have $500 million for investment purposes—wouldn't it have made
better sense at that time to improve the railroad itself instead of
investing these into outside nontransportation facilities?
Mr. BEVAN. Well, let me say this; the figure of $500 million is

one that never could have been realized because you couldn't sell
the stock that way.

Senator HARTKE. Well, this is the statement of—
Mr. BEVAN. There is no way that you could 
Senator HARTKE (continuing). This was announced by Mr.

Saunders. I didn't pick up this amount.
Mr. BEVAN. I understand.
Senator HARTKE. He says $500 million was going to be available

for investment.
Mr. BEVAN. It was a combination of that and another thing.

Norfolk & Western start as late as—well, October 1964 I believe sold
at $150 a share. At the time—we weren't consulted about this in any
way—but at that time they suddenly announced they were going to
merge with the C. & 0. and B. & 0. and the stock dropped from
$130 to $120 a share overnight and it's been going down steadily
ever since and this morning it's $55 a share.
Mr. HARTKE. But what would You 
Mr. TiEvAN. So we never got through an actual determination.

But basically if we found the right companies we could have in-
creased the cash flow materially over what we realized on the
Norfolk & Western which would have meant bigger dividends from
the Pennsylvania Co. to the transportation company.
Senator HARTKE. In your opinion, Mr. Bevan, as the financial

officer for this railroad for a long time, is it going to be possible for
the trustees to sell these certificates?
Mr. BEVAN. You mean without a Government guarantee?
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Senator HARTKE. Without a Government guarantee.
Mr. BEVAN. Well, I have not had an opportunity to see the cash

flow that will result from—I don't know what the decision of the
trustees and the court is going to ge as to what items they should
continue to pay principal and interest on and which one they
will decide to default on. So it is quite difficult, I just don't know
what that cash-flow picture is going to be and I think a great many
of the decisions have not been made that will have much to do with
this. I want to say, I want to state very carefully what I say
because I don't want in any way to hurt anything.
Without passing on the integrity of the trustee certificates, I

want to say that in the present temperament of the market, the
scarcity of funds and everything else, I am inclined to think that it
would be very difficult to sell them without a Government guarantee.
Without an ability to sell, of course, the railroad would cease to
operate.

Senator HARTKE. SO it is your conclusion basically that the finan-
cial condition of the railroad is so serious that they would probably
have to be included within the guarantee provision in the Govern-
ment Loan Act that was passed or otherwise they would be seriously
flirting with the danger of not being able to continue to operate the
railroad?
Mr. BEVAN. Well, as I say—I qualify it to the extent that as I

understand it the trustees, or—they have not reached decisions in
these areas.
Senator HARTKE. I understand.

. Mr. BEVAN. On how much they will pay interest on and how
much principal they will pay or what rentals or a whole series of
things. Until a whole series of these questions have been answered,
unless that is done, you can't set up a cash flow that will be meaning-
ful. I think in the current difficult market conditions and the shock
of having the largest railroad in the country go into reorganization,
I personally think they will find it very, very difficult to sell certifi-
cates without a guarantee.
Senator HARTKE. All right, then why can't they correct thi§ by

selling off part of the assets?
Mr. BEVAN. Well, a good many of their assets are already pledged.

Others such as lease line stocks held, and securities of the system
' 

of
the railroad, are not particularly good as collateral today with the
railroad in reorganization. If you sold off, say, Great South West,
then you would—it would go first of all to liquidation of the out-
standing debt of the Pennsylvania Co. Then the outstanding debt of
the $300 million revolving credit, because the stock of Pennsylvania
Co. is held by the banks as collateral for the revolving credit. So
what you would really be doing is you start selling those and you go
into liquidation and that situation develops. It is hard to get cash
through the sale of assets bound onto the operation of the railroad.
Senator HARTKE. Well 
Mr. BEVAN. We are getting into a legal area which I really

shouldn't be in because I don't know exactly the full powers of
trustees, but these key assets are pledged one way or the other. I
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would think it would be difficult to get those funds and use them for
operation as against paying off the debt.
Senator HARTKE. What you are saying in substance then is that

there is no way to keep this railroad going, to make a profit and to
pay off its debts. All we are going to do if we guarantee a loan, is
add to its loan obligations for which the Federal Government will
ultimately have to pay. What we ought to do is give them a grant?
Mr. BEVAN. No; I have not gone that far, Senator. At least I

didn't mean to. I said this morning that I think that they have
some key assets that should be worked on very hard and I think
they are good and I think they have a strong future if they are not
liquidated. It is going to be difficult but if ways and means are found
to get proper rate increases and other things, and I think that the
objective should be to try to get the railroad on a break-even basis
and the system itself would then be making substantial amounts of
money that could then support it.
Senator HARTKE. What you are saying in substance then is all this

diversification which has been alleged to be so useful to the railroad,
that when it comes to a time of crisis and need, they really become
valueless and useless to the transportation company?
Mr. BEVAN. Well, we are in a market where everything is—
Senator HARTKE. Where nothing has any value?
Mr. BEVAN. I beg your pardon?
Senator HARTKE. In a market where nothing has any value?
Mr. BEVAN. No, I just cited an example of one of the most pros-

perous railroads in the United States—and this has substantially
hurt the Penn Central—that is the fact that Norfolk & Western has
gone from $151 down to $55.
We had a total of about 3 million shares so that for every drop

of a point, if we still had the whole 3 million shares would be $3
million for one point drop in the market. So that there has been a
very great deterioration in the asset value because of the general
market decline.
Senator HARTKE. How much of an increase in rates do you antici-

pate would be needed to make the passenger service viable?
Mr. BEVAN. I don't think you can make the passenger service

viable. I think as I said in my statement 
Senator HARTKE. Should it be closed down?
Mr. BEVAN. No; I am a strong advocate of mass transportation.

But I think the Government should determine what service is in the
best interest of the public and it should be supplied by the railroad,
but they should be made whole for doing it and I think in the long
run that this would be far cheaper than spending the kind of money
that is being spent on freeways and highways. I think that mass
transportation particularly in the northeast and other concentrated
centers is an absolute must. It also has something to do with your
air pollution as well.
Senator HARTKE. What about the freight service? How much

increase in freight rates is necessary to keep that part of it viable?
Mr. BEVAN. I can't tell you at this point. We felt that the time

we were studying the budget for the year that in view of what we
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anticipated in increased wage and material costs, that we needed
around 12 percent.
Senator HARTKE. Around 12 percent'?
Mr. BEVAN. Yes.
Senator HARTKE. You are familiar—without being critical of what

happened in regard to the postal service—but there has been pro-
vided a 14 percent increase nationwide in postal wages. Do you
anticipate that in any way the railroads will not expect a similar
increase in wages as other industries?
Mr. BEVAN. No, I haven't said that and I think that wage increases

have gotten—have been at least comparable, but the difficulty is the
tremendous—the fact that almost every wage increase is retroactive.
At the same time there is a lag of almost a year in rate increases,
and for the most part they have been inadequate to meet the in-
creased labor costs; whereas industrial companies are in position
to settle and immediately raise their prices.

Senator HARTKE. But you have two rate increases in the last 8
months.
Mr. BEVAN. That is right, but we also had—well, in 1969 we had

a wage increase retroactive to January 1, if I remember correctly,
and that cost us somewhere between $75 and $80 million. In Nov-
ember we had a rate increase that yielded us for the balance of the
year of $7 million.
Senator HARTKE. You mean you would have to have an increase in

that rate increase of at least 10 times what you received in order to
break even? Is that what you are telling me?
Mr. BEVAN. No, what I said is that we show a deficit on 1969 just

on account of lag, in the amount of about $88 million and you just
can't do business that way. We were 
Senator HARTKE. Let me ask you with all these problems you are

talking about and with the •amount of increase in rates that you
are talking about and the problems that you say concerning financing
and the difficulty of cash flow, is there any reason, is there any real
hope that you can keep the railroad system going? Are we on the
edge of utter collapse of the whole railroad transportation system?
Mr. BEVAN. Well, I said this morning the railroad industry is in

very serious trouble and in my opinion I think that it will take an
entire program 
Senator HARTKE. How much money are we going to have to guar-

antee in loans here in your opinion? How much will it take Penn
Central to bail itself out operating with Government loans?
Mr. BEVAN. Well, you can't take one single item and say on the

basis of that what it is. It is a combination of how much passenger
service the Government is going to require us to maintain. Are• they
going to give us—are they going to give the Penn Central reim-
bursement for that? What sort of rate increases are they going to
get? And when will they get them? As I say, you can't take one
fragment of it and give an explicit figure because they are all inter-
woven. But I think it is an absolute necessity to the whole national
setup that it be kept—that the industry be kept viable. It is amazing
really that under the conditions that have existed that they have
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stayed alive this long. The steel companies several years ago said
they could not keep their plants modern on a 15-percent return and
I think last year the industry as a whole, including the wealthy
railroads got a return of 2.8 and this has been going on for years
and years.
Senator HARTKE. But you can't give us any idea of what you

think it will be?
Mr. BEVAN. I couldn't except on the overall program.

• Senator HARTKE. Well, how much on the overall program? In
other words, is it going to take $10 billion, is that what we are
talking about?
Mr. BEVAN. Ten what?
Senator HARTKE. 10 billion? You are talking about $750 million,

of which $450 million must go into the Penn Central, which is what
they say they need. That is their allegation.
You say $450 million probably won't carry them through very

long after that.
Mr. BEVAN. Well, I don't know, because 
Senator HARTKE. Every study we have from the ICC shows, that

according to the ICC, the wage increases have always been over-
stated by the railroad industry, but on the other hand it also shows
that every rate increase has been followed subsequently by a drop
in the rate of return which evidently is being occasioned by the loss
of business due to the rate increase.
Mr. BEVAN. There is some diversion.
Senator HARTKE. Can you help this subcommittee come out of a

dilemma? Here you are the No. 1 financial expert for the largest
merged railroad organization in the United States and I aril asking
you to give us an estimate as to what we are dealing with here,
whether we are dealing with an open-ended operation which is
going to continue to have to have money poured into it, into the
railroad industry ad infinitum?
Mr. BEVAN. Well, from the passenger service side, I don't think

there is any question about it.
Senator HARTKE. Well, if you cure the passenger side, I have done

the best I can to try that, and it's still stuck. I can't unstick it, I am
not in the House of Representatives. But the point remains after
you have cured that, what you have told me is that that still does
not cure the problem.
Mr. BEVAN. Well, here the situation—in 1969 our loss just from

railroad operations was $220 million.
Senator HARTKE. What was that?
Mr. BEVAN. $220 million.
Senator HARTKE. For what?
Mr. BEVAN. That is loss on railroad operations.
Senator HARTKE. $220 million, that was your loss on railroad

operations, is that right?
Mr. BEVAN. Yes. We had passenger loss of $105 million.
Senator HARTKE. But those passenger losses are subject to an

awful lot of dispute. That is on a fully allocated basis?
Mr. BEVAN. Yes, but you got to get those—that's right.
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Senator HARTKE. And the ICC has consistently disagreed with
that assumption.
Mr. BEVAN. But if you don't allocate it, if you don't allocate it

there, you have to get it someplace.
Senator HARTKE. I understand that, but the point of it is, is what

you are saying you want to be reimbursed to the extent of $105
million and that will alleviate about half of your total losses last
year?
Mr. BEVAN. That's right.
Senator HARTKE. That is what you are saying?
Mr. BEVAN. That's right.
Senator HARTKE. I understand that. But if you alleviate it and

say all of it is due to passenger service and we pick up that, then
you don't have any losses. That would be a rather simple viewpoint
in trying to correct the difficulty. What I am trying to find out is
how much money is the taxpayer of America expected to pour into
the railroad system to keep it viable? That is what we want to
know. We want to know what it takes for passenger service and
freight service. Are we talking about millions? Are we talking about
billions? How long a time are we talking about?
Mr. BEVAN. Well, first of all, so you don't go backward, you have

to meet this situation where you have a tremendous lag in rate
increases following wage increases. This has been very harmful over
a great many years. So that that has to be done. But I think that
to get the railroad back in the shape that they should be both as
far as equipment is concerned and as far as roads themselves are
concerned—roadbeds--and get more working capital that you are
talking billions. But a lot less than what is poured into the road
program. But this has been going on for years and years and years.
Senator HARTKE. I understand.
Mr. BEVAN. SO it's not an easy matter to bring it back because as

I stated this morning the whole industry has a working capital
deficit now of almost $200 million. This includes your more wealthy
railroads.
Senator HARTKE. Are we faced with financial collapse of the

entire railroad system then?
Mr. BEVAN. I think that's possible. Unless a program is worked

out very rapidly, I think that's possible. But I think that is what
Mr. Johnson was saying this morning from the Illinois Central,
which I put into the record. I think that is true generally.
Senator HARTKE. Are we on the edge of a financial panic then in

this country?
Mr. BEVAN. I would hope not, but each thing can have a chain

reaction and there is no question that we have not felt the full
impact of the Penn Central situation on the economy as yet, and
as you know as well as I do, there are other companies that are on
the brink both in the railroad industry and out. Each one is going
to have a serious impact.
Senator HARTKE. Now, Mr. Bevan, I thank you for your time.
Mr. BEVAN. You are welcome.
(The exhibits to the prepared statement follow:)
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EXHIBIT 2

FINANCIAL POSITION OF THE RAILROAD INDUSTRY AND A PLAN FOR MEETING
EQUIPMENT NEEDS

The transportation industry is vital to the American economy, both in times
of peace and war, and for a long number of years the railroad industry has
represented the backbone of the transportation industry. With the motor and
air carriers either reaching or approaching maturity in the post-war era,
competitive forces exist in the transportation industry to a greater degree
than ever before.
The railroads performed a truly Herculean task during World War II.

Their absolute essentiality in such periods was clearly indicated by what
transpired during this war. The railroads carried more than 90% of all
military freight and 97% of all organized military traffic. In 1944 they
carried about 70% of all intercity freight traffic moved. In the same year
they handled over 95 billion passenger miles, more than twice the total for
any year in history prior to the war.

Unfortunately the industry as a whole faced the post-war period with a
very badly worndown plant as a result of the all-out effort during the war.
This fact, coupled with estimated total expenditures by the Federal govern-
ment for domestic inland transport facilities in the ten years following the
war of over $5 billion, consisting of $3 billion 600 million for highways, $700
million for airports and air navigation aids and $800 million for inland water-
ways, has made the post-war period a difficult one for the railroads. In addition,
outmoded restrictive regulatory procedures and the inability of the industry
to earn its fair share in the inflationary economy in which we have been
living have placed the railroad industry in a most serious position. Further-
more, ironically it appears that despite an optimistic outlook for business
prosperity over the next ten years, it is going to be very difficult for the rail-
roads to participate in the expanding economy because of the many problems
which face them.
The earnings of the railroad ,industry for many years have been totally

inadequate to assure a strong, sound and stable industry, which we consider
to be absolutely necessary to a prosperous economy. Because of inadequate
earnings, the railroad industry has been materially weakened, both from a
competitive and financial standpoint, and is in a serious condition today.
I do not think there is anything new to any of you about what I have

just said, but we have been analyzing the railroad situation in an attempt
to see the extent to which all of these factors have affected us financially
and otherwise. As a result of that analysis, we have prepared several charts
which I would like to present to you as specific evidence of the generalities
we have been talking about.
First is the matter of the inadequacy of railroad earnings. To illustrate this,

let us examine for a moment Chart A entitled "Comparison of rate of return
on net assets with yield on long term U.S. Treasury Bonds." By net assets we
mean the book value of outstanding preferred and common stocks and surplus
accounts at the beginning of each year. In this chart we compare the rate
of return realized over the period 1940 through 1955 on long term Govern-
ment Bonds with the return realized by manufacturing corporations, public
utilities, and Class I railroads. You will note that in the case of the manufactur-
ing corporations the rate of return in 1940 amounted to a little over 10%,
declined to about 9% in 1945, sky-rocketed in the post-war period to a peak
of almost 19%, and then declined somewhat, but amounted to 15% in 1955.
Throughout, the highest return realized by the railroads was always below
the lowest return realized by the manufacturing companies. During the same
period the return realized by public utilities ranged between 6% and approxi-
mately 10%. On the other hand, the Class I railroads as a whole, with the
exception of the two war years 1942 and 1943, during this whole period
never equalled the return of the public utilities. As a matter of fact, in only
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TABLE 1.-COMPARISON OF RATE OF RETURN ON NET ASSETS WITH YIELD ON LONG-TERM U.S. TREASURY BONDS
1940-55

[In percent]

Year

(1)
Long-term U.S. Treasury bonds

(2)
Class I

railroads

(3)
Public

utilities

(4)
Manufacturing
corporations

Partially
tax exempt

Taxable 15
years or more

1940 2.26 1.7 7.2 10.31941 2.05 4.6 6.7 12.41942 2.09 2.46 8.3 6.0 10.11943 2.47 7.8 6.5 9.91944 2.47 5.7 6.5 9.81945 2.37 3.7 6.7 9.11946 2.19 2.3 8.2 12.11947 2.25 3.8 8.0 17.01948 2.44 5.3 8.4 18.91949 2.31 3.2 8.7 13.81950 2.32 5.6 9.8 17.11951
1952

: 2.57
2.68

4.8
5.5

9.0
9.0

14.4
12.31953 2.93 5.7 9.2 12.51954 2.53 4.1 9.3 12.41955 2.80 5.7 9.7 15.0

Note: Ratio of net income to net assets. Net income is taken as reported, after depreciation, interest, taxes, and othercharges and reserves, but before dividends. Net assets represent book value of outstanding and preferred common stockand surplus account at beginning of each year.
Source: First National City Bank of New York, Federal Reserve.

the two years mentioned, 1942 and 1943, were they able to exceed the 6%
return which was the lowest realized by the utilities over the sixteen-year
period.
Perhaps the complete inadequacy of the rate of return obtained by the

railroad industry can be realized more clearly by looking at Chart B, which
contains a list of 73 industrial groupings with the rate of return shown on
net assets for the calendar year 1955. The rate of return realized ranges
between a high of 29.1% and a low of 4.6%. In this listing, the Class I
railroads with a rate of return of 5.7% stand 68th in a list of 73.
Among the various causes behind the meager earnings of the railroad

industry, one of the most basic has been the fact that its rates have been
held down artificially, as indicated by the figures in Table 2. In this table
a comparison is made between the years 1929 and 1955. These two years
have been selected because I believe everyone will agree that in 1929 the
transportation industry was generally considered to be in a healthy and
prosperous condition in this country and maintaining its relative economic
position in our free enterprise system; and 1955 represents the latest figuresavailable. During this period the physical production, as measured by GrossNational Product in constant dollars, has increased 116%. Intercity tonmiles handled by all transport agencies during the same period have increased113%, so that in terms of physical volume the transportation industry hasheld its own during the last' 26 years. However, if we examine corporate sales
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a

CHART

RATE OF RETURN ON 1,14a ASSETS - LEADING C0FU1A6JIONS
Calendar Year 1

Industrial Group
Per cent
return on
Net Assets

Per cen t

10 20

1. Autos and trucks 29.1
I-

IMMINIMIIIIIIIIIIIMIEMIMilli
2. Other mining, quarrying 26.2
3. Aircraft and parts 24.7
4. Glass products
5. Cement

20.5
20.3

1

6. Drugs and medicines 18.3
7. Chemical products 17.7
8. Instruments, photographic goods, etc. 19.7
9. Office equipment 16.9
10. Nonferrous metals 16.7
11. Sales, finance
12. Paint and varnish

16.6
16.4

13. Other stone, clay products 16.4
14. Other business services 16.1 ONOMONIMMEMEM
15. Soap, cosmetics, etc. 16.0
16. Automobile parts
17. Iron and steel

15.3
15.2

11.......11iMM18. Tires, rubber products 15.1
19. TOTAL MANUFACTURING 15.0
20. Petroleum products and refining 14.2 .
21. Lumber
22. Soft drinks

14.2
14.1

23. Air transport 13.9
24. Paper and allied products 13.8
25. Metal mining 13.7
26. Chain stares - food
27. Printing and publishing

13.4
12.9

28. Electrical equipment, radio and television 12.8
29. Other metal products 12.8
30. Construction 12.6
31. Furniture, wicd products
32. Mail order

12.6
12.3 Iiiiii=1.11111

33. TOTAL AMUSEMENTS, SERVICES, ETC. 12.3
34. Miscellaneous transportation 12.2
3.. Dairy products 12.2
36. GRAND TOTAL 12.0
37. Baking
38. TOTAL MINING, QUARRYING

11.9
11.9

39. Miscellaneous manufacturing
40. Other food products

11.8
11.7

41. Tobacco products
42. Household appliances

11.7
11.6

43. Machinery 11.6
44. Shoes, leather, etc.
45. Building, heating, plumbing, equipment

11.5
11.5

46. Restaurant and hotel 11.5
47. TOTAL TRADE
48. Hardware and tools

11.1
10.7

49. Chain stores - variety, etc.
50. Department and specialty

10.6
10.6

51. Real estate 10.1 IMMEMEni
52. Electric power, gas, etc. 9.9
53. Commercial banks 9.7
54. TOTAL PUELIC UTILITIES 9.7
55. Telephone and telegraph 9.5
56. Shipping 9.5
57. Railway equipment 9.0
58. Agricultural implements 8.8
59. Amusements 8.6
60. Wholesale and miscellaneous 8.5
61. TOTAL FINANCE 7.7
62. Textile products 7.1
63. Clothing and apparel
64. Meat packing

7.0
6.7

65. Brewinp 6.5
66. Distilling 6.4
67. TOTAL TRANSPOhTATION 6.1
64. Class I railroads - 5.7 1_____ __J
69. Coal mining 5.6
90. Sugar 5.5
71. Fire and canualty insurance 5.5
72. Investment trusts 5.3
73. Traction ard bus 4.6

,

Source: FirA Nati .al City H H of New York.

50-934 0-71-pt. 2 9
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TABLE 2.—TRENDS IN THE TRANSPORTATION INDUSTRY COMPARED WITH ALL OTHER INDUSTRY

1929 1955
Percent
increase

Gross national product in constant 1947 dollars (billions of dollars) $149.3 $322.4 115.9
Intercity ton-miles (millions of ton-miles) 600,055 1, 277, 681 112.9
Corporate Sales (millions of dollars):

Transportation $9, 688 $23, 493 142.5
All other $128, 952 $533, 538 313.7

Corporate profits after taxes (millions of dollars):
Transportation $902 $654 —27. 5
All other $7,357 $20,479 178.4

Source: Economic Almanac, National Industrial Conference Board.

or revenues for industries other than transportation, we find that during this
period they increased 314% as compared to an increase of only 142% in the
revenues of the transportation industry. This clearly indicates how the price
level in the transportation industry has been artificially held down. As a con-
sequence, naturally enough, this has seriously affected profits. During this
26-year period corporate profits of the transportation industry showed an
actual decrease of 27% as compared to an increase of 178% for industry
other than transportation. If transportation sales had gone up to the same
extent as other corporate sales, in the year 1955 alone the transportation
industry would have received an aditional $16 billion of revenues. And if it
had been able to maintain its relative position with other industries with
respect to profits, it would have realized an additional $1 billion 850 million.
If these additional profits are divided on the basis of traffic volume, approxi-
mately half, or $900 million would have flowed to the railroads. Needless to
say, such a substantial addition to net income would have materially aided
the railroads to. strengthen their existing weak position.
Whatever the causes back of the situation, it appears perfectly obvious that

the railroads have not received an adequate return. Because of this failure
several important changes have taken place which would indicate that the
railroads' position has been severely damaged, possibly irreparably.
In 1940, the total debt of Class I railroads amounted to $11.3 billion, and

since that time this debt has increased to $9.7 billion, which is all to the good.
However, there has been a very substantial change in the composition of this
indebtedness which has serious import to railroad managements.

Illustrative of this latter point is Chart C dealing with funded debt out-
standing due within 20 years of Class I railroads. In 1940 we find that of the
total debt outstanding as of that date, $4.9 billion or 43% would mature
within 20 years. This figure is little changed in 1955, and at the end of that
year $4.3 billion or 44.5% of the debt was scheduled to mature in 20 years.
The important change is with respect to equipments. Less than 10% of the debtmaturing in 20 years in 1940, or $480 million to be exact, was in the form of
equipments, whereas in 1955 of the debt maturing in 20 years, $2.5 billionor 58.5% was in the form of equipment obligations. To clarify this, it meansthat at the end of 1955 almost half the debt , outstanding would mature in20 years. With respect to bonded debt this is not too serious provided thecredit of the industry .and of the individual companies is such that it canbe refinanced. It is significant, however, that of this debt maturing in 20years, $2.5 billion is in the form of equipments, which are non-refundableand therefore must come out of the industry's cash. For reasons which Iwill explain later, unfortunately we believe that the amount of equipment ob-ligations outstanding is going to continue to rise markedly to the extent thatthe market will absorb them, and we estimate, assuming this premise,



•

C
L
A
S
S
 I
 R
A
I
L
R
O
A
D
S
 &
 
L
E
S
S
O
R
S

Mi
ll
io
ns
 

F
U
N
D
E
D
 D
E
B
T
 
O
U
T
S
T
A
N
D
I
N
G
 
A
N
D
 
D
U
E
 
W
I
T
H
I
N
 
T
W
E
N
T
Y
 
Y
E
A
R
S
 

of
D
o
l
l
a
r
s
 

A
S
 
O
F
 
D
E
C
E
M
B
E
R
 3
1
S
T
 
O
F
 
T
H
E
 
Y
E
A
R
S
 I
N
D
I
C
A
T
E
D
 

1
1
,
3
7
1
 

(
E
x
c
l
u
d
e
s
 D
e
b
t
 i
n
 D
e
f
a
u
l
t
)

1
0
,
5
0
0

9
,
3
7
3

9
,
4
8
3

9
,
0
0
0

D
e
b
t
 O
u
t
s
t
a
n
d
i
n
g

7
,
5
0
0

6
,
0
0
0

4
,
8
9
5

D
e
b
t
 d
u
e
 w
it
hi
n

..
..

..
 ..
..
..
..
.

T
w
e
n
t
y
 Y
e
a
r
s

4
,
5
0
0

4
3 .
0
%
 

..
..

..
. .
..

..
. ..

..
..
..3
,
8
1
9

3
,
7
9
9

1
 ..
..
..
..
..
..
..
..
..
..
..
..
..
..
..
..
..
..

4
0
.
7
%

 
4
0
. .

3
,
0
0
0

1
.
8
6
3

E
q
u
i
p
m
e
n
t
 O
bl

ig
at

io
ns

1
,
5
0
0
-

7
7
3

4
9
.
0
.

4
8
0

0
\
x
x

‘

1
9
4
0
 

1
9
4
5
 

1
9
5
0

S
o
u
r
c
e
:
 I
. 
C
.
 C
.
 A
n
n
u
a
l
 R
e
p
o
r
t
,
 M
o
o
d
y
'
s
 T
r
a
n
s
p
o
r
t
a
t
i
o
n
 M
a
n
u
a
l

(
L
e
s
s
o
r
s
 d
e
b
t
 1
2/
3
1
/
5
5
 E
s
t
i
m
a
t
e
d
)

Mi
ll
io
ns

of
D
o
l
l
a
r
s 1
0
,
5
0
0

9
,
7
4
4

4
,
3
3
4
 -
-
.
 
.

2
,
5
3
7

5
3
.
5
F 1
9
5
59
,
0
0
0

7
,
5
0
0

6
,
0
0
0

4
,
5
0
0

3
,
0
0
0

1
,
5
0
0



492

TABLE 3.—CLASS I RAILROADS AND LESSORS—FUNDED DEBT OUTSTANDING AND DUE WITHIN
20 YEARS AS OF DEC. 31 OF THE YEARS INDICATED (EXCLUDES DEBT IN DEFAULT)

[dollars in millions]

Year

Bonded debt Equipment obligations Total funded debt
Percent of
equipment
debt to all
debt due in

20 years
(8)

Outstanding

(1)

Portion due Outstanding
in 20 years

(2) (3)

Portion due Outstanding
in 20 years

(4) (5)

Portion due Percent of
in 20 years outstanding

(6) (7)

1940 $10, 890. 6 $4, 415.0 $480.5 $480.5 $11,371. 1 $4, 895.5 43.0 9.8
1941 10, 676. 0  624.6  11, 300. 6  
1942 10, 425. 3  170.7  11, 136. 0  
1943 9, 813. 7  775.0  10, 588. 7  
1944 9, 302.5  781.6  10, 084. 1  
1945 8, 600. 7 13,

 046.4 773.0 773. 0 9, 373. 7 3, 819.4 40.7 20.2
1946 8, 354.7 — 844.6  9, 199. 3  
1947 7, 993. 4  1, 084.2  9, 077. 6  
1948 7, 911. 2  1, 441. 0  9, 352. 2  
1949 7, 735. 3  1, 708. 4  9, 443. 7  
1950 7, 622. 8 1,936. 1 1,863. 5 1,863. 5 9, 483. 6 3, 799. 6 40.0 49. 01951 7, 445. 5 2, 298. 2  9, 743. 7  
1952 7, 254. 5 2, 592.9  9, 847. 4  
1953 7, 106.6 2, 684. 3  9, 790. 9  
1954 7, 106.8 2, 608. 1  9, 714. 9  
1955 1 7, 207. 5 1, 796. 8 2, 537.3 2, 537.3 1 9, 744. 8 4,334. 1 44. 5 59. 5

1 Lessor companies estimated.

Source: ICC annual report; Moody's Transportation Manual.

that by 1965 the amount of equipments outstanding will increase
by 20% or $500 Million. This in turn will increase the year to year cash drain
on the companies involved, will make their debt service larger and more
rigid, and will make each company more susceptible to receivership or
bankruptcy in the event of a decline in business.
It now seems appropriate to turn to the working capital position of the rail-

roads to see whether or not they are in a position to stand an additional drain
in this respect. In Chart D the working capital is compared on an absolute
basis with operating revenues, since after all, the volume of business dictates
to a large extent the need for working capital. Working capital is the figure
which represents the difference between current assets and current liabilities.
In every other industry with which I am familar, current assets include all

those items which can be liquidated or converted into cash within twelve
months, and current liabilities include all items which must be paid within
twelve months. In the case of the railroads, debt due within oneS year is not
included in current liabilities, although debt due in one year is now reported
as a footnote in I.C.C. reports. This is contrary to standard accounting pro-
cedure and the practice in other industries, and in my judgment gives a com-
pletely false picture, since obviously there is no difference between one type
of liability and another if both have to be paid in the same period of time.
Therefore, we have included debt due within a year in current liabilities.
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TABLE 4.-CLASS I RAILROADS-COMPARISON OF WORKING CAPITAL, AFTER DEDUCTION OF 1-YEAR MATURITIES,
WITH GROSS OPERATING REVENUES

[Dollars in millions]

Year
Operating
revenues

(1)

Excess of
current assets

over
current

liabilities
( 2 )

1-year
maturities

(3)

Working
capital
(4)

Working
capital as
percent of
operating
revenues
(5)

Materials
and supplies

(6)

Working
capital
(less

materials
and supplies)

(7)

1940 $4, 296,6 $548.2 $175. 0 $373.2 8.7 $334.7 $38.51941 5, 346. 7 816.5 177.2 639.3 11.9 460.1 17.9.21942 7, 465. 8 1, 263. 4 301.3 962. 1 12.9 503. 9 458.21943 9, 054. 7 1,569. 1 308.8 1, 260. 2 13.9 532.5 727.71944 9, 436. 8 1, 662. 7 228.4 1, 434. 3 15.2 603.9 830.41945 8, 902. 2 2, 255. 0 220.9 2,034. 1 22.8 595.8 1, 438. 31,946 7, 627. 7 1, 913. 5 232.8 1, 680. 7 22.0 653.9 1,026. 71 947 8, 684. 9 1, 628. 3 245.8 1, 382. 4 15.9 758.0 624.41948 9, 671. 7 1, 597. 8 331.5 1, 266. 3 13.1 852.2 414.21949 8,580. 1 1, 383. 0 320.4 1, 062. 5 12.4 725.4 337. 21950 9, 473. 1 1, 531. 7 308.5 1, 223. 2 12.9 725.8 497.31951 10, 390. 6 1, 440. 5 330.1 1, 110. 4 10.7 909.6 200.91952 10, 580. 8 1, 515. 4 317.6 1, 197. 9 11.3 839.8 358. 11953 10, 664. 2 1, 444. 5 405.3 1, 039. 2 9.7 839.9 199. 31954 9, 370.8 1,507. 1 341.9 1, 165.3 12.4 698.0 467. 21955 10, 106.3 1, 598. 7 385.5 1, 213. 2 12.0 666.2 547.0

Note: 1-year maturities computed on basis of debt due in 6 months, as reported on Dec. 31 of each year and June 30of the subsequent year,

Source: ICC annual report, statement M-125.

Working capital as thus defined is represented by the solid red line. The broken
line represents working capital reduced by materials and supplies. This is
shown because there is a real question in the minds of most informed peoplewhether or not materials and suplies should be included as a current asset.
These are entirely different from the inventory of a manufacturing company
which is generally converted into a finished product and disposed of in the
course of twelve months. In other words, materials and supplies are not, with
certain exceptions, liquid assets. However, whether or not they are. included,the results in the comparisons are not too different.
Comparing working capital with gross operating revenues, it is noted thatthere is a fairly parallel trend between working capital and gross revenuesfrom 1940 to 1946. From there on, gross revenues have increased somewhat,primarily as a result of rate increases. Working capital, however, has tendedto decline.
While the railroads have been handling an increased dollar volume of busi-ness with a decreasing amount of working capital, the question may rightlybe posed as to whether. or not this in itself is serious because there is alwaysthe posibility that any, individual company, or any individual industry, mayhave an excess of working capital.
In Chart E, a comparison is made of the percentage of working capital tothe volume of business done by Class I railroads and other typical industries.It will be noted that working capital of Class I railroads amounted to only12% of the volume of business transacted; working capital of the oil andfood products industries was almost twice that of the railroads; steel wastwice that of the railroads; and building materials, tire and rubber, chemical,metals and mining, and the agricultural machinery industries were substantiallybeyond even these figures, ranging all the way up to 48.7% in the case of agri-cultural machinery.
It might be argued that these other industries need more working capitalsince they have to carry large inventories. On the other hand, it is certainlytrue that their inventories constitute a better current asset than our materialsand supplies which are included in current assets for purposes of comparison.However, as shown in Chart F, if we take out inventories in the case ofother industries, and materials and supplies in the case of the railroad industry,you will notice that, with one exception, the Class I railroads still have thesmallest working capital as a percentage of volume of business done.It may also be contended that the railroads should be able to get along withsmaller working capital because they do not have to carry a large volumeof accounts receivable, since the bulk of transportation bills are payablewithin 48 or 96 hours. There is one exception to this, however. Fairly sub-stantial accounts receivable are due by various agencies of the FederalGovernment, and these are carried for longer periods of time. In addition,
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Table 5.-PERCENTAGE OF WORKING CAPITAL TO VOLUME OF BUSINESSI-1955

[Dollars in millions)

Sales

(1)

Working
capital

(2)

Percent of
working capital

to sales
(3)

Working capital
less inventory

(4)

Percent of
working capital
less inventory

to sales
(5)

Class I $10, 106. 4 $1,213.2 12.0 $547.0 5.4
Food 2, 331. 6 517.4 22.2 99.7 4.3
Tire and rubber 4, 509. 2 1,340.2 29.7 394.1 8.7
Oil 18, 083. 8 3,942.1 21.8 1, 734. 2 9.6
Steel 11,155.6 2, 742.6 24.6 1,174:8 10.5
Building materials 3, 670. 7 1, 033. 7 28.2 424.1 11.6
Chemical 6, 306. 0 2, 005. 4 31.8 1, 045. 0 16.6
Agricultural machinery 2, 262. 5 1,102.7 48.7 407.3 18.0

Metals and mining 1, 606. 5 679.9 42.3 391.2 24.4

I Less 1-year maturities.

Source: ICC annual report, statement M-125, and Studley, Shupert & Co., Inc. industry composite.

and I will cover this later on, the debt of the railroads represents a higher

percentage of their capitalization than in the case of any other industries

shown in these charts. Further, as we have seen from the chart on debt, the

railroads have a very substantial amount of annual equipment maturities

which are peculiar to this industry, and overall the debt service of the rail-

roads is much higher than in any of the other industries with which compari-

sons are made.
In any event, the working capital position of the industry, has deteriorated

and it now seems clear that the situation has not been eased by what trans-

pired in the past year. Preliminary figures indicate that the Class I railroads

lost about $200 million in working capital in 1956, and if we exclude materials

and supplies as a current asset, they lost more than $250 million. To put it

another way, the railroad industry ended 1956 with working capital of

approximately $1 billion and if we exclude materials and supplies, the figure

is around $275 million.
To illustrate what this deterioration in the railroads' working capital means

from the standpoint of their daily operations, the monthly payroll of the

railroads, including the current wage settlement pattern, averages $465

million. Compare this figure with the current working capital of $275 million,

excluding materials and supplies since to a great extent they do not con-

stitute a liquid asset, and you will find that working capital is equal to little

more than the semi-monthly payroll. As of the end of 1955, working capital,

excluding material and supplies, was equal to the payroll for about 40 days

while in 1945 it was equal to 4% months.
Therefore, with inadequate working capital, the railroads are in a position

where they must meet current expenses out of current receipts and in the

event of a decline in business, they have no alternative but to reduce expenses

accordingly.
In adition to inadequate working capital, there is another serious problem

with which the railroads have been struggling and which is going to increase

their difficulties as far ahead as we can see. The notorious lack of earning

power of the railroad industry has made it extremely unpopular as an outlet

for capital seeking investment There are only about a handful of common

stocks of railroad companies today that even to a small degree are being

purchased by institutional investors. Naturally with the low earnings of the

railroads and with the large number of companies that went through re-

organization in the thirties, their basic credit standing has been undermined.

As a practical matter today the only important vehicle to the majority of

American railroads for raising new funds is through Equipment Trust obli-

gations secured by liens on new rolling stock. Equipment Mist obligations

mature serially over a period of years, generally speaking, 10 to 15 years,

and usually the railroads put up in cash 20% to 25% of the cost of the

equipment involved. These obligations also cannot be refunded so at maturity

must be met out of the cash drawer. There has been a very substantial
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increase in these obligations in the post-war period. This is natural in view
of the fact that the railroads have been forced to rely almost entirely on this
method to obtain funds to purchase a vast majority of the equipment.
As of January 1, 1946, the total outstanding equipment obligations in the

industry were $773 million, and at the end of 1955 they were $2 billion
537 million. This has tended to saturate the market and it has only been
with increasing difficulty that the investment bankers purchasing equipment
trust issues have been able to dispose of them. As an indication of the
decreasing interest in railroad equipment obligations, as of today the industry
is in effect dependent almost entirely on two investment banking groups
for the sale of their equipments. Between them these two groups handle
about 85% of all equipment trust obligations marketed.
To further accentuate the seriousness of the situation, the size of the

potential market has been materially reduced. In the past, savings banks have
been one of the major outlets for equipment trust obligations. However, in the
past few years a number of states, including New York and Pennsylvania,
have empowered the savings banks to buy preferred and common stocks. This
coupled with the fact that most savings banks have been very substantially
increasing their mortgage portfolios, has resulted in a very limited demand on
their part for equipment trust obligations.
On top of this, the commercial banks of the country, long-time purchasers

of equipment obligations, have been hard pressed to find sufficient funds to
meet loan demands, and I think you are well aware of the tightness of money
at the present time. As a result, and we see no immediate prospect of relief
in this connection, the commercial banks are primarily reducing their invest-
ment portfolios in order to raise funds for additional loans. Despite this
liquidation, as of the beginning of this year the commercial banks of this
country were in debt to the Federal Reserve to the extent of $370 million.
Therefore it seems apparent that there will be a further liquidation of securi-
ties by the commercial banks. Consequently it may be many years before
they again, if ever, °become an important factor in the equipment market.
In other words, the credit standing of the railroads has deteriorated, they

have been more and more restricted for their source of funds to the equipment
trust market, and that in turn has become saturated and from a supply stand-
point the size of the market is shrinking.
Many railroad companies are extremely worried at the present time as to

how they are going to be able to finance equipment purchases, not in the
year 1960 or 1965, but in 1957. If it should become impossible to finance
equipment purchases, obviously it will become impossible for the railroads
not only to meet expanding demand but to replace equipment which is wear-
ing out year by year. If this is true, then in turn, they will be unable to
provide the service necessary to industry in general and will obviously not have
the ability to meet the demands of a wartime economy. This sounds like a bleak
picture, but factually it is true and the only possible offset is that we are
hopeful that through the solution of a number of the problems cited today such
a tragic eventuality will ultimately be averted.
Again, to show how the popularity of the railroads from an investment stand-

point has decreased and the credit of the industry eroded contrasted to other
industries, Chart G shows that of the new securities issued by the railroads
in the period 1948 through 1955, as compiled by the Securities and Exchange
Commission, only $12 million, or two-tenths of 1%, represented stock or
equity financing. Most of this can be traced to two railroads. In 1951, the
Nickel Plate raised $5,065,000. through the sale of common stock to reimburse
its treasury for caNtal expenditures made, and in 1955 the Western Maryland
realized $5,272,000. in this manner to provide a part of the funds required to
pay off the accumulated arrears of dividends on its preferred stock.
Contrasted with this is the showing in manufacturing industries where

21% of the new securities issued represented stock or equity financing, or 28%
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for electric, gas and water, 10% for comunications, and 23% for all other
industries.
In the communications industry, nearly half of the securities classed as

bonds were of the convertible type issued by one company, and its experience
indicates that 99% of such bonds are converted into stock. If adjustment is
made for this conversion, then 53% of the communications industry financing
was represented by equity financing. Furthermore, of the $5 billion 352
million of bonds issued by railroads, $3 billion 721 million, or 70%, were
equipment obligations, and again I repeat they mature serially over a 15-year
period, or less, are not subject to refunding, and, therefore, must be met from
the cash earnings of the railroads.

Therefore, to finance improvements •to the road, to obtain down payments
for equipment financing, and to finance any expansion, until some drastic
change for the better occurs in the railroad industry we must depend almost
entirely on retained earnings and depreciation cash. Depreciation charges
are based on cost figures, a totally unrealistic life expectancy and, because of
the inflationary spiral in the post-war period, there is a further gap represent-
ing the difference between cost figures dating back some years and today's
replacement value.
Now let us examine the future outlook from a financial standpoint In

Chart H a comparison is made with the same industry groups used in con-
nection with my remarks concerning working capital. Approximately 35% of
the total capitalization of Class I railroads is in the form of debt. For the
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Class I Railroads

Tire and Rubber

Chemical

CHART

PERCENTAGE OF DEBT AND STOCK & SURPLUS 
TO TOTAL CAPITALIZATION 

1955 

DEBT IIIIIIIHIIIIIII STOCK & SURPLUS

35.5%

27.7%

18.3%

Agricultural Machinery 115.7%
Food Products 15.3%

Steel 14.6%

Oil 12.2%

Building Materials 8.3

Metals and Mining

11111111111111
64.5%'

111111111111
72.3%
11111111111111

84 7%

1111110001110011110000111 
85.4%

F1,11111111111
187.8%
inini01118

MUIMM
91.7%
lifflliwulli

Source: I.C.C. Annual Report, and
Studley, Shupert & Co., Inc. Industry Composite

other industries shown the percentage of debt to total capitalization rangesfrom a low of 8% in the case of the metals and mining industry to a highof 28% in the case of the tire and rubber industry.
Not only does the debt of •the railroads constitute a higher percentage ofcapitalization than is generally found in other industries, but more important,as we have seen from the chart dealing with the composition of debt, a higherproportion of that debt is in the form of equipment obligations which arenon-refundable and which impose an ever-increasing drain on cash. This con-dition is not found in the other industries.
Looking ahead ten years, it appears from Chart I that the cash outlay for
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payment of existing debt maturities, both bond and equipment, plus an

estimate of maturities resulting from projected equipment financing, will mean

that over this period the Class I railroads will be called upon to put out

$4 billion 213 million or roughly $420 million a year just to meet maturities.

Now if we add to that the interest charges on this debt, we find that we come

up with a total figure for debt service during the ten-year period of almost

$8 billion, actually an average of $785 million a year. With one possible

exception, all of this must be paid out in cash, since obviously interest charges

are not susceptible to refunding, nor are equipment maturities. The bond

maturities, which it is true in some cases might be refunded, only amount to

$713 million, or less than 10%.

335;

1956 '57

CLASS I RAILROADS AND LESSORS

CASH OUTLAY FOR PAYMENT OF DEBT

1956-1965

LEGEND

Interest

Bond Maturities

Equipment Maturities

X.1111.16114;

Actual $2,285,000,000

Projected 1,215,000,000 

MILLIONS OF DOLLARS

$3,640,000,000

713,000,000

3,500,000,000

$7,853,000,000

CHART
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'60

344 362 . 377
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TABLE 7.—CLASS I RAILROADS AND LESSORS CASH OUTLAY FOR PAYMENT OF DEBT

[Millions of dollars]

Equipment obligations Bonded
debt as

of Decem-
ber 31,
1955

Total
outlay

Estimated
annual

interest

Total
outlay

including
interest

As of De-
cember 31,

1955
New

financing Total
(1) (2) . (3) (4) (5) (6) (7)

1956 335 335 79 414 365 7791957 308 27 335 58 393 365 7581958 272 54 326 52 378 366 7441959 236 81 317 39 356 367 7231960 221 108 329 153 482 367 8491961 209 135 344 93 437 365 8021962 200 162 362 71 433 363 7961963 188 189 377 64 441 362 8031964 170 215 385 70 455 361 8161965 ' 146 244 390 34 424 359 783

Note: Equipment maturities account new financing computed on basis of issuance each year of $400,000,000 of equip-ment obligations to mature serially over 15 years.
Source: Estimate by Financial Department, P.R.R. Co. based on information contained in Moody's TransportationManual and ICC annual report.

Chart J sets forth the sources and applications of funds on a cash basisfor the industry as a whole, as projected over the next ten years. On theleft-hand side are indicated the amounts of cash it is estimated will be avail-able and the sources from which they will be derived. First of all is the itemof $6 billion 600 million representing depreciation. This figure is arrived atbased on figures compiled by the A.A.R. as received from various Class Irailroads as to their projected capital expenditures. Next is $4 billion whichwill be derived through financing, or in other words, through the sale of equip-ment obligations. Here again, although the announced intentions of all theClass I railroads indicate very large expenditures for equipment, we havefelt called upon to limit the amount that can be realized to $400 million ayear as being the amount we believe the market may be able to absorb. Thenet income figure of $8 billion 400 million is based on average earnings of therailroads over the last five years. Obviously we had to make some assumptionsin this connection, and as of now, we know of no reason why the railroadswill fare any better than in the past five years, which has been an era ofgreat prosperity generally, although as pointed out previously not shared into any great extent by the railroads.
If anything, this earnings estimate may be too optimistic since they havebeen distorted by accelerated amortization. However, as indicated on thechart the amount available from all sources aggregates $19 billion during theten-year period.
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CLASS I RAILROADS 

SOURCE & APPLICATION OF FUNDS 

TEN YEARS 1957 - 1966 

(Estimated)

MILLIONS OF DOLLABP
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TABLE 8.—CLASS I RAILROADS, SOURCE AND APPLICATION OF FUNDS (ESTIMATED)-10 YEARS, 1957-66

[Millions of dollars]

Funds I Funds 2

Sources:
Net income. 8,400 8, 400
Financing 4,000 4,000
Depreciation 6,600 6,300

Total 19,000 18,700

Applications:
Dividends 3,900 3,900
Capital expenditures 15,000 11,200
Maturities 4,200 4,200

Total 23,100 19,300

Deficiency 4,100 600

I Assumes—Capital expenditures on basis of estimate compiled by A.A.R. Net income—average for 5 years 1952-56.
Financing—$400,000,000. Equipment obligations issued each year. Dividends—average for 5 years 1952-56.
2 Assumes—Capital expenditures on basis of average outlay for 5 years 1952-56. All other assumptions same as

ootnote 1.

Turning now to the application of funds during this period, maturities of
bonded and equipment debt amount to $4 billion 200 million, capital expendi-
tures at an average of $11/2 billion a year, based on figures compiled by the
A.A.R. from Class I railroads directly, total $15 billion, and dividends are
estimated to be $3 billion 900 million. This figure is based on the average
dividends paid over the last five years. You will not that there will be a
cash deficiency during the period of more than $4 billion, or in other words,
just over $400 million a year.
In our opinion, the capital expenditures shown are far below what actually

are needed. However, in the event some question might be raised as to this
item, in the second column in Table 8 we have reduced capital expenditures
to $11 billion 200 million, representing the average expenditures for this
purpose over the last five years. All other figures are the same, except that
with reduced capital expenditures there is obviously a slight reduction in
depreciation as a sources of cash. Since we all know that these expenditures
have been inadequate, and furthermore that even to duplicate the same facili-
ties would cost more because of increased costs, they are definitely out of line.
However, even on this reduced basis, a loss is shown in working capital
during the period of $600 million.
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This WO million figure compares With working capital of all Class I
railroads at the end of 1956 of about $1 billion, so •that if such a cash loss
is sustained, working capital would be cut about 60%. If, as shown in the
chart, the loss in cash is over $4 billion, the industry would have a working
capital deficit of $3 billion. Obviously, in such an event, the railroads could
not operate in solvency.
We believe that this source and application chart, together with the other

charts we have examined, points up clearly that there are serious problems
which we face.
Railroad earnings, despite higher prosperity generally, have been meager

and even the relatively small profits reported are over-stated. They are inflated
as the result of the method used in accounting for accelerated amortization,
and even more so by the fact that a substantial amount of the profits reported
are phantom rather than real. This comes about by the fact that equipment
is being depreciated on a low-cost basis which is unrealistic because replace-
ments must be made on today's substantially higher costs. Therefore, just to
maintain existing capacity, a large portion of reported profits must be applied
to close the gap.
As we have seen, the credit position of the railroads is not good, and for

some time we have been concerned with the lagging interest in railroad
securities generally, not only on the part of the public but by the sophisticated
investors as well. To illustrate what I mean, of the new securities issued by
the railroads in the period 1948 through 1955 only Moths of 1% was in the
form of equity financing, while 70% was in the form of equipment trust or
conditional sale obligations. This trend, in our opinion, was brought force-
ably into focus when a small issue of $35 million of Southern Pacific first
mortgage bonds met an unenthusiastic response. Based on our conversations
throughout the country, it appears that not only is the size of the market for
equipment obligations decreasing but the interest in these obligations is
steadily declining. This is perhaps further indicated by the fact that only two
investment groups are interested in bidding on them.
The overall unpopularity of railroad obligations in the minds of institutional

investors is best indicated by Chart K which shows that the proportion of total
assets of life insurance companies invested in railroad debt has been steadily
declining, going from 20% in 1926 to 4% in 1956. Admittedly, the amount of
railroad obligations held by insurance companies has risen from $2.4 billion
to $3.6 billion but the increase is negligible when you consider that their
assets have risen from just under $12 billion to over $82 billion. In the case
of savings banks, the record has been even more unimpressive, the dollar
amount having declined from $1.5 billion in 1931 to $770 million in 1955
compared with an increase in assets from $11 billion to $31 billion during
this period. As a percentage of total assets, railroad obligations have declined
from 14% to 2.5%.
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Immediately following the war naturally enough the railroads had a
great need for new equipment. Fortunately, from the standpoint of the market,
money was plentiful. In addition to normal resources, both the life insurance
companies and the banks were converting governments into higher yielding
assets. For example, between the end of 1945 and the end of 1951 the life
insurance companies reduced their government holdings from approximately
$20 billion to $10 billion, thus making an additional $10 billion available to
industry in general.
As a result, during the first six years after the war, 1946 to 1951, inclusive,

the railroad industry was able to place an average of $464 million equipments
or conditional sales annually. However, during the past five years industry
in general has been faced with a tightening money market, and despite
steadily rising interest rates the sale of equipments has become more difficult.
In this period the railroad industry financed only $397 million of equipment
obligations annually.
Taking everything into consideration, we do not believe it would be advis-

able for the industry to count on being able to sell more than $400 million
annually on the average over the next ten years, or in other words, the same
amount as during the past five years. We sincerely believe that existing sources
of capital are going to be insufficient to meet all the requirements of industry
overall during the next ten years. As an indication of this, I think it is
interesting to note certain figures taken from the March 15th issue of Finance,
cOmpiled by Salomon Bros. & Hutzler, one of the leading investment banking
firms in the country and I might add the firm which heads one of the two
groups which today are still buying equipment trust issues. Their figures
indicate the following: They estimate the supply of new long term investment
funds for the year 1957 at $22.1 billion and the demand for long term invest-
ment funds at $23.2 billion. In other words, there is an indicated deficiency in long
term investment funds for the year 1957 alone of $1.1 billion.

ObviOusly, if there is a deficiency in the amount of funds available, the
industries with the least popular appeal are going to suffer most with respect
to their ability to obtain financing. If, as indicated before, the industry is
only going to be able to issue $400 million annually of equipments over the
next ten years, on a 80-20 basis this would mean that equipment capital
expenditures of $500 million could thus be financed.
This figure compares with an average of approximately $750 million spent

for equipment each year over the past five years, and we know this amount
was insufficient to meet equipment demands. We also know that with the
price increases that have occurred during this period even this $750 million
annually would not pay for an equivalent number of units today.
The picture looks even worse if we turn to the industry's own estimates as

compiled by the A.A.R. of equipment capital expenditures of $1 billion each
year, or twice what in our opinion can be financed through conventional
sources. If you accept Mr. Symes' estimate that the industry will have to
spend $2 billion a year overall, equipment expenditures would run almost $1.5
billion a year or three times the estimated amount which we feel can be
financed.
Under the circumstances, although some may take exception to our esti-

mate as to the fact that the market cannot sunnort more than $400 million
a year of financing, it is obvious that even if this figure is upped materially
it will fall far short of requirements. From our standpoint this emphasizes how
necessary it is going to be to develop an entirely new approach to financing
some of these requirements.
Under the circumstances, we believe that it is essential for the railroad

industry to tap new reservoirs of capital. For that reason we have taken a
new approach in formulating a plan for future financing of equipment expendi-
tures of the railroads, which can be briefly outlined as follows:

Platt

1. A new government agency shall be created, to be known as the Railway
Equipment Agency, or with some similar nomenclature, with initial capital
of $500 million, with the understanding that more will be advanced by the
government from time to time as may be needed.

2. The railroads shall have the right to apply to this equipment agency
for long term net leases for such new equipment as they may desire. The
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exact length of such leases shall be on the same basis for all companies, but
shall be varied in term, taking into consideration the true economic life of the
type of equipment in question. For example, diesels probably should be leased
for 15 years and freight cars for 20 years, passenger equipment perhaps on a
10-year basis.

3. The basic rental shall be determined as follows: The interest factor shall
be 14 of 1% above the estimated cost of money to the agency for the length
of period involved. During the period the rental shall also be sufficient to
completely amortize the cost of the equipment, less the estimated scrap value
of the equipment at present-day prices. Then rental shall be absolutely net and
all repairs of whatsoever nature shall be made by the leasing railroad.

4. The agency shall have the right to borrow up to four times its capital;
in other words, up to 80% of the cost of the equipment. At the end of the lease
for any equipment, the governmental body having control over the stock piling
of strategic materials for national defense purposes shal have the option of
purchasing any equipment it desires from the transportation agency at the
fair value of the equipment, to be determined at that time. Any equipment
not thus purchased for stock piling for defense purposes shall be sold for
scrap by the transportation agency, with the proceeds recaptured by the
transportation agency.

5. Any lessee, subject to the approval of the equipment agency, may assign
its lease to any other railroad in the event it no longer has a demand for the
equipment, but in no event shall the new lessee receive a lease other than
for the balance of the period remaining to the original lessee. Also, in the
event that any lessee defaults under the terms of its lease, the equipment
agency may recapture the equipment and re-lease it to another railroad for
the remaining balance of the term, but in no event for a longer period.
6. In the event there are more applications for equipment than can be

handled expeditiously (this is particularly likely to be true not only at the
outset but in the event of emergencies or in periods of an upsurge in traffic),
allocation of equipment shall be made by the railroad equipment agency on
the basis of gross revenues of the various companies applying in relation to the
total revenues of the industry, using figures for the year immediately preceding.

Advantages of Plan,

A. From the standpoint of the government:
1. The plan as outlined will not cost the government anything, as cnntrasted

to the subsidies handed out to other segments of the transportation industry.
In addition, it is probable that the 14 of 1% interest differential, plus the
differential between the current estimated scrap value and the ultimate scrap
value or proceeds realized from sale to the government stock piling agency,
should be sufficient to pay the costs of administration, give the government
a return on its funds, and ultimately the return of its initial capital.

2. The government will be assured that the railroad industry will be main-
tained in first-class condition, prepared for any emergency, and with adequate
capacity.

3. The government will have an opportunity to stockpile a substantial amount
of equipment against a war emergency at a relatively low cost.
4. The government will be assured of protection of the capacity of the rail-

way equipment industry, so vital in the event of an emergency.
5. Maintenance of the physical condition of the railroads at a high level will

serve as a stimulant to the peacetime economy and should bring in additional
revenues in the form of income.

B. From the standpoint of the railroad industry:
1. It should be possible for the railroad industry to put its entire plant in

first-class condition without damaging its credit This is true not only with
respect to rolling stock but road as well, since funds thus released from the
equipment budget will be available for modernization of yards, signal control,
and the roadway generally.

2. Such a program should make it possible for the industry to expand its
capacity, thus insuring its participation in the expanding economy and stimu-
lating the latter by providing a modern, efficient, low-cost tranSportation system
to serve its needs properly, and also further aiding the economy through its

•
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increased purchases, and on a more regularized basis, from the whole railroad
equipment industry.

3. With a modernized efficient plant, the industry should operate more
efficiently, thereby keeping costs of transportation at the lowest practicable
level and at the same time earning greater profits.

4. As a result of the government agency placing the orders for much of
the equipment, a far greater degree of standardization of equipment should be
possible, thus reducing the overall cost of equipment and thus holding down
the cost of transportation.

5. Through the program outlined, the railway equipment industry should
be able to put its production on much more of a mass-production basis, expand
its capacity and strengthen its position.

6. If the government finds itself in a position of leasing equipment to the
railroads, then obviously, because of its financial stake in the railroad in-
dustry, it will naturally have an interest in the railroads' welfare.

7. This plan embodies the principle of the user paying full cost for govern-
ment services rendered. Therefore, it if goes through, it should strikingly
point up by comparison the fact that certain other segments of the transporta-
tion industry are not paying their way.

8. By virtue of the fact that the proposed lease arrangement would be with
a government agency rather than a private corporation, all tax questions are
automatically resolved. At the present time the Department of Internal
Revenue is questioning the Equitable lease arrangement, which might have
serious tax consequences to various lessees. Such questions would be eliminated
and it should be possible also to get through the lease arrangement what is
tantamount to realistic depreciation geared to the actual economic life of the
equipment. Of course in this connection we would get the depreciation in the
form of tax deductible rental.

9. An additional objection to the present pattern of leasing equipment from
a private corporation is that it is costly by reason of the loss of the residual
value. Under this plan the railroad at least gets credit for the estimated scrap
value of the equipment.

C. From the standpoint of the public:
1. The public in general, both individually and through industries, will thus

be assured of the finest in low-cost mass transportation at the lowest possible
cost.

2. This is adopting one hundred percent the Eisenhower administration
policy that industry should pay as it goes for services rendered by the
Government.

Overall, the simplicity of the plan itself has much to recommend it, together
with one other important fact, namely, that it is possible to work it out on a
completely voluntary basis. It is not necessary for all railroads in the industry
to approve of the plan or to participate in it, but it would be available to all,
and over a period of time it would appear almost a certainty that the industry
as a whole would utilize it.

RAILWAY EQUIPMENT AGENCY SCHEDULE OF RENTALS, INTEREST FACTOR-38% PERCENT PLUS X PERCENT

(4 PERCENT)

Type of equipment
Cost of Present day Cost to be Term of Total rental due

equipment scrap value I amortized lease (years) under lease

Freight cars $70,000,000 $10,300,000 $59, 700,000 20 $95,064, 860
Diesels  20,000,000 700,000 19, 300,000 15 26,116,755
Passenger cars 

Total 

10,000,000 325,000 9,675,000 10 11,884, 560

100,000,000 133,066, 175

1 Government would be the beneficiary of difference between present day scrap value and value at the end of the lease.

Annual rental
1st to 10th year $7,682, 816
11th to 15th year 6,494, 360
16th to 20th year  4,753,243
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UNIT RENTAL

Present day Cost to be
Rental

Term of lease
(years) Monthly DailyType of equipment Unit cost scrap value amortized

Freight cars $8, 500 $1, 250 $7, 250 20 $48. 10 $1.60
Diesels 200, 000 7, 000 193, 000 15 1, 450. 93 48.37
Passenger cars 140,000 4,500 135,500 10 1, 386. 87 46.23

The proposed plan for financing the equipment needs of the railroad industry
in essence is quite simple. It provides for the establishment of a new govern-
ment agency with initial capital of $500 million and the right to borrow $2
billion additional, making a total of $21/2 billion available to the railroad indus-
try for equipment. This equipment would be acquired by the agency and leased to
individual railroads at a rental which would be sufficient to pay back the
government agency the cost involved and provide a profit so that even the
original capital eventually would be returned to the government.
The immediate reaction to this plan inevitably seems to be that "we want

less of government in business rather than more." The Eastern railroads, who
have endorsed this plan heartily, subscribe to that principle. However, realities
dictate drastic action at this time.
Almost every industry has been aided, at one time or another, by the govern-

ment. During the early 1930's the Reconstruction Finance Corporation came
to the aid of the banks by subscribing to preferred stock. Many industries are
protected by tariffs. Certain industries will benefit from the St. Lawrence Sea-
way. Others are profiting from inland waterway developments. The farmers
have been afforded the advantage of price supports. Railroad competition,
except for the pipe lines, have been heavily subsidized, both directly and
indirectly. The oil industry has been aided through depletion allowances. There-
fore, it should not be disturbing that the railroad industry should be seeking
temporary help to get it over a transition period during which it must com-
pletely rehabilitate its plant.
Furthermore, for almost 20 years the railroad industry, its shippers, and

the public have been plagued with recurring car shortages in times of good
business. No one either within or outside the industry has been able to come
up with a solution to this problem, and the situation is getting worse rather
than better. Car shortages are greater and existing equipment is older.
The greatest danger to the industry is that if it is not equipped to take

care of the needs of the country in times of national emergency or to take
care of the peacetime needs of the shippers and the public, the government
might well use this as justification for nationalization. Therefore, in principle,
we are all in agreement None of us want "government in business." The only
question is that of mechanics as to how to prevent nationalization.
During the past five years the railroad industry has spent about $700

million each year for the purchase of equipment. This has not been enough
since it has not solved the car shortage. Also $700 million a year will not pur-
chase the same number of units in the future because of the increased costs.
During the same five-year period when $700 million was spent annually,

approximately $400 million a year was financed through equipment obligations.
The balance was taken from depreciation reserves, retained earnings, and
working capital. Much came from the latter source. As of July 31, 1959, the
working capital of the railroad industry, taking out materials and supplies
which really are not a current asset, and putting in debt due within one year,
which obviously represents a current liability, was sufficient to meet the pay-
roll of the industry for only a little over 3 weeks. On a comparable basis
working capital in 1946 was sufficient to cover payroll requirements for four
and one-half months. In other words, working capital of the industry is at
minimum levels.
Now turning to equipment requirements: About 24% of the Class I freight

car fleet is over 30 years old. Over 40% is more than 20 years old which is
certainly the maximum desirable age in this era of rapid technological process.
To eliminate all over-20-year cars of the Class I roads within the next 10
years would involve replacement of more than 1,128,000 cars, or an annual
average of more than 112,000.
In addition to these requirements, it seems evident that the Class I fleet

should be expanded. The National Association of Shippers Advisory Boards

0
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has indicated that the total fleet should approximate 2 million cars as compared
with the present 1,700,000, or an additional 300,000 cars. Therefore, a 10-year
program to replace overage cars and adequately expand the fleet would involve
construction of 1,428,00 cars, or an annual average of more than 142,000.
As long ago as 1948, the Office of Defense Transportation estimated that the

Class I railroads should begin installation of new freight cars at the rate of
about 10,000 cars per month, or 120,000 each year. Because the proposal could
not be implemented, the situation at the present time obviously requires a more
extensive remedy.
Based on an average cost per freight car of not less than $10,000, the annual

expenditure for new freight cars should be in the neighborhood of $1.4 billion.
The motive power situation is basically satisfactory from the standpoint of

age. In this area, the future equipment program will have to deal with
expansion to meet increased business demands and to provide adequate service
in the event of a national emergency. Of course, there will be a continuing need
to replace the now relatively new power units when they have outlived their
usefulness from a practical maintenance and operating standpoint
The age of railroad passenger train cars obviously requires correction. More

than half of these cars are over 30 years old while only 15% are 10 years
or less.

All of thes facts point to the need for a tremendous program of railroad
equipment construction. The railroads should be spending not less than $1.5
billion in each of the next ten years to up-date and increase their available
equipment. And such a program would do not more than meet the normal
demands which will be placed upon the industry in our growing economy.
Assuming that 80% of the $1.5 billion is financed, this would mean financing

$1.2 billion each year. In other words, financing requirements are three times
the amount which was actually financed during the past five years when, for
at least part of the time, there was an easy money market.
To add to the difficulties, the demand for equipment obligations today has

diminished. Commercial banks for many years were a steady purchaser of
equipment obligations. Today their problem is to reduce their investment port-
folios in order to meet the increasing demand for loans. They are not big
buyers of equipment and for the most part limit what they do buy to small
amounts from railroads who are depositors. The savings banks have also
been heavy purchasers of equipments in years past Today, however, they have
increased the percentage of their assets which are going into mortgages quite
substantially and in addition they are buying common stocks which is an
innovation for them within the past several years. Also, endowment and pen-
sion funds, because of the fear of inflation, are now steadily increasing the
percentage of the funds which they put in common stocks, correspondingly
decreasing the amount available for fixed obligations. The life insurance com-
panies represent one of the biggest accumulations of funds; but here again,
they likewise are increasing the percentage they put into mortgages and also
fairly recently they have becOme purchasers of common stocks—so all in all the
market for equipments has decreased considerably in size.
The requirement of the railroads for funds for equipment amounts to about

three times the total they were able to obtain over the last five years and we
do not believe such amounts will be available to the railroad industry over the
next few years. Even if as much as $1.2 billion were available in total, it
would not be equally available to each railroad. It is essential to overcome a
car shortage that not only should the total amount be available to the industry
but each company within the industry must bP table to finance its share of
total requirements.
It has been said that all companies can do this provided they step up the

amount of interest they are willing to pay. Increasing the rate of interest does
not increase the supply of money and also our competitors in the utility and
Industrial fields, who are likewise in the market for funds, are quite capable
of stepping up the interest rate which they are willing to pay pay and probably
better able to do so, therefore nothing actually is accomplished through
Increasing the rate of interest toward increasing the amount of funds avail-
able to the railroad industry.

It has also been said this plan would mean that ultimately the government
agency involved would end Up owning all the railroad equipment in the
country, and, therefore, nationalization would be a simple and natural sequence.
Actually this not a realistic appraisal of the situation. There are certain built-
in points in this plan which provide an economic incentive to only use this
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agency during this transition period to the minimum extent necessary. At
least the top third of the companies in the industry probably will never use the
agency since they can finance their requirements and do it more cheaply
than through this agency. The middle third might well use both conventional
borrowing and finance through the agency to some extent at the same time. The
lowest third of the industry probably would use it for a considerable period
of time but ultimately, as its credit position improved, it likewise would return
to conventional financing. Actually, in the case of the lowest third, even if
for some time to come the roads involved required all their equipment through
leasing from this agency, it would be many years before even a substantial
portion of their equipment was owned by the agency.
There has been some misunderstanding about the plan because it has been

considered merely a device to finance at lower cost—such is not the case.
Actually, probably only the lowest third could finance their requirements
through the agency better than in the conventional market. The agency would
borrow in the open market on its own credit but would not have the guarantee
of the United States Government; therefore, neither the debt limit nor the
capital budget of the government would be affected.
There are five such agencies at the present time borrowing on their own.

The cost of money to these agencies ranges from IA to 1/2 of 1% higher than
the cost to the Federal Government. This is a very important point since
we are not attempting to use a brand-new method of financing merely to get
a small advantage in the interest cost. The basic fact is that the funds are
not available in the conventional way to the railroad industry in the amounts
required and, therefore, we must find a new source.
The Transportation Act of 1958 authorizes Government guarantee of railroad

loans up to a total of $500 million. This may well be the means of keeping
some roads out of receivership or bankruptcy but it is not at all suitable for
meeting the freight car supply problem.
A Government guarantee of loans necessarily contemplates a direct increase

in debt for the borrower. From the standpoint of the railroads, there is a
limited amount of debt which they can afford to put on their balance sheets.
Leasing avoids placing debt on the balance sheet and while it may be said
that leasing is tantamount to borrowing, it is true only to a limited extent.
There are many industries and companies in the country today who are using
leasing just to keep debt off their balance sheet.
Probably the most serious objection to Government guarantees is that

once a railroad resorted to such an arrangement, it would almost certainly
discourage private lenders from participating in financing future requirements
without the Government guarantee. Furthermore, those companies obtaining
government guarantees go into the private market, tap the same capital
sources and compete directly against railroads with good credit. This in turn
makes it more difficult for those companies with good credit to continue to
finance their requirements in the conventional manner. Ultimately, the result
might well be that the Government would be drawn into guaranteeing all
railroad indebtedness and there would be no surer way of putting the rail-
road industry under Government control.
Private leasing arrangements are sometimes available to a limited extent.

The Pennsylvania has succeeded in using such lease arrangements to handle
a large portion of the current car program I have previously mentioned.
However, this method of financing is not available to all railroads nor could
it ever produce the volume of funds needed by the entire industry.
One of the big advantages of the proposed leasing arrangement is that it is

completely voluntary. Only those companies who have need for it will use
it and when they no longer have a need for it they have an economic incen-
tive to go back to conventional methods. Without going into detail, there are
a number of reasons why companies would tend to go back as fast as they
find it possible to do so and still raise the required amount of funds.
The statement has been made that is this is done for the railroad industry

it opens up the same possibility to the truck lines, the waterways and the
airlines, and a multitude of other means of transport. This plan follows
completely the announced policy of the Eisenhower administration that the
user should pay full cost for services provided by the government. If the
airlines, for example, wish to avail themselves of the same plan, it would
seem perfectly obvious that they cannqt on one hand retain present subsidies
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and at the same time adopt a new policy of user paying full cost—the two are
inconsistent and do not go hand in hand. If they are willing to forego their
present subsidies and avail of a similar plan then the taxpayer would be
away ahead and the transportation industry would be on a sounder footing
since each segment of the industry would find its own economic niche not
distorted by subsidies.

Despite the fact that under the terms of the plan the government would
recapture its full cost, plus a profit, it has been alleged that this represents
subsidy since there is a tax gimmick involved. This likewise is not true
because by intelligent use of the so-called sum of the digits, or declining balance
method of depreciation, on an overall basis the railroads would not fare any
better under this plan than if they owned the equipment. Therefore, from
this, or any other angle, the plan does not involve subsidy.
There are many advantages to the plan. In the long run it will not cost the

government anything as contrasted to subsidies handed out to other
segments of the transportation industry. The government will be assured
that the railroad industry will be maintained in first-class condition, prepared
for any emergency and with adequate capacity to meet expected demands.
The government will be assured of protection of the capacity of the railway

equipment industry, so vital in the event of an emergency.
Maintenance of the physical condition of the railroads at a high level will

serve as a stimulant to the peacetime economy and should bring in additional
revenues in the form of income taxes.

It should be pointed out that if the railroads can lease equipment from
the government agency substantial amounts of cash now going toward down-
payments of equipment would be released so that additional expenditures
could be made by the railroads on centralized traffic control, modernization
of yards, elimination of curvatures, so that not only would there be an improve-
ment in the equipment but also in the roadway facilities.
From the standpoint of the railroad industry, this plan would go a long

way in aiding the industry to put its entire plant in first-class condition
without damaging its credit. Such a program would make it possible for the
industry to expand its capacity thus insuring its participation in the expanding
economy and stimulating the latter by providing a modern, efficient, low-cost
transportation system.
With a modernized plant, the industry should operate more efficiently and

the public in general, both individually and through industries, will be assured
of the finest in mass transportation at the lowest possible cost.

Basically, it is difficult to see how anyone can object to this plan since it
represents a constructive solution for the car shortage which is obviously
beneficial to everyone and no company has to participate in it against its
will—it is completely voluntary.
To sum up: The railroads have been going through an important transition

period. In recent years they have been called upon to completely change their
physical form of motive power from steam to diesel. Losses from passenger
traffic have continued to mount and in our inflationary economy we have
been adversely affected by restrictive regulation. As a result, the railroads have
used up much of their cash resources. More equipment is needed to adequately
serve shippers. Funds available to the railroad industry in the marketplace
are insufficient to meet future demands. The only means available is to find
a new source of capital, therefore, the Railway Equipment Agency plan for
leasing railroad equipment is the only way to solve the problem.

It should be understood that the railroads are optimistic as to the economy
expanding over the next few years. They believe that it will be necessary for
the railroads to assume an important part in this expanding economy. However,
to do so it seems clearly evident that they must be placed in a position where
they are able to acquire new tools to help to do the job properly.

Also, it should be understood that this proposal alone does not represent
an answer to all the problems of the railroad industry. The Transportation
Act of 1958. is a step in the right direction but much remains to be done.
Several different solutions are all being actively worked on. This plan repre•
sents one of the most important and it should be implemented immediately

(Whereupon, at 2 : 45 p.m., the hearing was adjourned, to recon-
vene at 10 a.m., the following day.)
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FAILING RAILROADS

FRIDAY, AUGUST 7, 1970

U.S. SENATE,
COMMITTEE ON COMMERCE,

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

room 5110, New Senate Office Building, Hon. Vance Hartke,
presiding.
Present: Senator Hartke.
Senator HARTKE. The committee will come to order.
The first witness we will hear this morning will be Mr. L. E.

Dennis, Jr., Executive Director, Brotherhood of Railway and Air-
line Clerks.

STATEMENT OF L. E. DENNIS, JR., EXECUTIVE DIRECTOR,
BROTHERHOOD OF RAILWAY & AIRLINE CLERKS; ACCOMPANIED
BY C. L. DENNIS, INTERNATIONAL PRESIDENT; AND JAMES J.
KENNEDY, JR., LEGISLATIVE COUNSEL

Mr. L. E. DENNIS. Thank you, Senator.
We have had a little change of appearances today. In my state-

ment I indicate that President Dennis was unable to be here because
of important business, but he has rearranged his schedule because of
the nature of the proposal we are going to make today, and our feel-
ing that it is of vital importance, so we are going to sort of ride
tandem here and share the testimony.
To my right is Mr. C. L. Dennis, the international president of

the Brotherhood of Railway & Airline Clerks to his right is Mr.
James J. Kennedy, Jr., our legislative counsel.
My name is Leslie E. Dennis. I am the executive director of the

Brotherhood of Railway, Airline & Steamship Clerks, Freight
Handlers, Express & Station Employes, AFL-CIO.
Our union, BRAC, represents virtually all of the crafts and classes

of clerical and related employes, telegraphers, communications em-
ployes, and patrolmen on all of the railroads in the United States.
The BRAG is the largest transportation union in the AFL-CIO.

With 320,000 members, of whom approximately 250,000 are con-
nected with railroading, we are the largest railroad union in the
United States.
There are approximately 94,000 employees working for the Penn

Central Railroad. The BRAC represents about 24,000 of these em-
ployees. We represent the single largest bloc of the employees of
this system.

(517)



518

Our interest, then, in the legislation before you is rather obvious.
We are here advocating a course of action which we feel is in the
best interests of our members on the Penn Central and other rail-
roads in similar condition, and our members in the railroad industry
as a whole. We also hope that what we have to say will be seen in
the light of the general public interest in a vital railroad system.
The errors of Penn Central management have already been dis-

played before you. The problems of Penn Central, and railroads in
general, are complex. Complexity, however, is not an adequate excuse
for inaction. This committee's recognition of both the need for action
and the complexity of the problem is of course why you are holding
these hearings and why they have been so extended. But nonetheless,
we feel it is now time for action.
We do not care to belabor any longer the failures of the Penn

Central merger. We opposed it from the beginning, we predicted its
problems, and, unfortunately, we were right. More important than
that, we can already see the possibilities of a domino effect of the
Penn Central debacle.
The Boston & Maine, and the Central of New Jersey railroads

were in reorganization prior to the bankruptcy of the Penn Central.
The New Haven, of course, though bankrupt, was made a part of the
Penn Central system. Now the Lehigh Valley Railroad has filed under
title 77 of the Bankruptcy Act. The Secretary of Transportation
has already testified that there will very likely be additional rail-
roads faced with this same problem in the immediate future if some
cash infusion does not take place.
The spinning off of assets from the railroad industry is a matter

of great concern to everyone. But it is hard to trace. You are just
beginning to develop the kind of record which will establish the
nature of this spin off. Suffice it to say that all these nonrailroading
companies and assets had to be purchased with something. And since
the something came out of the railroad, we can only speculate what
kind of railroads we would have today if the money had been
plowed back from whence it came.
Thus do we recognize the failures of railroad management. We

have cried long and hard that our industry needs investigation.
We have suggested changes. We have advocated development of a
new national transportation policy which would place railroads in
their proper role and perspective. But little happens.
What is needed is a new program. The railroads have proposed

part of what is needed—in their astro plan. But it is not enough.
The Senate has taken another forward step in adoption of the
passenger train legislation. But it is not enough.
We hear pleas and plans for maintaining existing railroad serv-

ices—freight and passenger. That is not what is needed.
Where is the need for a passenger train which is virtually a port-

able garbage dump because there is planned cleaning program?
Where is the need for ill-equipped trains which have constantly

failing air conditioning systems?
Where is the need for a passenger train system which does not

contemplate connecting service?
Where is the need for a system in which purchasing a train

ticket is almost as difficult as getting a loan at a bank?

•
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Where is the need for dirty, filthy stations which are desecrated
relics of a bygone era?
Where is the need for a freight service which ties up goods in a

yard for 4, 5, and even 6 days?
Where is the need for a freight service that forces customers to

come and unload their own materials at some far-off railroad siding?
Where is the need for a freight service with rates so complicated

that a small business is more inclined to buy its own fleet of trucks—
or use someone elses?
These are just a few of the existing facts of life that we will

continue to perpetuate if we simply shore up our present railroad
system. They are not the things we need in a railroad system.
What do we need?
We need: Fast, efficient, comfortable transportation of people and

goods from one point to another; clean, modern
' 

effective equipment
and terminals; rapid delivery of transported material; effective
handling of baggage; trains which provide comfort, decent meals
and courteous handling of customers.
Many of use have experienced train service in foreign countries.

I. for one, have ridden the trains of Japan, Germany, England,
France, Italy, Switzerland, and Canada. Every one of these na-
tions far surpasses the United States in passenger train service. The
trains are cleaner, faster, easier to get to, reasonably priced, and
comfortable. They have rational interconnecting schedules across the
whole of Europe. It is far more difficult to change trains in Chicago
than to go from country to country by train in Europe.
Our freight service, on the other hand, stands up far better. It is

superior to that found in many parts of the world. But is is inferior
in terms of what it could be. It is inferior in terms of what it
should be.
In the decade ahead, we must develop a far more efficient and

comfortable method of moving people and goods from point to
point. We must stop polluting our atmosphere with the tons of
gasoline and jet fuel exhaust that we now dump in. finding an
alternative to rail transportation. Consider, for a moment, the
fact that one commuter train can carry the equivalent number of
people as 2 miles of four-lane, bumper-to-bumper highway traffic.
Then think about air pollution caused by traffic.
The steel wheeel on the steel rail is inherently the most efficient

existing mode of transportation. It is only the operators—owners,
management, and employees and the policies of our government—
Federal and State—which destroy this inherent efficiency.
Before this system collapses from financial mismanagement,

regulation- of the wrong things, dispersal of needed assets, something
must be done. Before we have more Penn Centrals, Lehigh Valleys,
Jersey Centrals, Boston & Maines, we must do something.
This is our program:
First: The House of Representatives must pass the passenger

train legislation which the Senate has already adopted.
Second: We feel the Congress should adopt a program similar

to the AAR astro program for long-range improvements of the
railroad industry.
Third: We feel the Congress should carry out an intensive



520

investigation of railroad ownership, control, and finances, as well
as a careful examination of the investment priorities of the railroad
industry. This investigation should lead to the development of a
set of congressional priorities for a national transportation system
and policy.
Fourth: Most immediately, before the whole system starts to

collapse from the causes I have described, we feel the Congress must
provide some type of Government supported or guaranteed loan
to keep the railroads running.

Since you have many spokesmen for the first three steps, allow us,
if you will, to concentrate on the fourth step—a loan investment
program for the railroad industry.

You are familiar, I am sure, with the various forms of Govern-
ment subsidy now operated in the transportation industry. We
subsidize airlines. We subsidize airports. We subsidize air traffic
control. We subsidize the merchant marine. We subsidize trucks
by building highways and then giving them a subsidized tax rate
in order to let them use these rights-of-way. We subsidize inland
boating by clearing, dredging, and maintaining the rivers, canals,
and ports which form their right-of-way. We subsidize transit
systems.
What do we do for the railroads? Very little. There appears to be

at least three bills before this committee. In addition, I have seen
several attempts at a compromise bill. In any event, the major thrust
seems to be directed to the Department of Transportation's proposal
for a $750 million loan guaranty program in one form or another.
It is obvious, from the length of these hearings, that no one is

particularly anxious to leap into this program. It is clear that many
members of both the House and Senate have severe doubts about the
wisdom of the proposed loans, at least in the various forms in
which it has been presented.
People fear that the bankers will get their hands on the money,

and that there will be no real effect on railroad service. Or there is
fear that railroad management will simply fritter away the new
money. Or many other fears, based on the sheer size of the problem,
the lack of real programs dealing with all the complex issues, et
cetera. So nothing happens, except that we continue to have more
hearings and see new versions of the proposal.
We in railway labor do not have unlimited faith in railroad

management. Far, far from it. We are constantly engaged in dif-
ficult, often bitter disputes over complex labor relations matters.
My union, in fact, is only one step away from setting a nationwide
strike date in the railroad industry. But despite these disputes, which
deal with our very bread and butter, we do have a basic faith in the
public need for the industry we labor in. We do know that railroads
are an essential and unique mode of transport which must be main-
tained and improved if our society is to grow and prosper. Consider-
ing all this, and the fact that there had been a notable reluctance to
act on the present legislation, we wish to offer a new proposal for
your consideration.
President Dennis will present the proposal.
Mr. C. L. DENNIS. We propose that the Congress adopt legis-

lation which would allow $1 billion to be invested directly in the
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railroad industry for the specific purpose of improving railroad
service both passenger and freight.
We propose that the $1 billion be set aside for this purpose

from the monieys of the Railroad Retirement Fund.
We propose that loans for this purpose, from the Railroad

Retirement Fund, be guaranteed by the Government of the United
States as to both principal and interest.

That's the guts of our proposal. Let us now look at the details.
At present, we have almost $5 billion in the Railroad Retirement

Fund. This is money which was collected from railroad employes and
railroad management. In every sense of the word, those of us from
the railroad industry may properly call it our money. But what is
this money presently being used for?
The Government of the United States is presently using our

money to guarantee mortgages through FHA; to build airports;
build highways; fight poverty; fight wars; and almost every
other activity carried out by the Government. Our money is on loan
to the Government. How it uses that money is the Government's
business, at present.
One thing is clear: Not 1 cent of the money we have loaned the

Government of the United States is directly invested in the industry
from which it came. Not 1 cent is put in to insure the development of
a healthy railroad industry. Not 1 cent goes toward establishing new
railroad services which would mean new and better jobs for railroad
employees.
For the record, I submit herewith a listing of the investments of

the Railrod Retirement Fund based on the 1969 annual report of the
Railroad Retirement Board:
Mr. L. E. DENNIS. Those are updated to 1970.
Mr. C. L. DENNIS. Yes; last night we updated the 1969 annual

report to the 1970 annual report.
On the top of the page we have that report headed "Investments of

the railroad retirement account and railroad retirement supplemental
account, June 30, 1970." I will skip reading those figures.
Senator HARTKE. All of those figures, the entire statement, in-

cluding the charts, will be made a part of the record, so you may
skip reading that part.
Mr. C. L. DENNIS. Thank you.
(The chart follows:)

INVESTMENTS OF THE RAILROAD RETIREMENT ACCOUNT AND RAILROAD RETI REM ENT SUPPLEMENTAL ACCOUNT
JUNE 30, 1970

Type

Face
amount

(millions)

Purchase
price

(millions)

Total $4,724. 0 $4,714. 2

Special issues, total 3,751. 3 3,751. 3

Bonds 1,344. 4 1,344. 4
Notes 
Certificates 

2,387. 3
19. 6

3,387. 3
19. 6

Public issues, total 952. 7 942.9

Bonds 593.7 583.8
Notes . 199.0 199.1
Participation certificates 160. 0 160. 0

Federal National Mortgage Association issues 20. 0 20. 0

50-934 0--71—pt. 2-11
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Mr. C. L. DENNIS. You will note that the special issues constitute
a significant proportion of these funds. According to information
given to the Senate/House Conference Report on H. R. 15733, a
bill to amend the Railroad Retirement Act, these special issues, con-
stitute $3,731,752,000 as of June 30, 1970. These special issues are
moneys which the U.S. Government is able to use for general
treasury purposes.
The Railroad Retirement Board is composed of one member

selected from railway labor, one from railroad management, and
one to represent the general public. This tripartite board is charged
with overall responsibility for the fund.
Under present law, the Treasury Department may invest these

funds only on a very restrictive basis. In actual fact, through the
medium of special issues, the Government of the United States does
the actul investing as it desires.
We propose that the Congress allow the Railroad Retirement

Board to loan up to $1 billion of the fund to railroads, under a Gov-
ernment guarantee of the loans, at 1/2 percent above the prime interest
rate. This would, of course, make these loans very attractive. It would
put into the industry $1 billion which would not be controlled by
the banks. With a Government guarantee on the goans, the basic
railroad retirement system would be perfectly safe, but the money
would be used to build the industry on which the fund is based. The
money would be loaned from whence it came.
We propose that any railroad receiving such a loan, as a condition

of the granting of the loan, must submit a specific plan for using
the money to improve existing railroad passenger and freight
services, or add new services or facilities. The Department of Trans-
portation would establish standards and pass on the programs and
loans, subject, if necessary, to review by the Department of Treasury,
or a special commitee of Congress, or all of these. Thus, it would be
required that this money be used for improvements. In terms of a
liquidity crisis, this would not appear to be the answer to the prob-
lem. Consider, however, the fact that low-interest loans for capital
improvements would, presumably, free up some borrowing power for
other types of loans. Consider, also, what effect such loans would
have on the banking community, which is currently gouging the
railroad industry for fantastic rates of interest.

Let us now look at the effect of this proposal on the railroad
retirement fund. Since the loans would be backed by Government
guarantees, the fund is safe. Since the loans will be attractive, it
is likely that they will be taken, and we will see a massive invest-
ment in capital improvements. Since the loans will be taken, we can
expect a significantly improved return on investment for the railroad
retirement fund. For the record, I include herewith the average
interest yield on investments under the persent railroad retirement
fund.
(The chart follows:)
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Investments of the railroad retirement account and railroad retirement supplemental
account, June 30, 1970

Type

Average
yield

(percent)

Total  5.850

Special issues, total 5.623

Bonds 4.049
Notes 6.492
Certificates 7. 750

Public issues, total  4.761

Bonds 4.027
Notes 6.061
Participation certificates 5. 825

Federal National Mortgage Association issues 5. 820

Mr. C. L. DENNIS. Under a proposal worked out between the
Senate/House Conference Committee on Railroad Retirement and the
Treasury Department, there will be a considrable improvement in the
interest yield on the so-called special issues. This improvement will
return an additional $195 million to the fund over an 8-year period
as a result of the Government paying a higher interest rate. However,
even if all this money were invested at the highest rate, it would yield
only 7% percent interest. In fact it will be a long time before that
is the case.
For the record, I submit herewith the chart from the conference

committee report on H.R. 15733, dealing with the proposed interest
rate payments on these special issues.
(The chart follows:)

RAILROAD RETIREMENT ACCOUNT: CURRENT HOLDINGS OF SPECIAL ISSUES AS OF JUNE 30, 1970-FINAL

[In thousands]

Date
4

percent
4%

percent
4Y,

percent
5Y1

percent
6%

percent Total

Proposed
invest-
ment
73,i

percent

Total
holdings
special
issues,

June 30,
1970

June 30, 1971 
June 30, 1972 
June 30, 1973 
June 30, 1974 $72, 129 $23, 110 $409, 289  $504, 528 $504, 528
June 30, 1975 185, 901 23, 110  $482, 623  690,824 690, 824
June 30, 1976 185,901 23,110  $647,948 856,149 856,149
June 30, 1977 185,901 23,110  208,201 $847,447 1, 055, 648
June 30, 1978 185,901 23,110  208,201 208,201
June 30, 1979 208, 201  208, 201 208, 201
June 30, 1980 208, 201  208, 201 208,201
June 30, 1981 
June 30, 1982 
June 30, 1983 
June 30, 1984 
June 30, 1985 

Total 812,493 531,952 409,289 482,623 647,948 2, 884, 305 847,447 3, 731, 752

Note: Amount available for investment June 30, 1970: $847,447.
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Mr. C. L. DENNIS. At the current prime interest rate of 8 percent,
an 81/2 percent loan of $1 billion would return some $85 million in
interest to the railroad retirement fund per year. This would be some
$7,500,000 above the highest possible Government interest yield—
which will not, of course, be available in this scale for at least 8
years.
Thus, while safely investing part of our money in our industry, we

can, at the same time, significantly enhance our fund. The increased
income can be used to increase benefits, improve the strength of the
fund, compensate for a declining base and, most importantly, pay for
the revision in benefits which our members are demanding—most
notably a plan for retirement at age 60 with 30 years of service.
We propose that this program be reviewed by the Congress

every 2 years. It is very possible that after an initial favorable ex-
perience, the Congress will find it wise to considerably expand the
program, consistent with Government guarantees and the soundness
of the fund.
That is our plan. We do not have a draft bill, since we thought it

best to first present the broad outlines of the concept. We will be
happy to submit a draft bill for your consideration in the near
future.
We urge that this committee give this proposal its careful con-

sideration. We request that this committee ask our fellow railroad
trade unionists, railroad management, and the Department of
Transportation to declare their respective positions on the proposal.
We will be happy to meet with any of those interested to work out
details on a draft bill.
In conclusion, we are convinced that action must be taken. We feel

that this form of loan is the most natural available. We who work
in the industry, who believe in it, are prepared to help develop and
expand that industry by committing a portion of our retirement
fund to the cause of a vital and improved railroad industry.
I hope that you will give this matter your urgent consideration.
Thank you.
Senator HARTKE. Thank you, Mr. Dennis.
I have to say your proposal does strike me as being unique. At

least it is somewhat refreshing to this extent, that it is a different
approach than is going through the cracker barrel.
I assure you we will give it every consideration. Have you talked

to the members or the trustees of the present fund? Have they been
consulted on this whatsoever, the management, labor and public
members?
Mr. C. L. DENNIS. The Railroad Retirements Board, that is, one

of the members, the labor member, and their attorneys and their
actuaries were present at a meeting yesterday of the Congress of
Railroad Unions of which our organization is a member. I discussed
the broad general outlines of the proposal, reading most of this to
them, and they all thought that it was an excellent approach to the
problem.
Senator HARTKE. If we do follow such an approach, wouldn't this

in effect increase the deficit of the Treasury to the extent that these
funds were utilized for this purpose?
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Mr. C. L. DENNIS. No, it wouldn't increase the deficit.
Senator HARTKE. Wouldn't they have to find another place to get

money?
Mr. L. E. DENNIS. They would have to find somebody else's billion

dollars to use.
Mr. C. L. DENNIS. Oh, the treasury, yes.
Senator HARTKE. Yes. As far as the Treasury is concerned, this

would reduce their available funds, available cash, to the extent of
one billion dollars, isn't that true?
Mr. C. L. DENNIS. The U.S. Treasury, yes. But this is really our

money, not the treasury's money. We loan it to the treasury, and
really the treasury has been paying us interest they are going to pay
us a little more interest now than they have been paying us in the
past. To some extent I believe that the Treasury Department was
in on the proposal to loan the $750 million, which was going to come
from someplace.
And this billion dollars is coming from the railroad people and

railroad companies' pension fund, the Treasury Department will
lose the advantage of investing it as they see fit, instead it will be
earmarked for investment in the railroad industry from whence the
money came.1
Senator HARTKE. What you are saying in substance is you feel

the trust fund should be utilized for the benefit of the industry for
which it has been basically placed in the first place.
Mr. C. L. DENNIS. We think this will sort of be the answer to the

maiden's prayer, excuse me, but because it is going to benefit the
industry, it is going to benefit the employees, and it is going to elim-
inate this bad image that has been created by this Penn Central
fiasco.

Senator HARTKE. In regard to the funds themselves as I under-
stand it, you are insisting, or would insist the funds be utilized for
the basic purposes of transportation, that is, improving facilities and
for the management and operation of the transportation business
itself. Is that correct?
Mr. C. L. DENNIS. That is correct. Not for paying off loans to

banks.
Senator HARTKE. Yes, I understand that.
You would limit that. But what would there be to prevent a rail-

road from taking these funds and making sure they were earmarked
all of the way through and then taking other funds which ordinarily
might be utilized for maintenance and operation, and channeling
those for other purposes.
Mr. L. E. DENNIS. The key word, Senator, would be improvement.

We propose that these loans be made for improvements, not for
simply maintenance of what they already have, but for new capital
investment, essentially.
The problem at this point is there appear to be very few available

funds for new capital investment. The 1958 Act in reality went back
and covered previously expended funds for capital investments.
This would not be possible under our proposal. This would be

directly related to new investments and new capital expenditures.
One might say they were going to build the boxcars anyhow, that

they might perhaps charge off that against this, but with the money

1 See Treasury Department letter in part 3 dated January 8, 1971.



526

market the way it is, and with the interest rates the banks are
charging, the fact is most railroads are not making the capital im-
provements that they should be making to improve their service.
Senator HARTKE. Would this money be available to the Penn

Central while it is in reorganization, in your opinion?
Mr. L. E. DENNIS. Yes. We believe the bill should be drafted in

such a way that it would and should be.
Senator HARTKE. Would it be available to keep railroads out of

bankruptcy?
Mr. L. E. DENNIS. In the sense that it would allow them a diver-

sion—the capital improvements could be made with this money and
they would therefore be able to use other money to meet whatever
debt-service problems they have, or other financial problems; and,
yes, it would help railroads or help to prevent railroads from going
into bankruptcy.
One point just for the record 
Senator HARTKE. Is that a good utilization of your trust funds?
Mr. L. E. DENNIS. I think—that is exactly what I was getting to.

First we have to look at what is the railroad retirement fund. It is
usually compared to the social security fund. It is not the same thing.

Social security is a base retirement fund, the railroad retirement
fund amounts to almost double that in most cases.
In fact, it is a combination of a Government sort of plan and the

equivalent of a privately bargained pension plan which you find in
most other organized industries.
Those privately bargained plans, you will find, when you examine

them, are consistently reinvested in the industries out of which they
came. This is a national development in the whole history of pension
trust funds. So that in looking at our supplemental account, our
supplemental retirement system, which is obviously a union-nego-
tiated fund administered by the Government, that part at least we
could say is the equivalent of a private pension fund that you would
find in other industries that are less compelx.
So I think it is a completely appropriate and proper utilization

of the monies in this fund.
Senator HARTKE. There is no question that if you did it at this

rate, you would move, you say, above the prime rate, which means
you would receive maybe 3 percent more than you are receiving now.
Is that right?
Mr. L. E. DENNIS. Right. It would tremendously enhance the

viability of the fund, the fund now, of course, operates on a declin-
ing basis because of declining elements in the industry and we have
to-compensate for that in some way.
This would be a significant way of doing it, by investing it at a

much better rate of interest. And it would provide the services and
the changes that our people have demanded.
Mr. C. L. DENNIS. In fact, Senator

' 
the bill just recently passed

providing for a faster turnover of the lower interest yielding paper.
our 15 percent bill," also provides that a commission be established

to investigate the railroad retirement fund and the Railroad
Retirement Act, to see where we are going 5 or 10 years from now,
because of the number of people in the railroad industry and the

•
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larger number taking pensions, and, of course, c
ompared with

social security, with just the opposite being true, an e
xpanding base,

more people paying in to social security, and a smaller 
proportionate

number taking pensions to the base. We have had a 
problem, we

want to do what we can to correct any deficit that m
ight appear

in the railroad retirement fund.
Our 5 billion dollars keeps growing every year, but, 

we don't

think we have been getting enough interest. But we have 5
 billion

dollars there.
Social security has about $27 million in their reserve. But 

they

have 75 to 80 times as many people under social security as we
 have

under railroad retirement. They have only six times as much 
in

reserve, but 75 to 80 times as many people.
And so this commission is supposed to study the Railroad Retire-

ment Act and, I think, in 18 months, make a recommendation 
back

to Congress.
Mr. L. E. DENNIS. One of the fears of the Senate-House Confer-

ence Committee on H.R. 15733 was that the declining base was going

to put the Government in a position where it might have to sub-

sidize the fund eventually.
The kind of proposal we have presented here, I think, would go

a long way toward alleviating that very problem. So we are talking

about a Government subsidy of the retirement fund if we don't do

something. We are talking here about a way of avoiding that kind

of subsidy and at the same time assisting the industry.
Senator HARTKE. I want to thank you gentlemen. Certainly we will

• submit this proposal to those individuals, other unions and manage-

ment and whatever other pertinent people we think will be con-

cerned.
I gather what you are saying is you prefer to have this money

used to fight to save the railroads rather than fighting to save

Vietnam.
Mr. L. E. DENNIS. Yes, sir.
Senator HARTKE. All right.
Mr. Paul A Gorman, chairman of the board of Penn Central and

Mr. O'Herron, executive vice president in charge of finance.
Senator HARTKE. You may proceed, sir.

STATEMENT OF PAUL A. GORMAN, CHAIRMAN OF THE BOARD,

PENN CENTRAL CO., AND JONATHAN O'HERRON, EXECUTIVE

VICE PRESIDENT OF FINANCE

Mr. GORDIAN. Thank you, Mr. Chairman. My name is Paul A.

Gorman. I am chairman of the board of Penn Central Co.
Since June 8 of this year—at that time we had a reorganization

and I assumed that title—I have only been with the railroad 8

months and I am not a railroad man. I don't pose as one. But I have
been a businessman for over 40 years and I do know a profit and a
loss, and I know good service from bad service and I also know
that the only thing we have to sell in the railroad industry is
service.
I came to the railroad because I thought that something had to

be done to improve the railroad situation. And I thought that if
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anyone could do it, I could. I believe I have made a contribution to
the railroad since I have been there and certainly there is a lot
more improvement to be made.
I can tell you that we have a fine group of employees and officers in

the railroad and they are anxious to make that improvement.
My remarks this morning should be considered as those of an

individual because the trustees are in effect running the railroad. I
am only there for a period where we can have an orderly transition
of the supervisory functions to the trustees.
As I started to say, my philosophy for improving the railroad is

to identify the loss areas and also to maximize our profits in those
areas where we are making a profit, To sell more of that kind of
business. Our main loss, as I have been able to determine it, has
been in the passenger service end of the railroad. And the losses have
been something in the order of $100 million on a fully allocated
cost-basis per year and about half that, or possibly a little more,
on an out-of-pocket basis.
Longhaul passenger service in my opinion is an economic waste,

because on some days there are fewer people riding the train, for
example, from New York to Chicago, than there are crewmen by the
time the train gets there. On the other side of the coin, I am con-
vinced the only way mass transit can succeed, commuter traffic can
succeed, is that rail be a part of that, because they can haul a lot
of people in a very short time.
In connection with the economics of the business, our economic

health is sort of in the hands of the ICC. They approve our tariffs
and there was an increase of 6 percent last November, and another
one just announced recently, where it is now 6 percent as of June.
And they also approve the number of trains that are run.
We have made a filing to discontinue 34 longhaul passenger trains.

If those are approved, it is estimated that more than $20 million
could be saved on an out-of-pocket basis. We also think that because
of the merger quite a number of miles of our track are now super-
fluous, and in fact we have identified about 5,700 miles of track that
should be abandoned.
The ICC has been informed of this. Some formal applications have

been made for certain segments and we are in the process of abandon-
ing some of those segments. This is all primarily freight and it is
in areas like abandoned coal mines and spur tracks, things like that,
that could easily be abandoned without harming anybody.
Our own management improvements in the railroad go to the point

of trying to be more efficient, getting employees to be more efficient,
and I suspect that the number of employees at the end of the year
will probably be some 4,000 less than when we started, because of
combinations of jobs and retirements, things like that, where the
people are not being replaced.
In fact, the number of regions on the railroad have been cut from

eight to six and a number of those areas, similar areas, have been
taken care of already. I would like to make a statement that the
rail rna d didn't pet where it is overnight. Frankly, I don't think it
is going to get the kind of improvements to bring it back to where
it ought to be overnight oithpr.
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The problems are many, they are difficult, and it will take some
time to solve them. I can tell you that there are over 90,000 employees
and management people on the railroad trying to improve service
and there are thousands of shippers who want that service improved
and they are depending on us.
I happen to believe that the railroads are important to this

country and that the country needs them, and the country needs the
Penn Central. I think the railroads are worth saving. And I think
possibly the bill that I am here testifying on this morning would be
helpful in that direction.
I think also that the trustees may find it necessary to raise some

money and they could do this through the route of trustee certifi-
cates, and maybe a guaranty of the nature that is included in this
bill would be helpful to them. I would hope so. That is the end of
my statement.
Senator HARTKE. All right, sir.
Mr. O'Herron.
Mr. O'HERRON. Yes, sir, good morning Senator Hartke. I am

executive vice president in charge of finance of the Penn Central
Co. 
Senator HARTKE. They need one.
Mr. O'HERRON. (continuing) Subsidiary of Penn Central Trans-

portation Co. My headquarters are in Philadelphia. I joined Penn
Central about a year ago. I had been executive vice president and
treasurer of the Buckeye Pipe Line Co. which is a wholly-owned
subsidiary.
My remarks this morning were prepared for submission to the

committee in mid-July, before the appointment of the trustees, and
therefore the opinions I express are my own and not necessarily the
views of the trustees, although I have reviewed the statement in
depth with many of my associates at Penn Central.
I appreciate the opportunity to appear before this committee to

express Penn Central Transportation Co.'s wholehearted support of
legislation that will provide Government guarantees for loans to
railroad companies. Prompt passage of such legislation is urgently
needed to provide for continuation in the public interest of railroads
whose operations are in jeopardy and whose borrowing power, like
that of Penn Central, is virtually exhausted.
A few weeks ago, I guess it was over a month ago, I appeared

before the House Commerce Committee to testify in behalf of H.R.
18125. My strong support of this proposed legislation was somewhat
overshadowed, in the press at least, by the attention given some of
my observations regarding the role of the U.S. Government and its
agencies and their relations to the plight of Penn Central Transpor-
tation Co.
I come before you this morning with some observations that I

hope will clear up areas of possible misunderstanding and will assist
the committee in formulating an approach to solving the problems of
the railroad industry.
I have four principal points to make in my testimony this morning.
First, I would like to explain the relationship between the three

principal companies that make up Penn Central.
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Second, I would like to reflect on a few of the factors that, in my
opinion, caused the Penn Central Transportation Co. to file for
reorganization.
Third, I will give you some specific facts that should lay to rest

the myth that Penn Central Transportation Co.—the railroad—has
been bled of cash to support diversification into nonrailroad activi-
ties.
And fourth, I have some personal thoughts for your consideration

that I hope might be useful in determining a solution to the prob-
lems of Penn Central Transportation Co. and other eastern rail-
roads.
Senator Hartke, I know you have before you a chart depicting

the organization of the Penn Central and the Penn Co., which I
believe you have had a number of discussions on, so I would
like to turn now to my second point, and I would like to make sure
everybody here understands the scope of the Penn Central Trans-
portation Co. and its railroad operations.
The railroad operates some 22,000 miles of line in 16 States, two

Canadian Provinces, and the District of Columbia.
The railroad operates about 3,000 freight and passenger trains

each day aand moves almost 1 million tons of freight and about
300,000 passengers each 24 hours.
The railroad provides jobs for more than 94,000 people with

employment costs in excess of $1.1 billion annually.
The territory served by the railroad has a population of 100

million people, including 72 of the 195 metropolitaii areas having
populations of over 100,000.
The territory served by the railroad includes 55 percent of the

Nation's manufacturing plants and 60 percent of the nation's manu-
facturing employees.
Turning now to my second point, the question continually being

asked is how did Penn Central Transportation Co. get into such
financial trouble. There are a number of problems common to the
entire railroad industry that are most evident in eastern roads and
most acute for Penn Central. I would like to comment on some of
them:
(1) Passenger deficit: The Penn Central -situation is aggravated

by the burden of operating more than one-third of the Nation's
money-losing passenger trains. Our passenger problem continues as
the greatest single burden, and you have had discussions many times
about the total out-of-pocket cost of running the passenger trains. I
would like to illustrate that a minute.
I live in Darien, Conn., which is 37 miles from New York City.

A commutation ticket per ride amounts to a little over $1. However,
before the commuter gets on the train he parks his car in a private
parking lot at a cost of 75 cents and picks up a newspaper for a
cost of 15 cents.
Both the parking lot fees and the cost of the newspaper were

recently increased 50 percent, but the rail fare is the same as it was
in 1962.
(2) Archaic pricing: This is a very complex subject, and there

are many rationales and opinions to reflect on when the subject of
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railroad pricing is brought up. Let me present it very simply. The
tariff rate for transporting an automobile by rail from Detroit
to New York has increased from $34 in 1946 to $56 today—a rise of
67 percent.

Contrast this with the retail price of the automobile, which has
risen over 200 percent. Please—I would like to make it clear I am
not criticizing the automobile industry they are among our best
customers. All I am pointing out is that transportation rates by rail
have not kept pace with price increases in other industries. Even
Government-owned operations have to keep pace with increased costs.
The July 20 Wall Street Journal has an article reporting that the
Tennessee Valley Authority confirmed its plans to effect a rate
increase that will increase the cost of electricity to the region's
consumers by about 23 percent.
(3) The burden of competing against subsidized competition: The

railroads also suffer the effect of huge Federal subsidies—normally
granted in the form of assumed capital costs—given the railroads'
competitors. To be sure, part of these subsidies are recovered in the
form of user charges, notable from highway and air carriers, but
even there the unrecovered portion has a major economic impact.
I saw some figures the other day which indicated that Government
expenditures for highways, air transport and waterways exceeded
$20 billion last year.
The other day I saw an overlay of the Federal highway system

on top of the Penn Central transportation railway network and you
could hardly tell the difference.
If someone gets on the train 'and rides from New York to Boston,

about 400 yards on either side you can see the Connecticut Thruway
and various other highways paralleling the track.
I have two other points we have talked about before and this is the

low utilization of freight car equipment and short •average hauls,
which I would like to have in the record, but I will pass to the
third point.
My third point covers the myth that diversification bled the rail-

road of cash. Penn Central's much discussed diversification into
nonrailroad investments was made largely between 1963 and 1968.
In the same period management placed great emphasis upon its
responsibilities in conducting railroad operations, investing $1.6
billion in plant and equipment—eight times the investment it made
in diversification, and a substantial amount of these funds was
generated internally from investments of the Pennsylvania Co.
I would like to discuss now an idea for solving the problems of

the Penn Central. Plans must deal with both short-term and long-
term solutions. The legislation your committee is considering is a
clear first step to restoring a viable railroad industry in the east.
Passage of legislation providing relief from the intercity passenger
service burden will also represent a great step forward.
Our railroad is seeking to eliminate losses from commuter service

and from uneconomic freight operations both through cooperation
with governmental authorities and through regulatory relief. At the
same time our company is involved deeply in far-reaching programs
to improve our railroad efficiency.
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I would like to suggest that a task force be formed under ap-
propriate auspices to deal with this very complex matter. This task
force would include representatives from the Government and its
agencies, labor, shippers, the financial community and representa-
tives of management of the eastern roads.
We need to obtain a fresh perspective through understanding and

cooperation among diverse interests to reach mutually agreeable and
advantageous solutions.
The objective of the proposed task force would be first to analyze

and research the fundamental problems as they specifically affect
Penn Central and other eastern railroads, some of which problems
I have outlined to you this morning.
Second, the task force would be charged with the responsibility for

examining alternate solutions and presenting a comprehensive
series of recommendations for solving the problems common to the
Eastern lines.
The kind of study I have in mind would in no way interfere with

the ASTRO program which has been brought forward under spon-
sorship of the Association of American Railroads. It would, instead,
complement this program by devising ways in which proposals of the
ASTRO program can be adopted most advantageously to the
Eastern roads.
By suggesting this task force, however, I do not want to delay

any of the constructive proposals and legislation that are currently
under consideration.
I submit that this task force should be activated promptly and

should deliberate with all speed in order to make its recommendations
by the early part of 1971.
In conclusion, I would like to submit for the record the text of

an editorial from the Wall Street Journal of July 23. The thrust of
this article is what is needed is a responsible rescue operation and
not an attempt to assess the blame on anyone.
I would like to comment also on our cash position as of last night.

We have $35.8 million in our bank account as of last night, compared
with an estimate we made for the 7th of August of about $24 million.
We are about $10 million, as of last night, higher than what we
estimated.
Senator HARTKE. When was the estimate made ?
Mr. O'HERRON. In the latter part of July for the month of August,

but it was similar to the one we made in late June for the month
of August. It is almost identical.
Senator HARTKE. Thank you.
I would like to comment before I ask any questions for the record,

that since I have become chairman of the Surface Transportation
Subcommittee, a little over a year ago, we have had innumerable
hearings, some of them quite lengthy on transportation legislation.
I want to say that I agree with those people who have stated that

at least the eastern railroads do have serious problems; I concur
in that general overall approach. I concur that probably the blame
is not all in one place, but it can be shared by the Congress perhaps,
ICC, the administration, State and local governments, industry,
labor, and so on.
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But we have done more on this committee in this short year's time
than just sit through hearings. We have taken some action. For
example, this committee and the full Senate has approved a rail-
road passenger bill. The railroad passenger bill is still to be acted
on by the House. A bill to eliminate discriminatory state taxation and
we have passed a bill to extend the High-Speed Ground Transporta-
tion Act.
We have also begun an intensive review of the philosophy of

transportation, including its impact on the environment through
hearings on the national transportation bill, introduced by the
chairman of this committee, Mr. Magnuson, cosponsored by myself
and other members of this committee.
I just want the record to be made clear on this point. I do not

intend to in any way hesitate to keep pushing for improved trans-
portation facilities in the United States. And I am hopeful this
financial failure of one segment of our transportation system, if it
can be called a system, will give us some additional information
upon which we can base some action, hopefully bold, innovative
action whether it be short term or long term, which will develop a
better balance and consequently better service in the transportation of
people and goods throughout the country.
Mr. O'Herron, I wonder if there is an explanation for the dif-

ference between your chart on the Penn Central, included as an
exhibit to your statement, which omits one of the three principal

holdings of the Penn Central Co. the 1969 Penn Central Annual
Reports of Affiliated Corporations, and its chart, which bears the
date of July 9, 1970, from the Penn Central Co. office of the
president-comptroller, in that the Penn Central International is not
listed?
Mr. O'HERRON: This book I know I sent you not too long ago.

This chart that I believe you are looking at now was just an attempt

to put forward the major operating companies, a schematic of the
company.
Senator HARTKE. What is Penn Central International?
Mr. O'HERRON. Penn Central International is a shell company,

not an operating company.
Senator HARTKE. A shell company for what purpose?
Mr. O'HERRON. The shell company was formed in Curacao as the

vehicle for borrowing $59 million in Swiss franks in Europe. It is

a standard method that is used in order to borrow foreign currencies.

Senator HARTKE. This ,was borrowed from the Swiss banks, right?

Mr. O'HERRON. That is correct.
Senator. HARTKE. You say it is a standard procedure for whom?

Mr. O'HERRON. For any company borrowing foreign currencies.

You set up a Curacao company or a company domiciled outside of

the United States as a shell company.
Senator HARTKE. What is • the reason that you need a shell

company?
Mr. O'HERRON. The basic purpose of the shell company has to do

with some complex provisions, of both the United States and

foreign tax codes, in order that you do not have to withhold

dividends on interest paid to foreigners. And this is reciprocated
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by the fact that the dividends are not withheld in the foreign
country.
Senator HARTKE. In the report of the stockholders registered on

the books of the company as of June 15, 1970, and owning at least
1 percent of the outstanding stock of the company, as submitted to
the ICC on July 13, there are listed two Swiss banks holding in excess
of one million shares of stock between the two of them. Do you know
who the beneficial owners of these stocks are?
Mr. O'HERRON. I do not know the beneficial holders of any of our

common stock. As you well know, sir
' 

many shareholders maintain
nominee accounts, it is a very standard practice, in the United States
it is common practice and we have never tried to pierce through, we
have never had a reason to and could not do it if we wanted to.
Senator HARTKE. You do not think the railroad can pierce that

veil either?
Mr. O'HERRON. No, sir, in terms of a nominee, this would be against

the law for the nominee to tell us.
Senator HARTKE. Mr. Gorman, will the legislation which is before

us at the present time help the Penn Central in its reorganization?
Mr. GORMAN. This is a personal opinion. I think it would help the

trustees, possibly, if they decided to issue trustee certificates, to get
those sold.
Senator HARTKE. Can the railroad keep on running for any

length of time without this legislation?
Mr. GORMAN. That is a matter that the trustees should answer

themselves. But I think there has to be an infusion of new money
in here in order to keep it going.
Senator HARTKE. How long can they meet the payrolls at the

present rate without an infusion of new money?
Mr. GORMAN. I will refer that to Mr. O'Herron. I think he has a

cash flow statement here.
Mr. O'HERRON. I have submitted a cash flow statement to various

committees and people in Washington who asked for it. I will just
give you the facts I have submitted.
I have testified previously that the total cash requirements of the

Penn Central, based on our forecasts, for the balance of the year in
order to maintain a $30 million cash position, would be approxi-
mately $60 million. And this estimate was made in the latter part of
July.
At this date I have no reason to change it. And we have applied to

the ICC and to the judge to issue $50 million of trustee certificates.
As of the moment, the 7th of August, I am a little bit more opti-

mistic than my figures indicate. On the other hand, 10 days from now
I might be a little more pessimistic.
Senator HARTKE. According to the report which you submitted to

the ICC, and your estimates at that time, you indicated there would
be $37.4 million in July, but •a cash overdraft of $30.2 million is
forecast by December 31, 1970, is that correct?
Mr. O'HERRON. Yes, sir.
I just worked the arithmetic back. If you look at that, we indicate

if we do not get an infusion of money, we will be at a negative $30
million. What I am saying is we ought to have about $30 million in
our bank accounts, so, therefore, we need $60 million.
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Senator HARTKE. So you need $60 million to keep 
operating?

Mr. O'HERRON. To keep $30 million in our bank 
accounts. We can

probably operate with slightly less than $30 million.

Senator HARTKE. Unless you have an infusion of s
omething of that

nature, in other words, you will not be able to con
tinue to operate

the railroad; is that correct?
Mr. O'HERRON. That is correct, that order of magni

tude. Based on

our forecasts as of this moment, which in the past 
couple of months

have been very accurate.
Senator HARTKE. How soon will they need this cash?

Mr. O'HERRON. Based on our daily forecasts, which w
e have done

for the month of August and we have started to do it fo
r September,

as of today I would feel fairly uncomfortable if, lo
oking forward,

I could not see the cash coming in by the latter part of 
September.

Senator HARTKE. In other words, we are faced with a de
adline, we

have a swinging sword coming at us in October, October 1
?

Mr. O'HERRON. I would say the latter part of September
 to be

conservative, based on exactly what I see today, I can see us b
eing able

to continue to operate through mid-September.
Senator HARTKE. That is not a very pleasant picture.

Mr. O'HERRON. No, sir; it is not.
Senator HARTKE. We did not get a very pleasant picture fr

om the

Penn Central Co. yesterday either, did we?
Mr. O'HERRON. That is correct.
Senator HARTKE. I will note for the record the loss report of t

he

Penn Central was for the period ended before the appointm
ent of

the Federal trustees to administer the railroad's affairs and the 
report

does not therefore represent that of the trustees and is subje
ct to

readjustments, and that means either way?
Mr. O'HERRON. Yes, sir.
Senator HARTKE. In our attempt to receiive some of this informa-

tion it has been brought to the attention of the committee tha
t the

Penn Central's management has refused to accede to the request
 of

the ICC accountants that they be provided with working papers
.

Earlier they said the ICC said it was Peat, Marwick and Mitchell,

and they had refused. Now it is understood it is the Penn Central

which refuses.
I understand the trustees have agreed to fully cooperate with ICC

on this, but the question still remains why did management and why

did the accounting firm refuse to provide this requested information

considering the circumstances?
Mr. GORMAN. I cannot tell you why the accounting firm did. But I

think this committee and the ICC ought to have access to any

information we have.
Mr. O'HERRON. I can respond to that in some detail. From the

press I think it got a little garbled what working papers someone

was referring to. These were working papers that pertained to the
year ended 1969, closing, December 31, 1969 closing. It had nothing to

do with the proposed Government loan, because there were no

working papers whatsoever.
Senator HARTKE. What was there to hide in the 1969 report?
Mr. O'HERRON. There was not anything to hide at all.
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Senator HARTKE. If there is nothing to hide, why didn't they
provide them?
Mr. O'HERRON. Mr. Hanson of Peat Marwick spoke with Mr.

Paolo yesterday and they have the papers. They are available to
them.
Senator HARTKE. I know they agreed, now. But this is under the

authority of the trustees. Why did the management refuse?
Mr. O'HERRON. No.
Senator HARTKE. They did not refuse?
Mr. O'HERRON. In our discussions with Mr. Paolo we made the

point these working papers were the property of Peat Marwiek
Mitchell & Co., not the property of the Penn Central Co.
Senator HARTKE. And Penn Central Co. paid them?
Mr. O'HERRON. They paid for the services rendered by that firm.

Let me go a step further. This is not customary; in fact, it is highly
unusual for any accounting firm, to my knowledge, to provide
working papers for any outside organization. In other words, this
is private industry and I guess there is probably some legal restric-
tions to it.
Senator HARTKE. It is under the jurisdiction of the ICC which is de-

signed basically, whether it works this way or not, to improve the
transportation system, to help it.
Was there something to hide?
Mr. O'HERRON. Absolutely nothing. They had the papers, and we

presented this to Mr. Paolo yesterday. As Mr. Gorman says, our
whole records• are an open book and we made that very clear to
ICC in the past couple of weeks.

Senator HARTKE. All I can say is the ICC indicated to us that
this prevented them from making that type of judgment which they
thought was necessary. I could not understand why it would take
such prodding to break some of this material loose. I understand,
Mr. Gorman—of course you have been in charge of the operation
only a short time and of course—do you intend to leave soon? Is
that a fair question?
Mr. GORMAN. Tuesday.
Senator HARTKE. Well, that is soon. That is right. Can you tell us,

though, in spite of the fact that you were there a very short time, and
do intend to leave this coming Tuesday, what can be done to pre-
serve this company, or should it be preserved. I suppose that is the
first question. Should the company be preserved? Some people
question whether or not the railroad industry has a place in the
public transportation business.
Mr. GORMAN. I thoroughly believe there is a place for it. I don't

think this country can afford to be without a railroad system. But
it doesn't necessarily mean we have to have all of the trackage that
we have today. There are many areas where we may deliver only one
freight car a month over a line of 100 miles. That is uneconomical.
It ought to be discontinued. And that is part of the 5,700 miles of
trackage that I recommend be discontinued. It is in the process of
being considered by the ICC now. But you see we are regulated and
the railroad can't stop those uneconomical operations just when
they want to. It requires approval and maybe a hearing. That is as

4
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it should be, as long as we are a public utility. But to 
answer your

question, I think this country needs the railroads. I don'
t think

we can in time of emergency get along without them. 
All you

have to do is have one traffic jam today on any highway and
 things

stop, particularly around the large cities.
Sure, the railroad service has not been as good as it should b

e,

but it doesn't stop by a traffic jam of that sort. I just think it
 is a

necessity for this country to maintain at least the freight operatio
ns

of the railroads.
Senator HARTKE. You question, then, by implication at least,

whether or not it should continue to be in the passenger business

whatsoever?
Mr. GORMAN. The long-haul passenger business I question very

seriously.
Senator HARTKE. How about short haul?
I think in the short haul, in a highly populated area like the

Northeast quadrant, there is a place for the rail business. And ccer-

tainly there is a place in the commuter end of the business. Who

should run it in the commuter end of the business is another

question. I frankly believe that this is a State and local obligation

and it does not necessarily mean that stockholders ought to provide

that money unless the public is willing to pay enough in terms of

rates to support the industry.
Senator HARTKE. How much fare increase in your opinion would

be necessary, Mr. Gorman, to make the fares compensable as far

as the requirements of the operating expenses are concerned?
Mr. GORMAN. In the commuter end?
Senator HARTKE. An across the board.
Mr. GORMAN. I think they probably would have to be double.
Senator HARTKE. Double for the commuter end for the short haul?
Mr. GORMAN. Right now, however, we are going forward with

a 25 percent increase in New 'Jersey. This is the first attempt to
get a rate increase in 10 years in the commuter traffic. And costs and
everything else have gone up tremendously in that period of time.

Senator HARTKE. Have you filed for such a rate increase?
Mr. GORMAN. Now we have, yes.
Senator HARTKE. When?
Mr. GORMAN. Within the last month or so. The last several weeks.
Senator HARTKE. You were elected in September, is that correct?
Mr. GORMAN. No, December—well, I came on the property

December 1.
Senator HARTKE. But you were elected in September?
Mr. GORMAN. To the board.
Senator .HARTKE. Yes. I thought you were elected president at

that time.
Mr. GORMAN. Effective December 1.
Senator HARTKE. Yes.
Did you realize at that time when you were elected in September

the financial difficulties of the Railroad?
Mr. GORMAN. No.
Senator HARTKE. When did you first learn that it was in serious

financial difficulty?

50-934 0-71—pt. 2-12
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Mr. GORMAN. It is kind of hard to say. But when you find that

you have to borrow money to keep going, and that reached my
attention earlier this year.
Senator HARTKE. The board did not inform you of its serious

condition, although all of these people that have come in here,
including the chairman Mr. Saunders, and Mr. Bevin, the financial
manager, told you the last half of 1969 was very bad, they didn't
warn you about this?
Mr. GORMAN. Well, it isn't the board's job to warn me on that

score.
Senator HARTKE. Why not? You mean you are supposed to know

it on your own?
Mr. GORMAN. I am grown up and if I can't determine that from

whatever financial information I have, that is my problem.
Senator HARTKE. Well, but you see I don't look upon this as a

personal problem of yours. I think that the problem here is that this
is a problem for the country and they didn't take the time or the
effort to warn you about the impending financial problems of the
Penn Central?
Mr. GORMAN. Mr. Saunders told me they were short of cash. That

is all-I was told about the financial condition of the company.
Senator HARTKE. When did you really feel definitely that you were

in trouble?
Mr. GORMAN. Well, in the period of, I guess, about May, when the

attempt to get bank loans failed.
Senator HARTKE. In other words you were not a participant in the

procedures which came here in March and talked to the Federal
officials about the difficulties financially.
Mr. GORMAN. No. You see the division of responsibility on the

railroad was this: Mr. Saunders was the chief executive officer, and
he had certain organizations reporting to him. Mr. Bevin was the
chief financial officer. He had certain responsibilities under his
wing. And I had the responsibility for the operation of the rail-
road. And believe you me, that is a tremendous job.
Senator HARTKE. I understand that that is a tremendous job. But

you mean to say they didn't keep you informed?
Mr. GORMAN. Well, it is a question of what you call being kept

informed. Not on a day to day basis, of course not.
Senator HARTKE. I am not talking about a day to day basis. You

indicated you didn't really know about the condition until May.
Everyone else indicated they knew it earlier this year. No one has
given us that late a date Of the impending disaster.
Mr. GORMAN I said in May I was aware of the fact that they were

having difficulty getting bank loans.
Senator HARTKE. I am talking about when you were aware of the

fact of the impending financial crisis.
Mr. GORMAN. If you mean bankruptcy by your reference to finan-

cial crisis that depended on whether or not the bank loans were
available. If they were available
Senator HARTKE. I didn't say anything about bankruptcy. The fact

of the matter is the railroad is not in bankruptcy today, it is in
reorganization. But what I am asking you is a rather simple question,
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I think. You had a real serious problem on your hands financially,
at least in May, there is no question about it, when the bond issue
didn't go through. But before that you certainly must have been
alerted by someone in the operation that things were not going very
well and you had serious problems, you were faced with a big loss
in the first quarter.
Mr. GORMAN. Well, we had a big loss in the last quarter of last

year.
Senator HARTKE. Yes. That is when you first came aboard.
Mr. GORMAN. I came aboard December 1.
Senator HARTKE. The first thing you were faced with was a

tremendous loss as compared to an estimate to the contrary.
Mr. GORMAN. That is right.
Senator HARTKE. And this gave you no warning whatsoever?
Mr. GORMAN. Oh, certainly. I was aware we had a loss.
Senator HARTKE. What did you do about it? Anything?
Mr. GORMAN. I set about to try to develop a program to improve

the situation. We got our budgets set for the first time in the rail-
road, and had them approved by the board in January.
Senator HARTKE. Did you see the budget proposals of Mr. Perlman

which he submitted?
Mr. GORMAN. No.
Senator HARTKE. Mr. Saunders didn't show those to you?
Mr. GORMAN. At what time did Mr. Perlman submit the budgets?
Senator HARTKE. As I recall, some time in June of 1969. He said

they stayed on the desk.
Mr. GORMAN. I don't know where they were. But I came on the

property December 1, and the first order of business was to get the
budget going for 1970.
Senator HARTKE. But you didn't have the opportunity to review

the budget proposals of Mr. Perlman, who had been operating the
company before.
Mr. GORMAN. That is right.
Senator HARTKE. Any reason you can give us why they would not

have been given to you, the benefit of the previous operating chief
executive?
Mr. GORMAN. It may have been there. I am not saying I was

denied it, understand.
Senator HARTKE. But you didn't see it?
Mr. GORMAN. No.
Senator HARTKE. When did you first fear you would have to go

into reorganization?
Mr. GORMAN. I beg your pardon?
Senator HARTKE. When did you first have the fear you would have

to go into reorganization? When did that occur?
Mr. GORMAN. It occurred when the Government guarantee of loans

was denied the railroad.
Senator HARTKE. Did you suggest at that time any other methods

of raising cash?
Mr. GORMAN. I think all other methods had been exhausted.
Senator HARTKE. Can you explain for the record who is involved

in the reorganization, that is, what power do the trustees in bank-
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ruptcy really have over the assets of the Pennsylvania Co., that is
the holding company itself?
Mr. GORMAN. The Pennsylvania Co. is not really the holding 

i 
com-

pany. The Pennsylvania Co. is an investment company that s 100
percent subsidiary of the Transportation Co. and they have full
power over that.
Senator HARTKE. What power do the trustees have over the assets

of the Pennsylvania Co. They are not involved in reorganization
Mr. GORMAN. No, they are not in reorganization and they have full

power, if they would exercise it.
Senator HARTKE. What about the assets? Are there any assets

there of the Pennsylvania Co. which could be touched in order to
help the Transportation Co.?
Mr. GORMAN. The assets are there, but the stock is pledged, as I

understand it, for loans that have been made and the money found
its way into the Transportation Co.
Senator HARTKE. Do you have any idea what assets are encum-

bered, and which are not, either you or Mr. O'Herron?
Mr. O'HERRON. Yes. Let's go back to the Pennsylvania Co. I

believe you know the assets that are essentially in Pennsylvania
Co. They are Norfolk & Western stock, which is encumbered, the
Arvida stock which is not encumbered, Great Southwest which is
not encumbered and Bucke.ye Pipe Line Co. Those are the principal
assets. Buckeye Pipe Line is encumbered. The stock of Pennsylvania
Co. is held as collateral against a $300 million bank loan in the
Transportation Co. There are also other debts in Pennsylvania Co.,
which I feel, based on certain legal opinions that have been rendered
to me, has priority over any of the assets in Pennsylvania Co. before
the Transportation Co.

Senator HARTKE. Mr. Gorman, on June 10 did you make a speech
concerning the prospects for the Penn Central Railroad?
Mr. GORMAN. I didn't make any speech. I have not made any public

speeches. There may have been a press conference on that date.
Senator HARTKE. Didn't you talk to some investment executives

at that time?
Mr. GORMAN. No, sir. I have never talked to any investment

executives.
Senator HARTKE. You didn't talk to the Federal Reserve people,

members of the Federal Reserve Board?
Mr. GORMAN. No, I haven't talked to the members of the Federal

Reserve Board at all.
Senator HARTKE. On June 10, you made a statement someplace:
The management of the company has recently been changed by the replace-

ment of the executive officer.

This is a statement from the Federal Reserve Bank of New York
that I am reading from.
In a recent statement, the new chief executive described his plans to

recruit a new management team with particular references to improving the
chief operations officer and improving the chief financial officer.

Isn't it true you gave a rather glowing account at that time of
some of the things that could be accomplished to improve the
company's position.

fr
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Mr. GORMAN. I don't consider it a glowing account at all. This
date is not June 10. I didn't ever meet with the members of the
Federal Reserve bank. I met a group of representatives of other
banks. I can't tell you the exact date, but it can be determined.
Senator HARTKE. All right. Was that at the Federal Reserve bank?
Mr. GORMAN. Yes.
Senator HARTKE. What in substance did you say at that time? Did

you give an indication at that time of the impending financial col-
lapse of the railroad?
Mr. GORMAN. I said about what I said here today, that we have a

good management group there, we have 90-odd thousand people that
are interested in making this railroad go, that we needed financial
assistance, and that I felt that with that assistance, we could make
it go.
Senator HARTKE. Let me ask you this: There have been some al-

legations about Penn Central's management problems. In your
opinion how good are the controls over inventory and scrap, scrap
sales?
Mr. GORMAN. Well, I think-
Senator HARTKE. Let me be specific. It has been brought to the

attention of the committee that in Selkirk, N.Y., the Penn Central
storage depot inventory indicates there is between $15 to $18 million
shortage of materials in stock.
Mr. GORMAN. I would say that that couldn't possibly be true.
Senator HARTKE. That is not possibly true?
Mr. GORMAN. NO.
Senator HARTKE. About how much shortage is there?
Mr. GORMAN. I don't know how much shortage there is. But I can

tell you the total inventory on the railroad, the whole railroad,
probably is not more than about $90 million. Certainly that much
in Selkirk would be unusual at any one time.
Mr. O'HERRON. We are running that rumor down, Senator Hartke.

I got a call from the ICC on it.
Senator HARTKE. Yes. We will have the ICC look into it. What

about the alleged shortage in Indianapolis?
Mr. GORMAN. I don't have any knowledge of it. The auditors are

checking, because there is a rumor and we always check those things
out.
Senator HARTKE. And a shortage of funds, right?
Mr. GORMAN. Anything that doesn't look right.
Senator HARTKE. But you are aware of that rumor?
Mr. GORMAN. Yes, sir; as of yesterday.
Mr. O'HERRON. The third one was dismantling some freight cars.
Senator HARTKE. That is right.
Mr. O'HERRON. One was a facility at Omaha, Nebr., and we don't

have any facilities there.
Senator HARTKE. How about Kankakee, Ill.
Mr. O'HERRON. We are looking into that one.
Senator HARTKE. All right. Would you submit that information

to the committee when you find out about it? 1
Mr. O'HERRON. Yes, sir.
Senator HARTKE. You are checking into those?

1 See letter of Dec. 22, 1970 from the Penn Central Co. in part 3 of these hearings.
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Mr. O'HERRON. Absolutely sure.
Senator HARTKE. And ICC has alerted you to that.
Mr. O'HERRON. Yes, sir, with a phone call. We said thank you very

much and got right on it and informed Mr. Gorman.
Senator HARTKE. Just a few questions on your statement, Mr.

O'Herron.
You refer to an item which was included in your statement,

which you passed over, low utilization of freight car equipment.
Whose fault is that, really? Isn't that the railroad's fault?
Mr. O'HERRON. Certainly, it is a portion 
Senator HARTKE. In other words, it is not the fault of the ICC

or Congress that you cannot fully utilize the freight cars?
Mr. O'HERRON. No, as I say, these are the types of things we

would like to start on, and trying to find out whose fault it is,
what the problems are.
Senator HARTKE. It is not the Government's fault?
Mr. O'HERRON. Oh, no.
Senator HARTKE. It is management's fault? Is it unmanageable?
Mr. O'HERRON. No, it is not unmanageable. I don't believe any

problems in business are unmanageable.
Senator HARTKE. You disagree with Mr. Saunders who said it

was unmanageable?
Mr. O'HERRON. I didn't see the context of what that phrase was

used in.
Senator HARTKE. I saw the context. He said it couldn't be

managed. He said it wasn't a question of bad management.
Mr. O'HERRON. I think I know what he had in mind, a lot of

problems are beyond our control, that we need additional assistance
from various other groups in order to solve the problem.

Certainly a lot of them we can solve ourselves, but we need a lot
of help from other groups.
Senator HARTKE. On page 8 you refer again to what we have

heard repeatedly in these hearings, what I call the doctrine of truth
by assertion, rather than by facts, and that is a philosophy which
has extended outside of the field of the Penn Central. I mean there
are certain places in Washington where also that seems to be the
prevailing philosophy.
But anyway here is a situation, you say eight times the invest-

ment in plant and equipment as it made in its diversification, a
substantial amount of these funds have been generated internally.
But we have never been able to find out the shift of cash, the stock
options, how they were pledged.
We went through one of the options yesterday to some extent,

superficially in my opinion. But could you unravel how all of these
things, 175 corporations move back and forth and who used what for
what.
Mr. O'HERRON. I think we would be here for another week.
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Senator HARTKE. Longer than a week.
Mr. O'HERRON. At least a week.
Senator HARTKE. In the short time you have been there, have you

been able to unravel any of them.
Mr. O'HERRON. There has been considerable interest and discus-

sion on this. I have appointed a group of my associates, including
some outside auditors, and this was appointed over a month or 3
weeks ago, to put this down into the most infinite detail so that
everybody who wants to look at it and get the response to any of
your questions it will be done.
Now, Pennsylvania Co. 
Senator HARTKE. I wish we had other, people as cooperative as

you are.
You are going to submit that to us, right?
Mr. O'HERRON. It is, yes, sir. We have so much to submit, but we

want to try to solve the future problems and then if we have enough
energy left, we will come back and do some of the spade work. But
we will try to do both simultaneously. We have been going 7 days
a week, 14 hours a day on this problem. I would like to submit for
the record that all of us are very, very sorry to see Mr. Gorman leave.

Senator HARTKE. You refer to the questions of differences in
operating conditions in the East and West and South and you
refer to how you have been mired down with similar handicaps.
Why don't you proceed on an industrywide basis to make those

applications in your rate cases on a regional basis?
Mr. O'HERRON. I think this is under consideration right now.

There is a rate increase, I understand, that is being discussed within
the industry and there might very well be a regional one.
Senator HARTKE. You refer to the ASTRO program, and not

overly enthusiastically.
Mr. O'HERRON. I am very enthusiastic about anything where we

can buy or lease equipment.
Senator HARTKE. Then you discuss your proposal for a task force.
Mr. O'HERRON. Yes, and this is a very imaginative one, like Mr.

Dennis' proposal, which I thought was very imaginative. We had
some conversations this morning and I think I can say that he
thinks our approach to establish a task force would be useful and
constructive to think about.
Senator HARTKE. Are you leaving, too?
Mr. O'HERRON. No sir.
Senator HARTKE. You are going to stay with the trustees?
Mr. O'HERRON. They have asked me to stay and I have responded

that I would.
Senator HARTKE. I personally am glad. I am glad you are going to

stay.
Mr. O'HERRON. It is public service, Senator, I assure you.
Senator HARTKE. Let me say to you, I haven't passed out many

compliments in these hearings; I compliment you at least on your
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approach in coming up to say that you would like to come up with
a task force to deal with these complex matters, and with a fresh
perspective.
I just hope that you can continue to move in that fashion. I want

to assure you that as far as I am personally concerned and I believe
the committee, we will be more than interested in trying to co-
operate with that type of approach.
Mr. O'HERRON. A lot of people say the railroads have been studied

to death for years and years and maybe this is true, but Mr. Dennis
and I are willing to take another whack at it anyway.
Senator HARTKE. I want to thank you for coming and being with

us.
(The statement follows:)

STATEMENT BY JONATHAN O'HERRON, PENN CENTRAL EXECUTIVE VICE PRESIDENT

Mr. Chairman and members of the committee, I am Jonathan O'Herron,
Executive Vice President in charge of finance for Penn Central Company and
its wholly owned subsidiary, the Penn Central Transportation Company. My
headquarters are at Six Penn Center Plaza, Philadelphia, Pennsylvania. I
joined Penn Central a year ago and 'previously was executive vice president and
treasurer of Buckeye Pipe Line Company, a wholly owned subsidiary.
I appreciate the opportunity to appear before this Committee to express

Penn Central Transportation Company's wholehearted support of legislation
that will provide Government guarantees for loans to railroad companies.
Prompt passage of such legislation is urgently needed to provide for con-
tinuation in the public interest of railroads whose operations are in jeopardy
and whose borrowing power, like that of Penn Central, is virtually exhausted.
A few weeks ago, I appeared before the House Commerce Committee to

testify in behalf of H.R. 18125. My strong support of this proposed legisla-
tion was somewhat overshqdowed, in the press at least, by the attention given
some of my observations regarding the role of the U.S. Government and its
agencies and their relations to the plight of Penn Central Transportation
Company. I come before you this morning with some observations that I hope
will clear up areas of possible misunderstanding and will assist the Com-
mittee in formulating an approach to solving the problems of the railroad
industry.
I have four principal points to make in my testimony this morning. First,

I would like to explain the relationship between the three principal companies
that make up Penn Central. Second, I would like to reflect on a few of the
factors that, in my opinion, caused the Penn Central Transportation Company
to file for reorganization. Third, I will give you specific facts that should lay
to rest the myth that Penn Central Transportation Company—the railroad—
has been bled of cash to support diversification into non-railroad activities.
And fourth, I have some personal thoughts for your consideration that
I hope might be useful in determining a solution to the problems of Penn
Central Transportation Company and other Eastern railroads.
Attached to this statement is a simple chart depicting the principal com-

ponents of the Penn Central Company. The Penn Central Company was
formed as a holding company on October 1, 1969, and at that date acquired all
the common stock of the Penn Central Transportation Company. The Trans-
portation Company has controlling stock interest, directly or indirectly, of some
170 companies, including a number of small operating and lessor railroads.
At the time that the holding company was formed, its only asset was the
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stock of the Transportation Company. Subsequent to October 1, 1969, there
has been no asset rearrangement for the benefit of the holding company at
the expense of the Transportation Company, and none of the assets of the
Transportation Company has been used to the benefit of holding company
activities. On the contrary, the credit of this newly formed holding company
was used ,to borrow $59 million, and the proceeds of this loan have been
employed by the Transportation Company. The only acquisitions made by
Penn Central Company occurred in February of 1970, when two oil companies
were purchased in exchange for an issue of convertible preferred stock. Not a
dime of cash was used for these acquisitions. These two companies, together
with the Transportation Company, are the only operating assets of Penn
Central Company.
Perhaps part of the confusion about Penn Central's corporate structure is

the seeming overlap of corporate names. We have Penn Central Company,
Penn Central Transportation Company, and Pennsylvania Company. I have
covered the first two names, and now I would like to focus on the most sig-
nificant subsidiary of Penn Central Transportation Company; namely, Pennsyl-
vania Company.
Pennsylvania Company operates as an investment .i.ompany, with its principal

interests in companies not directly related to the railroad operations of the
Transportation Company. The Company's investments include holdings in

Norfolk & Western Railway Company and other railroads, all of the common
stock of the Buckeye Pipe Line Company, and controlling interests in two real
estate development companies, Great Southwest Corporation and Arvida Cor-
poration. In a few minutes I will focus on how Pennsylvania Company acquired
these assets.
Before turning to my second point, I think it might be of interest to state

some specific facts regarding the scope of railroad operations of the Trans-
portation Company:

1. The railroad operates some 22,000 miles of line in 16 states, two
Canadian provinces and the District of Columbia.

2. The railroad operates about 3,000 freight and passenger trains each
day and moves almost one million tons of freight and about 300,000 passenge0
each 24 hours.

3. The railroad provides jobs for more than 94,000 people with employ-
ment costs in excess of $1.1 billion annually.
4. The territory served by the railroad has a population of 100 million

people, including 72 of the 195 metropolitan areas having populations of over
100,000.

5. The territory served by the railroad includes 55 per cent of the nation's
manufacturing plants and 60 per cent of the nation's manufacturing employes.
Turning now to my second point—the question continually being asked is

how did Penn Central Transportation Company get into such financial trouble.
There are a number of problems common to the entire railroad industry that
are most evident in the Eastern roads and most acute for Penn Central. I
would like to comment on some of them.

1. Passenger deficit—The Penn Central situation is aggravated by the
burden of operating more than one-third of the nation's money-losing passenger
trains. Our passenger problem continues as the greatest single burden. Depend-
ing upon the theory used in the cost calculation, the annual deficit amounts to
some $60 million on a cash out-of-pocket basis and over $100 million on a fully
allocated basis. The reason for such staggering deficits is that the railroad has
been prevented from recovering the cost of providing the service. Let me give
a simple illustration. I live in Darien, Connecticut, which is 37 miles from
New York City. A commutation ticket per ride amounts to a little over one
dollar. However, before the commuter gets on the train he parks his car in a
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private parking lot at a cost of 75 cents and picks up a newspaper for a
cost of 15 cents. Both the parking lot fees and the cost of the newspaper were
recently increased 50 per cent, but the rail fare is the same as it was in 1962.
Incidentally, I used these facts to illustrate our passenger problem in an inter-
view with one of the leading newspapers in this country the other day, but
I noted that they didn't show up in print.

2. Archaic pricing—This is a very complex subject, and there are many
rationales and opinions to reflect on when the subject of railroad pricing
is brought up. Let me present it very simply. The tariff rate for transporting
an automobile by rail from Detroit to New York has increased from $34 in
1946 to $56 today—a rise of 67 per cent. Contrast this with the retail price of
the automobile, which has risen over 200 per cent. Please—I would like to make
it clear I am not criticizing the automobile industry: they are among our best
customers. All I am pointing out is that transportation rates by rail have not
kept pace with price increases in other industries. Even Government-owned
operations have to keep pace with increased costs. The July 20 Wall Street
Journal has an article reporting that the Tennessee Valley Authority confirmed
its plans to effect a rate increase that will increase the cost of electricity to the
region's consumers by about 23 per cent.

3. The burden of competing against subsidized competition—The railroads
also suffer the effect of huge Federal subsidies—normally granted in the form
of assumed capital costs—given the railroads' competitors. To be sure, part of
these subsidies are recovered in the form of user charges, notably from high-
way and air carriers, but even there the unrecovered portion has a major
economic impact. I saw some figures the other day which indicated that
Government expenditures for highways, air transport and waterways exceeded
$20 billion last year.

4. Low utilization of freight car equipment—This is a very complex subject,
but I think it can be best illustrated by noting that an average freight car in
service in this country is carrying revenue freight for less than three hours
per day. As a further illustration of this point—it is estimated that the aver-
age freight car spends over 40 per cent of its time standing idle at the ship-
per's dock. This low rate of utilization makes it very difficult to earn a
profit because of the high fixed cost of capital which must be absorbed.

5. Short average hauls and high cost of operating in congested metropolitan
areas—These are horrendous problems for Penn Central, and can be solved
only with a fundamental change in the method of doing business. The aver-
age trip for a Penn Central freight car amounts to 37 miles per day, and 20
per cent of the cars handled by Penn Central generate revenue of less than
$100 per car.
In addition to these items, there are countless other reasons that have con-

tributed to making Penn Central Transportation Company unprofitable. These
include delays in effecting tariff increases adequate to meet the spiraling im-
pact of inflation on interest charges, wage rates, supplies and plant and
equipment expenditures; unproductive work rules; full crew laws in some
states; discriminatory state and local taxes; and railroad retirement costs
levied at a much higher rate than other industries contribute to Social
Security.
My third point covers the myth that diversification bled the railroad of

cash. Penn Central's much discussed diversification into non-railroad invest-
ments was made largely between 1963 and 1968. In the same period manage-
ment placed great emphasis upon its responsibilities in conducting railroad
operations, investing $1.6 billion in plant and equipment—eight times the
investment it made in diversification, and a substantial amount of these
funds was generated internally from investments of Pennsylvania Company.
Despite all talk to the contrary, the management of Penn Central has
recognized its obligation to strengthen the railroad system to the best of its
ability.
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At the time when the non-railroad investments were made, the railroad
itself was yielding only a chronically small rate of return and management
made investments designed to provide additional sources of support for
railroad operations.
My fourth point deals with what can be done, in my opinion, to solve the

operating problems of Penn Central and the Eastern railroads.
Plans must deal with both short-term and long-term solutions. The legisla-

tion your Committee is considering is a clear first step to restoring a viable
railroad industry in the East. Passage of legislation providing relief from
the intercity passenger service burden will also represent a great step
forward.
Our railroad is seeking to eliminate losses from commuter service and

from uneconomic freight operations both through cooperation with govern-
mental authorities and through regulatory relief. At the same time our
company is involved deeply in far-reaching programs to improve our railroad
efficiency.
The situation of the Penn Central and other Eastern railroads is probably

one of the most complicated business problems that has ever confronted this
country. It cannot be solved by hackneyed, warmed-over points of view that
cater to one or another specific interest group. There must be a dramatic
and revolutionary change in rail operations in the East. This can only come
about through the deliberations of a highly intelligent and motivated group
of men representing various communities of interest that are affected by the
operation of the railroad.
Gentlemen, I would like to suggest for your consideration that a Task

Force be formed under appropriate auspices to deal with this very complex
matter. This Task Force would include representatives from the Government
and its agencies, labor, shippers, the financial community and representatives
of management of the Eastern roads.
We need to obtain a fresh perspective through understanding and coopera-

tion among diverse interests to reach mutually agreeable and advantageous
solutions.
The objective of the proposed Task Force would be first to analyze and

research the fundamental problems as they specifically affect Penn Central
and other Eastern railroads, some of which problems I have outlined to you
this morning. Second, the Task Force would be charged with the responsibility
for examining alternate solutions and presenting a comprehensive series of
recommendations for solving the problems common to the Eastern lines.

Railroad operating conditions in the East are so different from those
of the West and South that they deserve separate diagnosis and attention.
Furthermore, their study requires close cooperation between all the Eastern
roads who have been mired down with similar handicaps and obstacles for
so many years.
The kind of study I have in mind would in no way interfere with the

ASTRO program which has been brought forward under sponsorship of the
Association of American Railroads. It would, instead, complement this
program by devising ways in which proposals of the ASTRO program can
be adapted most advantageously to the Eastern roads.
By suggesting this Task Force, however, I do not want to delay any of

the constructive proposals and legislation that are currently under con-
sideration.
I submit that this Task Force should be activated promptly and should

deliberate with all speed in order to make its recommendations by the early
part of 1971.
In conclusion, I would like to submit for the record the text of an editorial

from the Walt Street Journal of July 23 (copy attached).
I thank you for your attention to this statement, and I shall now be glad

to try and answer any questions you gentlemen may have.
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[From the New York Wall Street Journal, July 23, 19701

EVERYONE'S TO BLAME

Now that the Penn Central is in bankruptcy proceedings and other rail-

roads are in trouble, nearly everyone has his own ideas as to what went

wrong. The air is filled with charges and counter-charges.
The railroads put a lot of the blame on labor unions and excessive Federal

regulation. Labor unions claim that the fault lies with railroad mismanage-

ment and that Federal regulation has, if anything, been insufficient
Well-organized groups contend rail passenger losses stem in large part from

the lines' deliberate attempts to drive away the public by downgrading service.

The railroads, in response, argue that favored Federal treatment of air and

highway transportation, along with changing public taste, has made it im-

possible for them to compete for passengers.
Recriminations go on and on, and there's at least some truth in nearly

every charge. As if to prove the railroads' contention about union feather-

bedding, a rail union even now is trying to force the lines to hire thousands

of additional firemen, even though every impartial agency that has ever

considered the dispute has concluded there is no need for such personnel.

The Interstate Commerce Commission, the Federal rail regulator, is by

no means solely responsible for the heavy-handedness of Government regula-

tion. The ICC is only carrying out the directions of Congress which devised

a system to cover a period when the railroads' competitors were wagon

trains and canal barges, not airplanes and high-speed trucks.
As for the loss of passenger business, probably it would not have been

so drastic if high-level service had been maintained. The railroads might

have been able to maintain service, too, if they had been able to work out

occasional reasonable rearrangements of route patterns without almost

interminable hearings, and if they had been able to get union agreement to

reasonable work schedules.
The railroads' own mismanagement played a part in all of this, of course.

The failure to mesh the Pennsylvania and the New York Central into an

efficient system for example, surely indicates either that the managers didn't

study the situation carefully beforehand or that they were incredibly clumsy

once the merger was accomplished.
Perhaps it will be of interest to historians if Congress or some other agency

can decide that the trouble with the railroads is 25% the fault of manage-

ment, 25% the fault of unions, 25% the fault of Government, and so on. But

that sort of scapegoat-pointing isn't going to do the nation or its economy

any good at the moment
The simple fact is that the nation does need functioning railroads. That's

going to require some Federal financial help, possibly quite a lot of it If

the Government provides assistance, it should do so in the framework of a

sensible national transportation policy, something that has been noticeably

missing up to now. And the Government has every right to insist that

management and unions play their part.
What's needed, in short, is a responsible rescue operation, not a prolonged

attempt to assess the blame. There's plenty of that for almost everybody.

(Whereupon, at 12 noon, the hearing was adjourned.)
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ADDITIONAL ARTICLES, LETTERS, AND STATEMENTS

(This opinion was referred to on page 95) .

New Haven Inclusion Cases.*—OCTOBER TERM, 1969

NEW HAVEN INCLUSION CASES, Nos. 914, 916, 920, 1038, AND 1057
On Writs of Certiorari to the United States Court of Appeals for the

Second Circuit
NEW HAVEN INCLUSION CASES, Nos. 915, 917, AND 921

On Appeals From the United States District Court for the
Southern District of New York

[June 29, 1970]

Mn. JUSTICE STEWART delivered the opinion of the Court.
These cases represent the latest stage of the litigation arising from the

merger of the Pennsylvania and New York Central railroads, which we upheld
two Terms ago in the Penn-Central Merger Cases, 389 U.S. 486. A condition
of that merger was Penn Central's promise to take in the New York, New
Haven & Hartford Railroad Company as an operating entity—a promise that
Penn Central fulfilled on December 31, 1968, 11 months after its own formation.
The ultimate question presented by the cases now before us is the price Penn
Central must pay for the assets of the New Haven.**

1. The Penn Central. The proposed combination of the Pennsylvania and
New York Central railroads first came under consideration by the parties
and the Interstate Commerce Commission more than 12 years ago, a decade prior
to its eventual consummation.' The two railroads formally sought permission
to merge under the Interstate Commerce Act, 49 U.S.C. § 1 et seq., on March
9, 1962.2 On April 6, 1966, the Commission authorized the merger of the two
roads.' The union of the two carriers was the largest railroad merger in
the history of the Nation,' bringing together the companies that "dominate
rail transportation in the Northeast." 5 In 1965 the component roads enjoyed
a total operating revenue in excess of $1,500,000,000 and a net annual income

*No. 915, The New York, New Haven d Hartford Railroad Company First Mortgage
4% Bondholders Committee V. United States et at.; No. 917, Manufacturers Hanover
Trust Company v. United States et at.; No. 921, Chase Manhattan Bank, N.A. v. United
States et at., on appeal from the United States District Court for the Southern District
of New York, argued March 30, 1970. No. 914. The New York, New Haven & Hartford
Railroad Company First Mortgage 4% Bondholders Committee v. Smith et at.; No. 916
Manufacturers Hanover Trust Company v. United States et at.;  No. 920, Chase Man-
hattan Bank, N. A. v. Penn Central Company et at.; No. 1038. Penn Central Company
v. Manufacturers Hanover Trust Company et at.; and No. 1057, United States et at.
v. The New York, New Haven and Hartford Railroad Company First Mortgage 4%
Bondholders Committee et at., on certiorari to the United States Court of Appeals for
the Second Circuit in advance of judgment. argued March 30, 1970.
**On June 21, 1970. the Penn Central Transportation Company filed a petition for

reorganization under § 77 of the Bankruptcy Act, 11 U. S. C. 1 205, in the United
States District' Court for the Eastern District of Pennsylvania. Whether the financial
obligations dealt with in the present opinion may become subject to modification in
or because of those proceedings is a question with which the present opinion in no way
deals.

1 See Penn-Central Merger Cases, 389 U. S., at 494; Baltimore & Ohio R. Co. V.
United States. 386 U. S. 372, 379.
2 Pennsylvania Railroad Company—Merger—New York Central Railroad Company,

327 I. C. C. 475, 479 ("Merger Report").
a Ibid.
4 Baltimore & Ohio R. Co. v. United States, 386 U. S., at 392.
5 Penn-Central Merger Cases, 389 U. S., at 493.
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of over $75,000,000." The two companies held some $72,000,000 in working
capital. and $1,242,000,000, in combined investments.' With about 19,600 miles of
road "sprawling between the Great Lakes on the north . . . and the Ohio and
Potomac Rivers on the south," Penn Central was at its inception nearly
twice the size of the next largest railroad system in the country and three
tunes that of the third largest'
The predicted economies effected by the merger were likewise enormous; it

was thought that within about eight years of the combination they would
exceed $80,000,000 annually. 10 Those savings represented a value, capitalized
at 8%, of $1,000,000,000.
On June 9, 1967, after considerable litigation involving protective conditions

for various affected railroad competitors,' the Commission issued a modified
order authorizing the Penn-Central merger." On October 19, 1967, a court of
three judges, convened in the United States District Court for the Southern
District of New York to review the Commission's order pursuant to 28 U.S.C.
§§ 1336, 2284, and 2321-2325, upheld the Commission's action.' On January 15,
1968, this Court affirmed with minor modifications, and thereby sustained the
validity of the merger." Two weeks later, on February 1, 1968, Pennsylvania
and New York Central merged.

2. The New Haven. The New York, New Haven & Hartford Railroad is now
an operating division of the Penn Central system. At the time of the merger,
however, it was an independent Class I railroad operating some 1,500 miles of
line in the Commonwealth of Massachusetts and the States of Rhode Island,
Connecticut, and New York; as such, it was the sixth largest railroad in the
northeast region and the largest in New England.' With an operations area
extending from Roston to New York and connecting with nine other Class I
railroads, the New Haven served 12 cities of greater than 100,000 population,
as well as a number of important defense establishments." In 1964 the rail-
road employed about 9,800 people and paid them annual wages amounting to
$70,000,000.1 About 30,000 commuters used the line every day to reach work in
New York City alone." As described by the Commission,
"The New Haven has both a large passenger and freight business. It is

the fourth largest passenger-carrying railroad in the United States, and has
the second highest commuter revenue of all such roads. . . . The volume of
its freight business . . . is substantially greater. . . . It is the largest freight
railroad in New England and ranks tenth in freight traffic among all railroads

Ibid.
7 Baltimore & Ohio R. Co. V. United States, 386 U. S., at 380.
8 Merger Report, 327 I. C. C., at 489.
u Baltimore & Ohio R. Co. v. United States, 386 U. S., at 447 (DOUGLAS, J., dissenting).
10 Penn-Central Merger Cases, 389 U. S., at 493; Merger Report, 327 I. C. C., at 501.
1i As part of its initial merger order, the Commission had prescribed special traffic

and indemnity provisions for the benefit of the Delaware & Hudson, Boston & Maine, and
Erie-Lackawanna railroads. The Commission had not yet determined whether those three
"protected carriers" should be included in either Penn Central or the recently formed
Norfolk & Western, but concluded they required sheltering conditions if they were to
survive the interim period pending decision as to their ultimate disposition. Merger Re-
port, 327 I. C .C. at 531-532. On September 16, 1966, following objections to the
initial order from various parties, the Commission abrogated the indemnity provisions
originally prescribed for the protected carriers and announced it would reconsider its
earlier decision, with possible modifications to be given retroactive effect. Pennsylvania
Railroad Company—Merger—New York Central Railroad Company, 328 I. C. C. 304
(viceconsideration Report"). On October 4, 1966, a three-judge District Court in the
Southern District of New York declined, one judge dissenting, to enjoin enforcement of
the Commission's order. Erie-Lackawanna R. Co. v. United States, 259 F. Supp. 964.
Later, the District Court again denied injunctive relief sought by bondholders of the
New Haven railroad. Oscar Gruss & Son v. United States, 261 F. Supp. 386. On March
27, 1967, this Court reversed and remanded Erie-Lackawanna with instructions that
the Commission complete its proceedings relating to the protected roads. Baltimore if
Ohio R. Co. v. United States, 386 U.S. 372. We later vacated and remanded Oscar
Uruss for reconsideration in light of Baltimore & Ohio, 386 U. S. 776. Ensuing devel-
opments are recounted in the text.

I. Pennsylvania Railroad Company—Merger—New York Central Railroad Company,
330 I. C. C. 328 ("First Supplemental Report").

13 Erie-Lackawanna R. Co. v. United States, 279 F. Supp. 316.
14 Penn-Central Merger Cases, 389 U. S. 486.
15 Baltimore & Ohio R. Co. v. United States, 386 U. S., at 381; New York, N. 11

if if. R. Co. Trustees Discontinuance of Passenger Service, 327 I. C. C. 77, 79 80
("Suburban Discontinuance Case").

10 New York, N. H. & H. R. Co., Trustees, Discontinuance of All Interstate Passenger*
Trains, 327 I. C. C. 151, 163 ("Interstate Dm •ontitruarrec Case").

Id., at 163-164.
I" Id., at 169.
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4v.

in the eastern district. . . . Its freight service is considered to be of extreme
importance to the industrial well-being of Southern New England." "
The financial history of the New Haven was for decades a history of

extreme vicissitudes. The company's decline and fall, with passage into, out
of, and back into railroad reorganization, have been chronicled elsewhere.'
It first went into reorganization under § 77 of the Bankruptcy Act, 11 U.S.C.
§ 205, on October 23, 1935. Due in large measure to the difficulties of including
formerly leased lines in the reorganized road, nearly 12 years elapsed from
the filing of the debtor's petition in the United States District Court for the
District of Connecticut to that court's eventual order approving consummation
of the Commission's plan of reorganization.'
The railroad emerged from reorganization in 1947 with a vastly simplified

debt structure in which only the most senior holders of secured interests
survived.' But in the following years the financial condition of the company
again deteriorated, prompting it to seek at first partial and then total discon-
tinuance of passenger service on the former Old Colony lines in Massachusetts.'
By 1959 the financial condition of the New Haven was such as to render
the chance of surplus earnings "slight at best" Through late 1960 and into
early 1961 the company's management expended great efforts to stave off
bankruptcy by obtaining loans or grants from the federal and state govern-
ments.' By the middle of 1961, current liabilities exceeded current assets by
$36,310,000,26 and the company was losing cash at the annual rate of
$18,000,000.27

Finally, on July 7, 1961, the New Haven again petitioned for reorganization
under § 77 in the United States District Court for the District of Connecticut,
a step that the court was later to find had been far too long delayed:
"[In the interest of its creditors, its employes and the public [the railroad]

should have petitioned . . . long before it did. The grave problems which . . .
beset the reorganization would have been less acute and infinitely more man-
ageable if bankruptcy had not been put off until its cash was almost entirely
depleted, credit was practically gone, maintenance was down and in all
other respects the bottom was out of the barrel." 28
Immediately upon their taking over the New Haven, the trustees appointed

by the reorganization court were obliged to borrow $8,000,000 to meet the
payro11.29 The situation did not improve with the passage of time. "Din
spite of spartan economies and a sizeable reduction in numbers of employees,
the costs of operation . . . offset savings and eroded away the accumulated
cash."99 On July 6, 1964, the New Haven trustees petitioned the Commission,
pursuant to § 13a (2) of the Interstate Commerce Act, 49 U.S.C. § 13a (2),
for authority to discontinue suburban passenger train service in the Boston
area. There followed a public hearing, an adjournment to afford Massachusetts
authorities an opportunity—ultimately unavailing—to negotiate a contract
with New Haven for continuation of some service, and a motion by the New
Haven for expedited disposition "by reason of the critical nature of New
Haven's finances, the irretrievable drain which the operations in question impose
upon New Haven's resources, and the increasing adverse effect which New
Haven's situation has upon the public interest and upon New Haven's

19 Suburban Discontinuance Case, 327 I. C. C., at 80.
29 See generally Baltimore & Ohio R. Co. v. United States, 386 U. S., at 452-454

(DOUGLAS, J., dissenting) ; L. Brandeis, Financial Condition of the New York, New
Haven & Hartford Railroad Company and of the Boston & Maine Railroad (1907) ; L.
Brandeis, Other People's Money 129-136 (1933) •, Report of the Joint New England
Railroad Committee to the Governors of the New England States 53-73 (1923) ; E.
Sunderland, A Brief History of the Reorganization of The New York, New Haven and
Hartford Railroad Company 1-5 (1948) ; Capture of the New Haven, Fortune Magazine,
April 1949, p. 87 et seq.

21 See In re New York, N. H. & H. R. Co., 169 F. 2d 337, 338 n. 6, cert. denied
sub. nom. Mulcahy v. New York, N. H. & H. R. Co., 335 U. S. 867.

22 See In re New York, N. H. & H. R. Co., 378 F. 2d 635, 640.
2' Commission of Department of Public Utilities v. New York, N. H. & H. R. Co., 178

F. 2d 559, cert. denied, 339 U.S. 943 In re New York, N. H. & H. R. Co., 163 F. Supp.
59.

24 In re New York, N. H. & H. R. •Co., 278 F. Sapp. 592, 606., aff'd, 405 F. 2d 50,
cert. denied sub nom. Abew Corp. V. Trustees, 394 U. S. 999.

25 278 F. Supp., at 606.
26 Id., at 601.
27 In re New York, N. H. &H. R. Co., 289 F. Stipp. 451, 456 ; In re New York, N. H.

& H. R. Co., 281 F. Supp. 65.
28 In re New York, N. H. & H. R. Co„ 278 F. Supp., at 606.
29 In re New York, N. H. & H. R. Co., 405 F. 2d, at 52.
99 In re New York, N. H. & H. R. Co., 281 F. Supp., at 65-66.
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creditors. . . ." The Commission granted the trustees' application, concluding
that for a period beginning four years before the 1961 reorganization petition
and continuing thereafter, New Haven's financial condition had been "critical"
and "drastically weak .. .."
By 1965 it was evident that the New Haven was on the verge of collapse.'

Its year-end current assets amounted to $20,521,000, some $16,685,000 less
than current liabilities plus long-term debt payments due within the coming
year. The obligations payable after one year totaled $189,042,000. The
retained income account showed a deficit of $81,672,000; the working capital
account, a deficit of $16,700,000. For the year the net railway operating in-
come showed a deficit of $16,000,000, with overall net income a deficit only
$1,000,000 less. The company was in default in its payments of both principal
and interest on its long-term debt." In the view of the trustees, New Haven
was "absolutely faced with economic obsolescence if it continues as an
independent, short-line, terminal railroad."
On October 11, 1965, the New Haven notified the Commission, pursuant to

§ 13a (1) of the Interstate Commerce Act, 49 U.S.C. § 13a (1), of its in-
tention to discontinue all its interstate passenger trains effective March 1,
1966." If carried into effect, the proposed discontinuance would have drastically
curtailed passenger train service in New York and Massachusetts, and ended
it completely in Connecticut and Rhode Island.' In the spring of 1966 the
Commission, noting that over an 11-year period New Haven had experienced
"an unending succession of reverses," concluded that "[t]here now is totally
lacking any hope or plan for future survival of this carrier, except that held
out by its merger into a trararline railroad." ' The Commission acceded in
part to the trustees' notice of discontinuance, but invoked its statutory power
to keep many of the trains in operation on the ground that "passenger as well
as freight service by the N[ew] H[aven] is a national necessity and that
termination of either would lead to distress in Connecticut, Massachusetts,
and Rhode Island, and would severely damage New York City and the
Nation generally." n
As 1966 gave way to 1967, the New Haven's situation deteriorated still

further. As of April 1967 the reorganization court thought "the prospect for
the continued operation of the Railroad was very dim." 39 The road lacked
even a current expense fund from which to satisfy the "six months" creditors,
and the court thought it "highly unlikely that there ever will be." ' In July
1967 the reorganization court found that the New Haven's situation had
become "desperately critical"; its cash depletion was "so serious that, if the
present rate of loss continues, there will lie insufficient left by late September
to meet the payroll of approximately $1,400,000 per week."'

31 Suburban Discontinuance Case, 327 I. C. C., at 80, 106.
32 By this time the railroad's freight operations were also operating at deficit levels.

The Commission explained this aspect of the problem as follows:
"Southern New England is a deficit area in terms of food, fuel and the raw materials

for industry. Accordingly, in serving this economy, the New Haven is a short haul
railroad with a heavily unbalanced flow of traffic and equipment. As a terminal rail-
road it faces the constant problems and added costs of switching and deadheading foreign
line freight cars to move them back off its own lines. Moreover, as a result of national
and regional economic and industrial shifts, New England's outbound products have
become increasingly high-value and light-weight in character. With the expansion in
the region of a modern, comprehensive highway system during the past 20 years, this
outbound freight traffic has become especially susceptible to diversion from rail to
private and for-hire trucking service." Interstate Discontinuance Case, 327 I. C. C.,
at 170.

83 Interstate Discontinuance Case, 327 I. C. C., at 164.
a, See id., at 175.
35 See Merger Report, 327 I. C. C., at 488.
86 Interstate Discontinuance Case, 327 I. C. C., at 152.
871d., at 172, 173.
38 Penn-Central Merger Cases, 389 U. S., at 507.
89 In re New York, N. H. d H. R. Co., 281 F. Supp. 65.
" In re New York, N. H. & H. R. Co., 278 F. Supp., at 602.
41 See Erie-Lackawanna R. Co. v. United States, 279 F. Supp., at 333. The three

Judge court, writing in October 1967, expressed full agreement with these findings:
"No one has contested the forecast of the NH Trustees that their cash will run out

at the end of 1967; no one has indicated any probable source of funds for that be-
leaguered property other than the merged Penn-Central. . . . For our part we are unwill-
ing to take responsibility for such devastating hardship as even a temporary cessation of
NH's operations would bring to New England and New York and in a lesser degree to
other sections of the country when in our view there is no reason why the merger
should not proceed; indeed we believe we have no right to do so. . . . [W]ith thesituation now so serious, there can hardly be doubt that it is better to accept what isgood for the New Haven than permit the patient to die while in quest of the best." 279F. Supp., at 335, 355.
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As 1967 came to an end, so did the New Haven's cash reserve. By August
31 the cash balance fell to $4,500,000—a precarious condition for a company
requiring $1,750,000 a week simply to meet current operating expenses."
The trustees estimated that as of December 31, 1967, the balance would de-
cline to $3,100,000 and two months later would fall to $850,000." The New
Haven's financial position had thus eroded to the point where its shutdown
was "imminent . . .." "

3. The incision negotiations. From the outset of the § 77 proceeding in
1961, the trustees of the New Haven and the reorganization court charged
with conservation of the debtor's dwindling assets recognized that "a merger
with a large trunk line railroad would be the most promising and feasible
means of continuing the viability of the New Haven's transportation sys-
tem . . . ." In re New York, N. H. & H. R. Co., 289 F. Supp. 451, 456; cf.
281 F. Supp. 65. After Pennsylvania and New York Central filed their merger
application before the Interstate Commerce Commission in 1962, the New
Haven trustees sought inclusion in the new company, both by private negotia,-
tions with the component roads and by a petition to the Commission filed
June 26, 1962. See In re New York, N. H. & H. R. Co., 378 F. 2d 635, 636;
Merger Report, 327 I.C.C., at 480. As the reorganization court said, it was
"apparent that the inclusion of the New Haven in the Penn-Central merger
was the only salvation for the New Haven as an operating railroad . . . ."
In re New York, N. H. & H. R. Co., 289 F. Supp., at 456; see also In re New
York, N. H. & H. R. Co., 304 F. Supp. 793, 800.
The Commission, as we have noted, authorized the merger of the two

roads in 1966. But in so doing, it found that "[w]ithout some radical change
in circumstances, even if this merger application were denied, N[ew] H[aven]
would face a nearly insuperable task in bringing itself out of bankruptcy."
Merger Report, 327 I.C.C., at 522. The Commission concluded that the proposed
Pen-Central combination, "without complete inclusion of N [ew] H[aven],
would not be consistent with the public interest . . . ." Id., at 524. Accordingly,
it required "all the New Haven railroad to be included in the applicants'
transaction," and conditioned its approval of the merger upon that inclusion,
id., at 524, 527. In so doing, the Commission spelled out Penn Central's ob-
ligation towards New Haven in unequivocal language. Condition 8 ,of the
Merger Report stipulated as follows:
"The Pennsylvania New York Central Transportation Company shall be

required to include in the transaction all the New York, New Haven and
Hartford Railroad Company . . . upon such fair and equitable terms as the
parties may agree subject to the approval of the Bankruptcy Court and the
Commission. Within 6 months after the date this report is served, the parties
shall file with the Commission for its approval, a plan for each inclusion.
In the event the parties are unable to reach an agreement (and subject to
approval by the Bankruptcy Court) such inclusion shall be upon such fair
and equitable terms and conditions as the Commission may impose.

"Jurisdiction is hereby reserved for such purposes. Consummation of the
merger by applicants shall indicate their full and complete assent to these
requirements." 327 I.C.C., at 553.

Condition 16 of the Merger Report reiterated that
"[c]onsummation of the transaction approved herein shall constitute on

the part of The Pennsylvania Railroad Company and the New York Central
Railroad Company, their successors and assigns, acquiescence in and assent
to the conditions stated in this appendix and in the attached report." Id.,
at 555.
Having determined to require the inclusion of New Haven in Penn Central

as a condition of merger, the Commission remitted the parties to private
negotiation of the terms of inclusion. Id., at 527. The New Haven trustees
on the one side, and the Pennsylvania and New York Central railroads on
the other, had already been bargaining for some time, having drafted pre-
liminary documents, dated December 22, 1964, and February 5, 1965, that
provided for Penn Central's assumption of New Haven's freight operations.
Oscar Gruss & Son v. United States, 261 F. Supp., at 393; Interstate Dis-

42 Pennsylvania Railroad Company—Merger—New York Central Railroad, 331 I. C. C.
643, 651 ("Second Supplemental Report").

43 Ibid.
"Id., at 653.
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continuance Case, 327 I.C.C., at 175 n. 6. On April 21, 1966, two weeks after

the Merger Report, they executed a Purchase Agreement for the transfer of

substantially all the New Haven assets to Penn Central. Penn-Central Merger

Cases, 389 U.S., at 508; see In re New York, N. H. & H. R. Co., 378 F. 2d, at

636." The Purchase Agreement provided for the transfer of the New Haven

properties to Penn Central, with the consideration in exchange to consist in

part of cash and in part of stocks and bonds of Penn Central."
In September 1966 the trustees filed a petition with the reorganization court

reciting the background of the negotiations with Penn Central, the New

Haven's large and growing deficits, and the insufficiency of internally gener-

ated cash to meet operating demands. In the trustees' view, inclusion in

Penn Central afforded "the only practicable means for reorganization of the

Debtor that is consistent with the best interest of the public and of all

parties interested in the Debtor's estate . . . ." They submitted that operations

should continue so long as inclusion was possible, and that the court should
grant them leave to press for inclusion on the basis of the Purchase Agree
ment. In re New York, N. H. & H. R. Co., 378 F. 2d, at 637. On October
24, 1966, the reorganization court authorized the trustees to present the
Agreement to the Commission, noting that the goal of preserving the New
Haven operations "has been the policy from the beginning of these pro-
ceedings . . . ." Three days later the trustees and the Pennsylvania and
New York Central railroads petitioned the Commission for approval of the
New Haven's inclusion on the terms of the Agreement.
On November 16, 1967, the Commission ratified the Purchase Agreement

as the basis for the inclusion of New Haven in Penn Central. Pennsylvania
Railroad Company—Merger—New York Central Railroad Company, 331 I.C.C.
643 ("Second Supplemental Report"). It looked upon the fact that the
parties had been able to reach agreement as an indication that even though
the New Haven trustees were selling properties having no value as an
operating entity, they nevertheless had enjoyed a degree of bargaining
power by virtue of the requirement that Penn Central take in New Haven
as a condition of the merger. 331 I.C.C., at 657. "[W]here a transaction is
bargained at arm's length," said the Commission, "each side is presumably
capable of determining its own best interest, and our primary function is to
discover whether the transaction will be in the public interest." Id., at 656.
The Commission then undertook its independent analysis of the value of the
New Haven properties. Although the Purchase Agreement "carrie[d] some
probative force as to the values of the properties involved, it [was] by no
means controlling." Id., at 657. The Commission must still determine the
price "on the basis of all the evidence pertaining thereto, not merely the
agreement and supporting evidence." Id., at 660 n. 12.

45 The transfer was to be free and clear of all liens and encumbrances, with certain
minor exceptions. The liens and encubrances would shift to the proceeds of the sale
and thus remain an obligation of the New Haven estate.
By negotiating a purchase and sale of the New Haven assets, the parties to the agree-

ment elected not to attempt a recapitalization of New Haven, an enlarged merger that
would bring New Haven into the Penn Central system as a corporate entity, or a lease
of the New Haven operating assets. At one point, when it appeared the New Haven might
not long survive, the Commission had directed the parties to negotiate a lease to be
"imediately available upon consummation of the Penn Central merger," but the ne-
gotiators reported they were unable to do so and instead suggested various loan-loss
formulas. Penn-Central Merger Cases, 389 U. S., at 508; Erie-Lackawanna R. Co. v.
United States, 279 F. Supp., 334; Second Supplemental Report, 331 I. C. C., at 648.

46 Subsequent modifications to the Agreemnt were executed October 4, 1966, and De-
cember 20, 1967.
The bondholders were not bound by the trustees' acceptance of the Purchase

Agreement. The trustees acted on behalf of the debtor, subject to the directive of the
reorganization court, but they never submittd the Agreement to that court for its ap-
proval. Morover, they has stipulated with Pennsylvania and Central that they would not
challenge the terms of the Purchase Agreement. The preliminary memoranda negotiated
between the trustees and the two railroads contained a provision, substantially em-
bodied in § 11.7 of the Agreement itself, that New Haven would not make or file "any
further statement, stipulation or other document in the pending Pennsylvania-Central
merger proceedings before the I. C. C. . . ., or any judicial review thereof, other than in
connection with (a) a position relating to the New Haven taken by any other party
. . . or (b) a failure of the I. C. C. to find either (i) that the New Haven should b
nc 

e
iliided in such merfer or (ii) that jurisdiction is to be retained by the I. C. C. for
later determination o any petition by the New Haven for such inclusion, provided, how-
ever, that any such statement, stipulation or other document made or filed by the Trus-
tees shall not be inconsistent with the provisions and intent of this Agreement." The
reorganization court suggested that the bondholders rather than the trustees press for
early inclusion due to the impropriety of the trustees' taking "any action which would be
or appear to be a repudiation of [the contract's] letter or spirit." See Erie-Lackawanna
R. Co. v. United States, 279 P. Supp., at 333; and see Oscar Grues ce Son V. United
States, 261 F. Supp., at 393-394.
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Upon its independent review of the record, the Commission found that the
asset value of the New Haven properties to be transferred to Penn Central
and of the consideration to be given in exchange was $125,000,000. The
Commission concluded that payment of that sum by Penn Central to the
New Haven estate would be both "just and reasonable" as a condition of
the merger under § 5 of the Interstate Commerce Act, and "fair and equitable"
as part of a plan of reorganization under § 77 of the Bankruptcy Act. Un-
willing to defer the merger until inclusion could take place but recognizing
that the danger of an end to all New Haven operations was "very real,"
331 I.C.C., at 654, the Commission authorized financial aid from Penn
Central to prop up the debtor during the interim period between merger
and inclusion to ensure New Haven's continued functioning until its ac-
quisition by Penn Central. See Penn-Central Merger Cases, 389 U.S., at 509.

4. The inclusion litigations. At this juncture the Commission's determina-
tion of the terms of inclusion was subjected to simultaneous judicial review
in two separate forums. On January 23, 1968, eight days after this Court's
approval of the merger and eight days before the merger itself, the New
Haven bondholders commenced five actions in the United States District
Court for the Southern District of New York to set aside the Commission's
Order. The three-judge District Court reconvened to hear the actions and
shortly thereafter consolidated the five cases into one. On March 29, 1968,
the Commission certified the first step of its plan for the reorganization of
the New Haven—the sale of its assets to Penn Central—to- the reorganization
court.' Pursuant to § 77(e) of the Bankruptcy Act, 11 U.S.C. § 205 (e) , the
New Haven bondholders filed their objections to the Commission's plan
following notice given by the reorganization court. Thus, the identical ques-
tion of the price Penn Central must pay for the New Haven assets came
at the same time before the three-judge District Court in New York and
the single-judge District Court in Connecticut.
On July 10, 1968, the three-judge court, following extensive briefing and

argument on the numerous issues underlying the price question, found itself
unable to agree with the Commission in several major respects. It therefore
vacated so much of the Commission's order as found the terms of Penn
Central's acquisition of the New Haven's assets to be just and reasonable
and remanded the cause for further proceedings. New York, New Haven and
Hartford Railroad Company, First Mortgage 4% Bondholders' Committee v.
United States, 289 F. Supp. 418. On August 13, 1968, also after extensive
briefing and argument, the reorganization court independently returned the
Commission's plan for further proceedings. In re New York, N. H. & H. R
Co., 289 F. Supp. 451. On the overriding question of price, the two courts
were in accord: by fixing the worth of the New Haven at $125,000,000, the
Commission had substantially understated the value of the properties to
be transferred. The three-judge court estimated the understatement to be on
the order of $45,000,000 to $50,000,000; the reorganization court, $33,000,000 to
$55,000,000. 289 F. Supp., at 440, 465.
Meanwhile, the continuing drain on the New Haven's dwindling cash

reserves called for—and received—drastic action. Upon remanding the Com-
mission's proposed plan under § 77, the reorganization court ruled that un-
less the Commission ordered inclusion by January 1, 1969, the court would
entertain a motion to dismiss the reorganization proceeding, resulting in
termination of all the New Haven's train service. 289 F. Supp., at 459. The
court recommended that the Commission direct the early inclusion of New
Haven with a partial payment of the purchase price, deferring other issues
to later resolution. Id., at 466.
On the rethand, the Commission reopened the record for the reception

of further evidence and briefing in accordance with the instructions of the
two reviewing courts. Its revaluation of the New Haven properties, announced

47 The reorganization court had authorized the New Haven trustees to pursue a
"two-step" plan before the Commission, in which the debtor's estate would sell its assets
to Penn Central and then the trustees would file a specification of the terms to he ac-
corded the security holders. In 1967. the Court of Appeals for the Second Circuit affirmed
the District Court's authorization order with certain modifications not here pertinent.
postponing consideration of the merits of the "two-step" plan because of the prema-
turity of the ouestion as then presented. In re New York. N. H. & H. R. Co.. 378 F. 2d
635. 629. Pursuant to the plan of reorganization. the New Haven is to be reconsti•
tilted as a closed-end. nondiversified manae•eemnt investment company. gee Pennsylvania
Railroad Comnanu—Meraer—New York Central Railroad Comnany. 334 I. C. C. 25,
93 ("Fourth Supplemental Report"). The reorganization court has withheld disposition
of the second or "distributive sten of the plan pending this Court's resolution of the
question of price. In re New York, N. H. & H. R. Co., 304 F. Supp. 1121, 1123-1124.
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on November 25, 1968, resulted in an increase in total worth of some
$37,700,000, yielding a new price of $162,700,000 for the properties to be
transferred. Pennsylvania Railroad Company—Merger—New York Central
Railroad Company, 334 I.C.C. 25, 53 ("Fourth Supplemental Report"). But the
Commission then invoked "other pricing considerations" not taken into ac-
count at the time of its prior report. Application of the new considerations
effected a reduction of $22,081,000 from the newly calculated asset value,
leaving a net value of $140,600,000—$15,600,000 more than the Commission's
initial estimate, but $17,400,000 less than the lowest range of value sug-
gested by either of the two District Courts. In addition, the Commission
required Penn Central to pay $5,000,000 towards the New Haven's interim
operating expenses and, yielding to the directive of the reorganization court,
ordered Penn Central to take over the New Haven properties by January 1,
1969. 334 I.C.C., at 74, 76.
The Commission certified its revised plan to the reorganization court on

December 2, 1968. Within three weeks the bondholders filed their objections.
On December 24, 1968, the reorganization court released the assets of the
debtor's estate to Penn Central without approving the price terms set by the
Commission. The court reiterated that failure to include New Haven in Penn
Central by January 1, 1969, would result in immediate termination of all
New Haven train service. On December 31 the estate transferred its assets
to Penn Central.
At once the bondholders pressed for judicial review of the Commission's

revised evaluation. With their objections to the plan of reorganization already
pending before the reorganization court, representatives of holders of the
debtor's first and refunding mortgage 4% bonds commenced two separate
actions against the United States and the Commission before the three-judge
District Court in New York. The Manufacturers Hanover Trust Company and
the Chase Manhattan Bank, trustees under other mortgage bonds, commenced
two more actions against the same defendants." The three-judge court con-
solidated the four cases and granted intervention—to the New Haven trustees
as parties plaintiff and to Penn Central, the Commonwealth of Massachusetts,
and the States of Rhode Island, Connecticut and New York as parties
defendant.
On May 28, 1969, the reorganization court again rejected the plan sub-

mitted by the Commission. Although it accepted the Commission's determina-
tions on some issues, the court overruled the Commission with respect to its
valuation of the New Haven's Harlem River and Oak Point freight yards
and its added deductions introduced for the first time on the remand. The
court also instituted its own "underwriting" plan to ensure equivalent value
for the estate with respect to the Penn Central common stock given in partial
consideration for the transferred New Haven properties. In re New York,
N. H. te H. R. Co., 304 F. Supp. 793. An order implementing decision and
remanding to the Commission was entered on July 28, 1969. 304 F. Supp.
1136.
On June 18, 1969, the three-judge court filed its opinion in the bond-

holders' action. With one judge in dissent, the court upheld the Commission's
valuation of the freight yards and its added deductions on the remand. The
court also adopted the underwriting plan authored by the reorganization
court. New York, New Haven and Hartford Railroad Company, First Mort-
gage 4% Bondholders' Committee v. United States, 305 F. Supp. 1049. A de-
cree fixing the terms of judgment followed on September 11, 1969."

" The United States Trust Company, as indenture trustee under the New Haven's
Harlem River Division mortgage, had been one of the bond holder plaintiffs on the
first round. At the suggestion of the reorganization court, 289 F. Sump.. at 464, it
received recognition of its secured status on the remand, when the Commission directed
Penn Central to assume the Division bonds. 334 I. C. C., at 70. The trustee sought no
further review.

In a Fifth Supplemental Report, decided July 10, 1969, and modified August 26, 1969,
the Commission complied with the directive of the three-judge court to prepare and
serve a proposed decree reflecting the changes ordered in that court's opinion of June 18,
1969. After making the required adjustments, the Commission ordered Penn Central to
pay New Haven an additional $990.000 in stocks, bonds, and cash in the same relative
percentages as provided in the Fourth Supplemental Report. In addition, the Commis-
sion called upon the parties to submit proposed terms of a detailed decree relating to
the underwriting plan originated by the reorganization court and adopted by the three-
judge court. 334 I. C. C. 528. The order of the Commission accompanying the Fifth
Supplemental Report does not appear to have undergone judicial review. At any rate, it
is moot in lioht of th action we take today with respect to the judgments of the New
York and Connecticut District Courts relating to the Second end Fourth Supplemental
Reports.
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With the two District Courts thus in agreement, after two rounds of
judicial review, on many of the substantial issues that had come before them,
but in disagreement on matters amounting to more than $28,000,000 in value,
the bondholders took direct appeals to this Court from the judgment of the
three-judge court. They also appealed from the order of the reorganization
court to the United States Court of Appeals for the Second Circuit. The
United States, the Commission, and Penn Central took no appeals from the
decree of the three-judge court but cross-appealed to the Court of Appeals
from the order of the reorganization court. The Court of Appeals consolidated
the appeals from the reorganization court, and the parties then petitioned this
Court to grant certiorari to the Court of Appeals in advance of its judgment,
pursuant to 28 U.S.C. §§ 1254 (1) and 201 (e), and Rule 20 of this Court.
We noted probable jurisdiction of the appeals from the order of the three-
judge court and, with respect to the judgment of the reorganization court,
granted certiorari to the Court of Appeals before judgment, accelerating
briefing and argument to permit disposition of these cases at the current
Term. 396 U.S. 1056.52

II

We first consider the dual review to which the District Courts in New
York and Connecticut subjected the price determinations of the Interstate
Commerce Commission. From the outset all the parties in the three-judge
court recognized that the pricing questions presented in the litigation there
were also destined to come before the reorganization court under § 77 of the
Bankruptcy Act.51 Confronted with the prospect of duplicate litigation, the
New Haven bondholders asked the three-judge court to enjoin the Commission's
certification of its plan of reorganization to the District Court in Connecticut.
Counsel urged that "if such certification is not restrained, the questions pre-
sented by the complaint herein under Section 5 (2) of the Interstate Com-
merce Act will also be before the Bankruptcy Court under Section 77 of the
Bankruptcy Act . . . ." The three-judge court denied the bondholders' applica-
tion for injunctive relief. In its view, "the balance of convenience tilt[ed]
heavily in favor of allowing the Connecticut court to proceed to such extent
as it is advised," since the grant of such an injunction could delay the re-
organization proceedings for a substantial time.
In this ruling the three-judge was correct. The jurisdiction of the re-

organization court was not open to question. Upon its approval of the
New Haven's petition for reorganization in 1961, that court had acquired
"exclusive jurisdiction of the debtor and its property wherever located . . . ."
Bankruptcy Act, § 77 (a), 11 U.S.C. § 205 (a).52 Subject to the court's control,

5° At the same time we affirmed the judgment of the three-judge court in No. 919,
Providence & Worcester Co. V. United States, 396 U. S. 555, and denied certiorari in No.
918. Providence N Worcester Co. V. Smith, 396 U. S. 1062. In these cases, companions
to the main litigation, the Providence & Worcester Company sought plenary review of the
District Courts' orders insofar as they had sustained the Commission (1) in requiring
Penn Central to operate its trains over the Providence & Worcester tracks as a leased
line under the conditions of a former long-term lease to New Haven. subject to Penn
Central's right to commence an abandonment proceeding before the Commission under
§ 1 (18) of the Interstate Commerce Act, 49 U. S. C. § 1 (18), and subject further to
Providence & Worcester's securing a charter revision to eliminate voting restrictions
against Penn Central as a principal shareholder; and (2) in limiting the liability of
Penn Central with respect to certain claims of Providence & Worcester, both in rem
and in personam, arising against the New Haven prior to the latter's inclusion in
Penn Central. See Manufacturers Hanover Trust Co. v. United States, 300 F. Supp.
185 (opinion of three-judge court).

51 A similar problem had presented itself in the immediately preceding round of the
litigation arising from the merger. There the Commission's order had embraced not only
the Penn Central combination and the takeover of New Haven, but the inclusion of
the "protected carriers" in the Norfolk & Western system as well. See n. 11, supra.
Despite the variety of issues and the number of parties, the cases eventually came be-
fore a single District Court, and the danger of multiple litigation in six or more
different courts was avoided. See Erie-Lackawanna R. Co. v. United States. 279 F.
Sunp.. at 323-324, aff'd sub nom. Penn-Central Merger Cases, 389 U. S., at 497 n. 2,
503. 505 n. 4. Even earlier, when the Commission had first ordered inclusion of all
New Haven service as a condition to the Penn Central merger, it had pointed out that
"since New Haven is in bankruptcy, its inclusion will entail reorganization problems
under section 77 of the Bankruptcy Act which must be resolved in conjunction with any
inclusion proceeding herein." Merger Report. 327 I. C. C., at 525; see also id., at 527;
and Pee Second Supplemental Report, 331 I. C. C.. at 652.

52 Callaway v. Benton. 336 U. S. 132. 142; Meyer v. Fleming, 327 TT. S. 161, 164;
Thompson v. Magnolia Petroleum Co.. 309 U. S. 478, 483; Continental Illinois National
Bank & Trust Co. v. Chicago, R. I. & P. R. Co.. 294 U. S. 648. 662: at. Ex parte Baldwin
291 U. S. 610, 615; Isaacs v. Hobbs Tie & Timber Co., 282 U. S. 734, 737
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the trustees whom it appointed were empowered "to operate the business of
the debtor." Bankruptcy Act, § 77 (c) (2), 11 U.S.C. § 205 (c) (2). They
were thus charged with the dual responsibility of conserving the debtor's
estate for the benefit of creditors and preserving an on-going railroad in the
public interest. Massachusetts v. Bartlett, 384 F. 2d 819, 821, cert. denied,
390 U.S. 1003; 5 Collier on Bankruptcy ¶ 77.02, at 469-470 (14th ed. 1969).'
With these goals in view, the statute bestowed a "broad and general" authority
upon both the court and the trustees. Cf. Palmer v. Massachusetts, 308 U.S. 79,
85. The provisions of § 77 "doubtless suffice[d] to confer upon the [reorganiza-
tion] . . . court . . . power appropriate for adjusting property rights in the
railroad debtor's estate and, as to such rights, beyond that in ordinary
bankruptcy proceedings." Id., at 85-86; cf. Collier, supra, ¶ 77.11, at 498-499.
Together, the court and the Commission "unquestionably" had "full and
complete power not only over the debtor and its property, but also, as a
corollary, over any rights that [might] be asserted against it." Callaway v.
Benton, 336 U.S. 132, 147." One such power was precisely that which the
Commission was about to propose that the reorganization court exercise—
the power to confirm a plan of reorganization providing for "the sale of
all . . . of the property of the debtor . . . ." Act, § 77 (b) (5), 11 U.S.C.
§ 205 (b) (5). To that end the Commission was required to certify its proposal
to the court as a prerequisite to judicial approval. Act, § 77 (d), 11 U.S.C.
§ 205 (d). Injunctive intervention by the three-judge court would thus have
disrupted an essential statutory phase of the New Haven reorganization.
The United States also sought to avoid duplicate litigation—but by bypassing

the New York rather than the Connecticut federal court. In a motion filed
shortly after the commencement of the New Haven bondholders' suit in
the three-judge court, the Government moved to dismiss the complaints
for lack of subject-matter jurisdiction. In support of the motion it was
argued that (1) until the Commission certified the terms of inclusion to the
reorganization court, the Condition 8 under which Penn Central had pledged to
take in New Haven was not satisfied and the Commission's order was not yet
reviewable; (2) by virtue of the § 77 aspects of the case, the reorganization
court had exclusive jurisdiction over the pricing questions sought to be pre-
sented to the three-judge court; and (3) even on the assumption that the
three-judge court had jurisdiction, it should stay its hand as a matter of equity.
to avoid an unnecessary interference with the proceedings before the reorgani-
zation court.
The Government's motion to dismiss was opposed by Penn Central, the

New Haven trustees, the State of New York, and the bondholders. Significantly,
the Commission did not oppose the motion. Indeed, the Commission agreed
with the United States that "most (and perhaps all) of the issues raised by
the plaintiffs in this three-judge Court will be reviewable by the Rorganiza-
tion Court," conceded that "the resulting concurrent jurisdiction is awkward,
at least in theory," and concluded tentatively that "the scope of judicial
review . . in the Reorganization Court would, as a practical matter[,]
be the same as in this three-judge Court." The three-judge court denied
the Government's motion to dismiss. The bondholders' actions, the court said,
came within the letter of the statutes authorizing review of orders of the
Commission. The court conceded there was "an area of overlap" between
the work of the New York and Connecticut forums, but thought nothing in
§ 77 or decisional law superseded that dual arrangement. See 289 F. Supp.,
at 424 n. 3.
The three-judge court correctly observed that in ordering New Haven's in-

clusion in Penn Central the Commission had properly exercised its authority
under both § 5 of the Interstate Commerce Act and § 77 of the Bankruptcy
Act. The fact that the New Haven was in reorganization under the Bank-
ruptcy Act did not preclude the Commission from exercising its statutory
power, in passing on the merger application of two railroads, to require the

53 Cf. Continental Illinois National Bank & Trust Co. V. Chicago, R. I. & P. R. Co
294 U. S.. at 676; Van Schlaick v. McCarthy, 116 F. 2d 987. 992.

54 In Callaway, this Court stressed the control the reorganization court has over the
debtor's property, including any leasehold estate: "Clearly, control of the physical prop-erty must remain in the court which has the ultimate responsibility for operating it. Andin order to protect the estate of the debtor from dissipation through losses suffered in theoperation of the lessor's property, responsibility for the determination of the amount ofthe losses and provision for their recoupment from the lessor was properly lodged in thecourt supervising the reorganization of the debtor." 336 U. S., at 144.
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inclusion of a third. Interstate Commerce Act, § 5 (2) (d), 49 U.S.C. § 5
(2) (d).55 "The Commission can undoubtedly carry on § 5 proceedings simul-
taneously with § 77 reorganization proceedings . . . ." Callaway v. Benton,

336 U.S., at 140. Here the transfer of the New Haven assets was as much
a part of a merger under § 5 as it was a plan of reorganization under § 77.

Moreover, at the outset of the litigation, the jurisdiction of neither the New
York nor the Connecticut court was "complete." On the one hand, the
reorganization court lacked coercive power over Penn Central: under § 77
it could neither approve nor disapprove the merger qua merger, and it
could not compel Penn Central to purchase the New Haven assets. So far
as § 77 was concerned, Penn Central stood in the position of a potential
purchaser, willing but not obliged to buy the New Haven properties. Cf.
Callaway v. Benton, 336 U.S., at 137; Group of Institutional Investors V.
Chicago, M., St. P. & P. R. Co., 318 U.S. 523, 550; Old Colony Bondholders v.
New York, N. H. & H. R. Co., 161 F. 2d 413, 434 n. 5 (Frank, J., dissenting),
cert. denied sub nom. Protective Committee v. New York, N. H. & H. R. Co.,
331 U.S. 858; In re New York, N. H. & H. R. Co., 54 F. Supp. 595, 619. On
the other hand, the three-judge court could not by itself effect a conveyance of
the New Haven properties to Penn Central, nor could it compel the debtor's
trustees to do so without the consent of the reorganization court.
Moved largely by the concern that neither court might have jurisdiction

over the entire case, the three-judge court was of the opinion that matters
should proceed simultaneously in both forums with a view to bringing the
§ 5 and § 77 aspects before this Court at the same time. Given the complexi-
ties of the jurisdictional question and the importance of an expedited de-
termination of the merits, the three-judge court produced an understandable
solution to the problem insofar as it ensured that the entire case would come
before this Court without the risk that the parties might have spent an
extensive period litigating in the wrong forum.
But the circumstances of the case did not inexorably command review in

two separate courts. There was no danger that application of the "fair and
equitable" test under § 77 (e) (1) would yield results different from those
to be produced by the "just and reasonable" test of § 5 (2) (b) for mergers
or the "equitable" test for inclusions under § 5 (2) (d). See Calloway v.
Benton, 336 U.S., at 140.' The reorganization statute mandates that any
disposition of the debtor's properties must not be "inconsistent with the
provisions and purposes" of the Interstate Commerce Act, Bankruptcy Act,
§ 77 (f), 11 U.S.C. § 205 (f), and "the requisite findings under the two acts are
equivalent." In re Chicago, R. I. & P. R. Co., 168 F. 2d 587, 594, cert denied
sub nom. Tewas v. Brown, 335 U.S. 855. This Court has stressed that § 77
incorporates the elements of § 5, St. Joe Paper Co. v. Atlantic Coast Line R. Co.,
347 U.S. 298, 310, and we have ruled that where the Commission proposes
a merger as part of a § 77 plan of reorganization, it must act "in accordance
with all the requirements and restrictions applicable to mergers" under the
Interstate Commerce Act, id., at 309; cf. Ecker v. Western Pacific R. Corp.,
318 N.S. 448, 481; New England Coal & Coke Co. v. Rutland R. Co., 143 F.
2d 179, 186. Here the Commission had demonstrated its awareness of the
statutory interrelationship, specifically devising inclusion terms under § 5 to
satisfy the requirements of § 77. Second Supplemental Report, 331 I.C.C.,
at 654.

Moreover, there was no reason to suppose that the reorganization court
would be unable to adjudicate all the questions presented by the terms of
the Commission's inclusion order. Although the three-judge court expressed
concern that certain issues, such as a loss-sharing arrangement during the
interim period between merger and inclusion, might not lie within the

55 Section 5(2) (d) provides: "The Commission shall have authority in the case of a
proposed [merger] transaction under this paragraph involving a railroad or railroads, as
a prerequisite to its approval of the proposed transaction, to require, upon equitable
terms, the inclusion of another railroad or other railroads in the territory involved, upon
petition by such railroad or railroads requesting such inclusion, and upon k finding that
such inclusion is consistent with the public interest."

56 For the text of § 5 (2) (d), see n. 55, supra. Section 5 (2) (b) provides in pertinent
part: "If the Commission finds that, subject to such terms and conditions and such
modifications as it shall find to be just and reasonable, the proposed [merger] trans-
action is within the scope of [an earlier subdivision of the statutel . . . and will he
consistent with the public interest. it shall enter an order approving and authorizing
such transaction, upon the terms and conditions, and with the modifications. so found
to be just and reasonable . . . ."
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jurisdiction of the reorganization court, the reorganization court nevertheless
reached those issues without, so far as the record discloses, jurisdictional
objections from any party.
The three-judge court thus confronted a situation where it was asked to

consider the same pricing questions, to be determined by recourse to the
same standards of review, as the reorganization court. "[N]ot only would it
. . . involve . . . a duplication of labor to [accept] . . . jurisdiction but it
might"—and in fact did—"result . . . in contradictory rulings upon the
same issue[s]," Palmer v. Warren, 108 F. 2d 164, 167, aff'd, 310 U.S. 132. In
these circumstances the three-judge court might well have stayed its hand
under the traditional principle that "the court first taking over the res,
draws to itself power to determine all claims upon it." Palmer v. Warren,
supra; cf. Oklahoma v. Texas, 258 U.S. 574, 581; Palmer v. Texas, 212 U.S.
118, 126, 129; Wabash R. Co. v. Adelbert College, 208 U.S. 38, 54; Farmers'
Loan c Trust Co. v. Lake Street Elevated R. Co., 177 U.S. 51, 61. We recognize
that that principle has commonly applied in cases where both courts assert
in rem jurisdiction over the property in dispute, and that here the three-
judge court's jurisdiction was in personam in character. But the conflict was
nonetheless one "between two coordinate courts of concurrent, overlapping
jurisdiction, neither belonging to a class which by paramount law is cate-
gorically given a jurisdiction over the particular subject matter paramount
to the jurisdiction of the other." In re New York, N. H. ce H. R. Co., 26 F.Supp.
18, 24, aff'd sub nom. Palmer V. Warren, supra. And given that conflict, the
three-judge court could have followed the settled proposition that "the court
which first acquired jurisdiction through possession of the property is vested,
while it holds possession, with the power to hear and determine all contro-
versies relating thereto." Lion Bonding & Surety Co. v. Karatz, 262 U.S.
77, 89.

Surely a vesting of primary jurisdiction in the reorganization court com-
ports with the basic purpose of § 77. Congress enacted that statute in part
"to prevent the notorious evils and abuses of consent receiverships," New
England Coal Coke Co. v. Rutland R. Co., 143 F. 2d, at 184, of which
one of the more egregious was the requirement of an ancillary filing and
order of appointment in the federal court for every district in which the debtor
had property. See Collier, supra, 1[77.02, at 467. Although, of course, the
jurisdiction of the three-judge court was not ancillary to that of the re-
organization court in a technical sense, dual review of issues ultimately going
only to the valuation of the debtor's estate would resurrect the discredited
practice of the equity receivership—it "would tend greatly to foment conflicts
between coordinate courts and compel creditors, in the protection of their
interests, to ride the circuit, demonstrating the basis of their positions in suc-
cessive courts." In re New York, N. H. & H. R. Co., 26 F. Supp., at 23.
But we need not decide the question exclusively on the grounds just set out.

For in the circumstances in which the United States presented its motion to
dismiss in this case, the course of prior litigation had left the three-judge court
virtually nothing to decide. On January 15, 1968, this Court had upheld the
validity of the Penn Central merger under § 5 of the Interstate Commerce
Act, conditioned on the inclusion of New Haven on terms subject to objections to
be "registered and adjudicated in the bankruptcy court or upon judicial review
as provided by law." Penn-Central Merger Cases, 389 U.S. at 511. We had
permitted a postponement of the inclusion of New Haven on the basis of
Penn Central's acceptance of the inclusion requirement, id., at 509, and because
by its act of merger Penn Central would "perforce accept . . . appropriate
conditions respecting the New Haven . . . ." Id., at 510.
Two weeks later Penn Central merged. At that point the lack of jurisdictional

"completeness" in the reorganization court, to which we have referred, was
cured; for there now remained no question of Penn Central's obligation to take
over the assets of the New Haven. With Penn Central having given its irrevo-
cable consent to the inclusion of New Haven by its act of merger, it was
evident that whatever terms the reorganization court might confirm, subject to
review on appeal to the Court of Appeals followed by certiorari here, would
bind Penn Central by virtue of its merger commitment. Of course, the terms of
the inclusion must themselves be "just and reasonable" and "equitable" under
§ 5. But those terms now involved only the value to be accorded the assets trans-
ferred, and resolution of that issue was the essence of the § 77 process. "The
heart of. . . a determination [of the validity of a plan of reorganization] is a
finding of fact . . . as to the value of the debtor's property." In re New York,

fr
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N. H. d H. R. 47 F. 2d 40, 49, cert. denied sub nom. Massachusetts v.
New York, N. H. 

Co.,
1H. R. Co., 325 U.S. 884. See Collier, supra, § 77.14, at 538-

539; cf. Consolidated Rock Prods. Co. v. Du Bois, 312 U.S. 510, 524-525 ;
First National Bank v. Flershem, 290 U.S. 504, 527; Second Supplemental Re-
port, 331 I.C.C., at 652. In short, with identical issues before the two courts,
with those issues involving only questions going to the value of a § 77 debtor's
estate, with congruent standards of review, and with the irrevocable promise
of Penn Central to take in New Haven, the three-judge court should have
stayed its hand in the New Haven bondholders' litigation.'
Prior decisions of other three-judge courts, affirmed by this Court on

direct appeal, lend support to the proposition that the three-judge court
should have deferred to the reorganization court. In Chicago d N. W. R. Co.
v. United States, 52 F. Supp. 65, the debtor railway company brought suit
against the Commission in the United States District Court for the Northern
District of Illinois, seeking three-judge court review of a plan of reorganiza-
tion previously approved by the Commission and the courts. The District
Court noted its "limited power" under the statute providing for review by a
court of three judges, 52 F. Supp., at 66. It conceded the "seemingly ap-
plicable language" of the three-judge-court statute to "any order of the
Interstate Commerce Commission," but held that once the Commission has
approved a plan of reorganization under § 77, "appeal from Commission
orders in connection with bankruptcy proceedings lies only to a district
court, of one judge) sitting in bankruptcy, not to a district court (of three
judges) assembled under the Urgent Deficiencies Act." Id., at 67. " On direct
appeal, this Court summarily affirmed the District Court's judgment. 320
U.S. 718.
Even closer in point is a case that arose during the first reorganization

of the New Haven Railroad—Group of Boston & Providence R. Corp. Stock-
holders v. ICC, 133 F. Supp. 488. Shareholders of the Boston & Providence,
also undergoing reorganization, sought judicial review before a three-judge
court of the Commission's refusal to provide joint rates as between New
Haven and Boston & Providence—exclusively an Interstate Commerce Act
function. See Act, § § 1 (4), 15(6), 49 U.S.C. § § 1 (4), 15 (6). The court
held that to grant the shareholders the ruling they sought would contravene
the revenue-allocation formula already adopted by the New Haven's reorganiza-.
tion court and affirmed by the Court of Appeals and the Supreme Court,
The three-judge court accepted the view of the Commission that "so long aa
the Boston & Providence lines are operated by the New Haven as lessee for
the account of the lessor . . . , the Connecticut district court . . . has exclusive
jurisdiction to pass on the accounting for such operation." 133 F. Supp., at
493. Again, this Court summarily affirmed. Boston d Providence R. Corp.
Stockholders v. New York, N. H. d H. R. Co., 350 U.S. 926.
We therefore hold that the three-judge court here should have granted

the Government's motion to the extent of deferring to the reorganization
court in proceedings ultimately involving only the price to be paid for the
assets of the debtor's estate.'

57 Such abstention would in no way have limited Penn Central's full participation
in judicial review of the Commission proceedings. Penn Central came before the re-
organization court as a "party in interest" under § 77 (e) and did not oppose the order
of the court making it a party to the proceeding •, the company participated fully in
all further hearings in the reorganization court; it took a protective appeal from the
judgment of the court remanding the matter to the Commission after the first round
of review, and it appealed again from the judgment of the court following the second
round of review. At no time has anyone questioned Penn Central's status as a party
litigant in the reorganization court or challenged its right to make a full presentation of
its case there, on appeal to the Court of Appeals, or on review by writ of certiorari in
this Court.

58 The District Court also relied upon the prior adjudication of the validity of the
plan. See 52 F. Supp., at 66 n. 1, 67.

59 It is noteworthy that when the Commission drafted the provision under which
Penn Central was obligated to take in New Haven, it evidently contemplated that re-
view would take place only in the reorganization court. Condition 8 of the Merger, Re-
port, the text of which is set out in the text above at p. 12, required Penn Central to
take in New Haven with terms of inclusion to be "fair and equitable"—language peculiar
to the Bankruptcy Act, and instinct with legal significance peculiar to that statute. See
Case v. Los Angeles Lumber Prods. Co., 308 U. S. 106, 115-119; Bankruptcy Act,
§ 77 (e) (1), 11 U. S. C. § 205 (e) (1). Condition 8 subjected the agreement negotiated by
the parties to "the approval of the Bankruptcy Court and the Commission." And it
also provided, in the event the parties were unable to agree to the elements of in-
clusion, for the imposition of "such fair and equitable terms and conditions

. 

as the
Commission may impose, . . . subject to approval by the Bankruptcy Court . . ." Re-
peated references to terms of art in bankruptcy law and to the bankruptcy court cannot
be thought to lack meaning. Still less can we assume that the studied omission of +my
mention of the three-judge court was without significance.
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Ill

In turning to the judgment of the reorganization court, we first review
the standards under which that court passed upon the Commission's rulings.

After 35 years of §77, as amended, it is unnecessary to recanvass the two
basic objectives of the statute—the conservation of the debtor's assets for
the benefit of creditors and the preservation of an on-going railroad in
the public interest. See generally Collier, supra, 177.02, at 469-470. Central
to the statutory objective that the reorganized company should, if at all
possible, emerge as a "living, not a dying . . . enterprise," Van Schaick v.
McCarthy, 116 F. 2d 987, 993, is the understanding that "a railroad [is] not.
like an ordinary insolvent estate." Palmer v. Massachusetts, 308 U.S., at 86.
(Footnote omitted.) To the traditional equity jurisdiction of the bankruptcy
court, § 77 adds the oversight of the Interstate Commerce Commission, the
agency "specially charged with the public interest represented by the trans-
portation system." Ibid. The statute contemplates that "[t]he judicial func-
tions of the bankruptcy court and the administrative functions of the
Commission [will] work cooperatively in reorganizations." Warren v. Palmer,
310 U.S., at 138. (Footnote omitted.)
In structuring the cooperative endeavor of agency and court, Congress

"placed in the hands of the Commission the primary responsibility for the
development of a suitable plan" for the debtor railroad. Ecker V. Western Pacific
R. Corp., 318 U.S., at 468. As the Court said in Group of Institutional In-
vestors v. Chicago, M., St. P. & P. R. Co., supra, "The ratio of debt to stock,
the amount of fixed as distinguished from contingent interest, the kind of
capital structure which a particular company needs to survive the vicissi-
tudes of the business cycle—all these have been reserved by Congress for the
expert judgment and opinion of the Commission, which the courts must
respect." 318 U.S., at 545. See also In re New York, N. H. & H. R. Co.,
54 F. Supp. 595, 604. In the development of the plan of reorganization, § 77
also has 'accorded the Commission primary responsibility for determining
wherein lies the "public interest," which does not refer generally to matters
of public concern apart from the public interest in the maintenance of an
adequate rail transportation system, cf. United States v. Lowden, 308 U.S.
225, 230, but includes "in a more restricted sense," ibid., concern for "the
amount and character of the capitalization of the reorganized corporation,"
Ecker v. Western Pacific R. Corp., 318 U.S., at 473-474; cf. Massachusetts v.
Bartlett, 384 F. 2d, at 821, as well as the "adequacy of transportation service,
. . . Its essential conditions of economy and efficiency, and . . . appropriate
provision and best use of transportation facilities." Temas V. United States,
292 U.S. 522, 531; New York Central Securities Corp. v. United States, 287
U.S. 12, 25. As is clear from the legislative history and § 77 itself, the
deference to the Commission as initiator of the plan of reorganization stems
from the "recognition by everyone of the advantages of utilizing the facilities
of the Commission for investigation into the many-sided problems of trans-
portation service, finance and public interest involved in even minor railroad
reorganizations and utilizing the Commission's experience in these fields
for the appraisals of values and the development of a plan of reorganization,
fair to the public, creditors and stockholders." Ecker V. Western Pacific R.
Corn., 318 U.S., at 468. (Footnote omitted.)
But the respect given the Commission as draftsman of the plan of re-

organization entails no abdication of judicial responsibility for the workings
of the administrative agency. As we have had occasion to say in describing
other aspects •of the Commission's work, "Congress did not purport to trans-
fer its legislative power to the unbounded discretion of the regulatory body.''
Burlington Truck Lines, Inc. v., United States, 371 U.S. 156, 167. Far from
displacing the judicial function, § 77 strikes a "balance between the power
of the Commission and that of the court." Ecker v. Western Pacific R. Corp..
supra. The chancellor remains "a necessary and important factor in railroad
reorganization": the statutory objective is "attained only through properly
coordinated action between the Commission and the court." Id., at 474-475
(Footnote omitted.) It remains for the reorganization court to ascertain that
the Commission "has given consideration to each element of value concerned
in its over-all appraisal, and has not wrongly decided legal questions involved
in the Problems of valuation and of allotment of equivalent securities . . .
Old Colony Bondholders v. New York, N. H. al H. R. Co., 161 F. 2d, at 420
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But the reorganization court may also do more. Under § 77 (c) (13), 11 U.S.C.
§ 205 (c) (13), the court on its own motion may refer matters to a special
master for the hearing of such evidence as the court may desire—a provision
which permits the "building up of a group of men [entirely apart from the
Commission] thoroughly informed in railroad reorganization matters." H. R.
Rep. No. 1897, 72d Cong., 2d Sess., 6 (1933). And under § 77 (e), 11 U.S.C.
§ 205 (e), the court may itself hold hearings upon the Commission's certifica-
tion of its plan of reorganization, at which the court is empowered to take
evidence beyond that received by the Commission—a supplementary power,
unknown to conventional judicial review, but deemed essential to the re-
organization court's exercise of its extraordinary "cram down" powers." See
S. Rep. No. 1336, 74th Cong., 1st Sess., 3 (1935) ; H.R. Rep. No. 1283, 74th
Cong., 1st Sess., 3 (1935). The statutory authority to appoint special masters
and to hold evidentiary hearings reflects the unique powers possessed by
the reorganization court in passing upon the Commission's proposed plan
of reorganization.
In sum, Congress has confided to the reorganization court the "power to

review the plan to determine whether, the Commission has followed the
statutory mandates . . . and whether the Commission had material evidence
to support its conclusions." Reconstruction Finance Corp. v. Denver & R. G.
W. R. Co., 328 U.S. 495, 509; cf. Penn-Central Merger Cases, 389 U.S., at
498-499. In the reorganization court reposes ultimate responsibility for
determining that the plan presented to it by the Commission satisfies the "fair
and equitable" requirement of § 77. See In re New York, N. H. & H. R. Co., 16
F. Supp. 504, 507. And at the heart of that determination, as we have already
noted, is the valuation of the debtor's property. Here, as elsewhere in the
reorganization proceedings, the court must look to the conclusion recommended
by the Commission. See Ecker v. Western Pacific R. Corp., 318 U.S., at 472-473;
cf. Freeman v. Mulcahy, 250 F. 2d 463, 472-473, cert. denied sub nom. Boston

Providence R. Corp. v. New York, N. H. & H. R. Co., 356 U.S. 939; In re
New York, N. H. A H. R. Co., 54 F. Supp. 595, 600. And often the Commis-
sion's conclusion will entail less a statement of mathematical certainty than
an estimate of what the market will say when it speaks to the subject. "But
that estimate must be based on an informed judgment which embraces all
. . . relevant . . . facts . . . ." Consolidated Rock Prods. Co. v. Du Bois,
312 U.S., at 526. "The judicial function is to see to it that the Commission's
'estimate' is not a mere 'guess' but rests upon an informed judgment based
upon an appraisal of all . . . relevant . . . facts . . . , and is not at variance
with the statutory command." Freeman v. Mulcahy, 250 F. 2d, at 473. In
performing that function, the court must proceed with awareness that its
review of the Commission's conclusion on valuation, as with every other
important determination that the court is to make, calls for an "informed,
independent judgment" of its own. Consolidated Rock Prods. Co. v. Du Bois,
vestors v. Chicago, M., St. P. & P. R. Co., 318 U.S., at 564.
There remains to consider the scope of review in this Court in passing

upon the judicial determinations of the reorganization court. That we have
granted certiorari to the Court of Appeals in advance of the appellate court's
judgment does not alter the fact that "our task is limited." Penn-Central
Merger Cases, 389 U.S., at 498. It is not for us to pass upon the myriad
factual and legal issues as though we were trying the cases de novo. "It
is not enough to reverse the District Court that we might have appraised
the facts somewhat differently. If there is warrant for the action of the
District Court, our task on review is at an end." Group of Institutional In-
vestors v. Chicago, M., St. P. & P. R. Co., 318 U.S., at 564.

60Pursuant to § 77 (e), 11 U. S. C. § 205 (e), "the judge shall confirm the plan [of
reorganization] if satisfied that it has been accepted by or on behalf of creditors of
each class to which submission is required . . . holding more than two-thirds in amount
of the total of the allowed claims of such class which have been reported in said
submission as voting on said plan, and by or on behalf of stockholders of each class
to which submission is required . . holding more than two-thirds of the stock of such
class which has been reported in said submission as voting on said plan; and that such
acceptances have not been made or procured by any means forbidden by law: Pro•
vided, That, if the plan has not been so accepted by the creditors and stockholders, the
judge may nevertheless confirm the plan if he is satisfied and finds, after hearing, that
it makes adequate provision for fair and equitable treatment for the interests or claims
of those rejecting it;  that such rejection is not reasonably justified in the light of the
respective rights and interests of those rejecting it and all the relevant facts; and that
the plan conforms to the [statutory] requirements .. .."
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IV

As we have earlier noted, the purchase and sale negotiated by Pennsyl-
vania, New York Central, and the New Haven trustees rested upon the
estimated liquidation value of the New Haven properties to be transferred,
rather than the earning power of the New Haven as an operating entity.
Second Supplemental Report, 331 I.C.C., at 657. The parties to the Purchase
Agreement thus gave recognition to the reality of New Haven's desperate
financial situation, as well as to the power of the reorganization court to
order the sale of the debtor's properties at not less than the "fair upset"
price under § 77 (b) (5) of the Bankruptcy Act. In approving the negotiators'
approach to the price question, the Commission observed that asset value rather
than earning power was the primary determinant because New Haven had
"long been dry of earning power." 331 I.C.C., at 657. "If there is one thing
on this record that is clear and undeniable," the Commission concluded, "it
is that N[ew] H[aven] has neither earning power nor the prospect of
earning power." Id., at 687.
In light of "the chronic deficit character" of the New Haven operation, id.,

at 658, the reorganization court understandably accepted the liquidation ap-
proach to valuation. "The concept of 'going concern value' is fictional as
applied to the New Haven," it said, "because it ignores the Railroad's long
and continuing history of deficit operations." 289 F. Supp., at 455. (Footnote
omitted.)
Before the Commission, the New Haven trustees and Penn Central sub-

mitted complete studies of the debtor's liquidation value, consisting of current
assets, special funds, investments, real estate, and other assets. As the Com-
mission described it, "Liquidation value as used by both the N[ew] II raven]
trustees and Penn-Central [was] the estimated market value that would be
realized in a total liquidation, less the cost of dismantling properties and
other liquidation costs and after discounting proceeds to present worth." 331
I.C.C., at 697; cf. In re New York, N. H. & H. R. Co., 304 F. Supp., at
797-798.
The New Haven study, based on the assets held by the debtor as of De-

cember 31, 1965, was made over a nine-month period by persons who, the
Commission found, were familiar with the railroad, its operating area, and
the nature and condition of its properties. The Penn Central study valued
the assets as of December 31, 1966; it was made in under two months
by persons less familiar with the railroad. Both studies revealed that
nearly half the New Haven's asset value consisted of its holdings in real
estate. The New Haven study produced a gross value for all assets, exclusive
of New Haven's interest in the Grand Central Terminal properties, of
$230,290,000; the Penn Central study, $150,321,000.

Consistent with the liquidation hypothesis, both New Haven and Penn
Central deducted from the gross value of the New Haven assets the expenses
that would be incurred if a liquidation in fact took place. These included
not only the estimated expenses of sale but, in the case of bridges, trestles,
and culverts, removal costs for conversion of the realty to nonrailroad use
—costs that often left the assets with a net negative value. The New Haven
trustees hypothesized both a six- and a 10-year liquidation period, with
expenses for liquidation operations plus taxes and interest aggregating $59,-
481,000 and $76,847,000, respectively; Penn Central estimated the expenses
of a 10-year sale to be $62,172,000. The net liquidation value of the assets
was arrived at by deducting the liquidation expenses and certain current
assets not to be transferred to Penn Central, along with a further discount
to present worth to reflect the hypothesis that receipts would be coming in
over a six- -or 10-year period.
The Commission concluded that once the New Haven estate embarked

on a liquidation sale, it would dispose of the assets as quickly as practicable;
the Commission accordingly found that "the bulk of the liquidation could
be completed within a period of 6 years." 331 I.C.C., at 663. The Commission
also concluded that the 6% discount rate employed by New Haven and
challenged as too low by Penn Central was offset by the conservative valua-
tion of the assets themselves. Id., at 664. The Commission's ultimate finding
was that the liquidation value of the New Haven assets to be conveyed to
Penn Central "is about $125 million as of December 31, 1966." Id., at 688.
As we have noted earlier, the reorganization court did not accept the

$125,000,000 figure, with a consequent remand and geeond round of review.



567

The bulk of the Commission's valuation has now won the approval of the
reorganization court and is not challenged by any of the parties here. There
remains in dispute, however, the valuation of several items, aggregating
nearly $200,000,000, and it is to those items that we now turn.

1. The Grand Central Terminal properties. By far the largest component
in •the dispute over the liquidation value of the New Haven is the debtor's
interest in the Grand Central Terminal properties. This real estate complex
consists of several parcels in the area of midtown Manhattan bounded by
42d Street on the south, Madison Avenue on the west, 60th Street on the
north, and Lexington Avenue on the east. Included in the properties are the
Barclay, Biltmore, Commodore, Roosevelt, and Waldorf-Astoria hotels; the
Pan American building as well as other office buildings along Park Avenue;
and the Yale Club. The total assessed value of the Grand Central Terminal
properties as of 1965 was $227,225,000.
The New Haven railroad acquired the right to run its trains into Man-

hattan in 1848, when it entered into an agreement for use of the tracks of the
predecessor of the New York Central, to extend for the lives of the re-
spective •charters of the two companies. In 1848 New Haven also acquired
an easement over the tracks by legislation of the State of New York. See
New York, N. H. & H. R. Co. v. ICC, 55 F. 2d 1028, 1030. The 1848 agreement
underlay various subsequent contracts in the 1870's, '80's, and '90's between
the New York Central and the New Haven.
In 1903 and 1904 the State of New York enacted further legislation re-

quiring the placement of the railroad tracks below ground through the
15-block stretch north of the present Terminal. It did not take the Central
entrepreneurs long to realize that compliance with the legislative edict left
the company a vast area of midtown Manhattan suitable for realty develop-
ment. In 1907 Central entered into the basic contract with New Haven under
which the present Grand Central Terminal was built. The 1907 instrument
recited that it had become necessary to rebuild the Terminal, including yards
and tracks, in order to provide facilities for the proper management and
conduct of the two railroads. Central promised to buy needed land and
rights-of-way; New Haven, to make payments in connection with the demoli-
tion of the old station and the construction of the new. The 1907 agreement
further recited that nothing it contained should impair the right of the
parties under the 1848 agreement. It then went on to provide that Central
"doth demise, let and lease" the use of the railroad terminal to New Haven
in common with Central. "Railroad terminal" was defined to "mean and
include the land, and interests in land, and all improvements thereon .
and all rights in any ways on which said land may abut . . . ."
Paragraph 4 of the 1907 agreement provided for joint contributions by New

Haven and Central to Terminal maintenance and operation, calculated on
the parties' respective car and locomotive usage of the station. The paragraph
also obligated New Haven to a minimum annual payment of $160,179.92
without regard to the percentage of its use of the Terminal. In addition, 1 14
of the agreement stipulated that the manager of the enterprise should credit
all rentals and other compensation received from the railroad terminal to "the
fixed charges or to the cost of maintenance and operation of the said Railroad
Terminal, as the same may be applicable."
In 1909, Central and New Haven began the joint financing of construction

on the property referred to in the 1907 agreement, and in 1913, they
entered into a supplemental agreement in order "to express more fully the
intent of the parties hereto as to the right of the New Haven Company
and the Central Company with respect to the construction, maintenance
and use" of the Terminal properties. The supplemental agreement recited
that New Haven's right of user included "the right . . . to join with . . .
Central . . . in the construction, holding, maintenance and leasing of buildings
. . . upon the land included within the Railroad Terminal." The heart of
the 1913 amendment was a detailed provision for the sharing and reimburse-
ment of construction and maintenance costs, along with a reaffirmation of
the procedure established in 1 14 of the 1907 agreement, under which all
rentals were to be credited to the Terminal enterprise. In the following
years the two parties entered into hundreds of subagreements relating to
the leasing, financing, and sharing of rentals from buildings constructed in
the Terminal area. Income from the buildings was credited to the fixed
charges, and to the maintenance and operation of the Terminal itself.
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None of the agreements between Central and New Haven expressly pro-
vided for the disposition of "excess income" left over after the satisfaction
of the Terminal expenses. For half a century after the 1913 agreement, the
"excess income" question was of academic interest only, since expenses an-
nually exceeded revenues. But in 1964, and in each succeeding year, the
accounts showed excess income. New Haven demanded part of it, and Cen-
tral refused. The trustees then brought a contract action in the New
York Supreme Court to protect New Haven's interest in the income.
When the New Haven trustees first began negotiations with Pennsylvania

and Central for the inclusion of the debtor's assets in Penn Central, they
proposed that New Haven's interest in the nonoperating Terminal properties
be excluded from the takeover, with final disposition deferred until the out-
come of the then-pending litigation. But Central insisted it would not consider
inclusion of New Haven in the merger unless it got absolute title to all the
Terminal properties. The New Haven trustees thereupon sought the advice
of legal counsel. They were told that under the agreements with Central,
New Haven not only had no fee or leasehold interest in the properties, but
had no rights at all that would survive cessation of its train service in and
out of the Terminal other than the reimbursement of monies already advanced
towards construction of buildings in the area. Although the New York law-
suit was pending to determine New Haven's right to participate in the excess
income; the trustees concluded that as an alternative to risking "tremendous
expense and long delay" in litigation, 289 F. Supp., at 462, resolution of the
inclusion negotiations was of sufficient value to warrant their transferring
the debtor's interest, whatever it might be, to Penn Central for no considera-
tion whatever in exchange.
From the outset the bondholders dissociated themselves from the trustees

on the question of the debtor's rights in the Terminal properties. Some of
the New Haven creditors claimed the value of those rights to be $20,000,000—
the sum of unreimbursed advances for building construction and capital
improvements as carried on the New Haven books. Others said it was
$50,000,000—the capitalization of one-half the excess income at 5%. Still
others argued for one-half the value of the fee itself—nearly $115,000,000.
In its Second Supplemental Report the Commission eschewed responsibility

for determining the legal rights of New Haven in the properties and set out
only to value the debtor's claim. Confronting the complex legal relationship
between Central and New Haven, with the consequent unpredictability of
litigation, and unwilling to defer valuation of New Haven's interest to the
completion of all possible contract actions between the two parties, the
Commission set the value of the claim at $13,000,000. It arrived at this figure
by taking the average of two unrelated sums: $5,000,000, representing Penn
Central's estimate of the nuisance value of New Haven's claim; and $20,000,000,
representing the capitalization of New Haven's share of the average of the
excess income in 1964 and 1965, based upon its proportional usage of the
Terminal.
Faced with the Commission's disclaimer of responsibility for resolution of

the legal controversy between Central and New Haven, and given the Com-
mission's Draconian solution to the question of value, the reorganization
court appointed a special master to consider New Haven's legal interest in
the Terminal properties.' Based on his study of the complex contractual
relations between the two parties, of which we have touched above only on
the salient features, the Special Master concluded that Central and New
Haven had entered into a "joint venture or partnership . . . of some kind."
The Special Master dismissed as untenable both Central's argument that by
virtue of its sole ownership of the fee it would acquire full right, title, and
interest in the Terminal properties upon the cessation of New Haven's train
service, and the bondholders' argument that as a partner the debtor had an

61 Without pausing to assess the propriety of the method by which the Commission
originally assessed the value of New Haven's interest in the Terminal properties, we think
the reorganization court was correct in undertaking its own resolution of the contractual
question. The validity of New Haven's claim "present[ed] a legal question which must
necessarily be taken into account" in determining value. Old Colony Bondholders v. NewYork, N. H. d H. R. Co., 161 F. 2d 413, 422, cert. denied sub nom. Protective Com-
mittee v. New York, N. H. .1 H. R. Co., 331 U. S. 858. The legal question was one "to
which the Commission's specialized skill and experience do not extend." 161 F. 2d, at 429
(L. Hand, J., concurring). The authority of the court to take further evidence is un
questioned, Bankruptcy Act § § 77 (c) (13), 77 (e), 11 U.S.C. § I 205 (c) (13), 205 (e)
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undivided one-half interest in the fee. In 1907, when the parties entered into

the basic agreement, Central had had title to the realty, and New Haven had

had a perpetual right to the use of the tracks by force of state legislation.

New Haven thus had "not come to the bargaining table in 1907 in the posture

of a supplicant." The two railroads together had joined in the design and

construction of a Terminal complex greater than either needed for its own

requirements; they had undertaken a "major real estate development to extend
over a period of many years"; and to those ends they had provided for a

sharing of the Terminal expenses on the basis of their respective car usage,
along with a commital of Terminal revenues to the operation of the project.
As the Special Master put it, "There can be no question that by mutual

agreement these revenues from all of the Grand Central Terminal properties
were pooled to apply on the fixed charges and maintenance and operational

costs of the Terminal."
In light of the conclusion that Central and New Haven had embarked

on an enterprise akin to a partnership, the Special Master concluded that
once the Terminal revenues satisfied expenses, the excess income belonged
equally to each of the railroads. In his view, the car-use formula of the 1907
agreement ceased to be effective once revenue met expenses, and the principle
of equality between partners took its place. The Special Master noted that
the parties had not expressly dealt with the question whether New Haven's
interest in the properties would end if New Haven ceased to use the Terminal.
But he concluded that in such an event New Haven would still be entitled
to half of the excess income; that right "would not and could not be
terminated by the mere discontinuance of [New Haven] passenger service
into and out of the Terminal."'
On the first round of review the reorganization court accepted the Special

Master's report and incorporated it by reference in its own opinion. The
court therefore remanded the matter to the Commission with instructions
to value New Haven's one-half interest in the Terminal's future excess in-
come. In addition, the court requested the Commission to "consider and make
findings as to what value, if any, attaches to New Haven's present right to
share in the income for the purpose of defraying its cost of operating in and
out of the Terminal." 289 F. Supp., at 463.
In its Fourth Supplemental Report the Commission accepted the determination

of the reorganization court that New Haven would have retained a right
to one-half the excess income even upon liquidation. 334 I.C.C., at 30-31.
Following an extensive consideration of future Terminal expenses and office-
building and hotel income, the Commission projected a future excess income
of $4,550,000 a year, of which New Haven's 50% share, capitalized at 8%,
amounted to $28,438,000. 334 I.C.C. at 39. The new figure thus came to
more than twice that awarded by the Commission on the first round.
The Commission also complied with the request of the reorganization court

that it consider the value of New Haven's right of access into the Terminal.
The Commission concluded that the right would have no value to New Haven
unless a buyer were willing to pay for it; that the only potential buyer in

62 In 1912 Central and New Haven had erected the Hotel Biltmore through a sub-
sidiary, each railroad supplying half the funds, which were finally reimbursed in 1957.
In 1958 Central sought to lease the Biltmore to a controlled subsidiary over New Haven's
objection. When New Haven refused to sign the lease, Central claimed that New Haven
had broken its agreement and thereby had forfeited all interest in that portion of the
enterprise. Central brought suit in New York state court to secure a determination of
the parties' respective interests in the property. See New York Central R. Co. v. New
York, N. H. & H. R. Co., 24 Misc. 2d 414, 208 N.Y.S. 2d 605, aff'd as modified, 13
App. Div. 2d 309, 216 N. Y. S. 2d 928, aff'd per curiam, 11 N. Y. 2d 1077, 184 N. E.
2d 194. The conclusion of the New York courts paralleled those of the Special Master.
The Supreme. Court ruled that New Haven's right to share in rentals after credits to
Terminal expenses survived reimbursement of its investment, 24 Misc. 2d, at 428, 208
N. Y. S. 2d, at 618. The Appellate Division agreed, holding that the parties had. "in
effect, converted themselves into owners of the fee together" and that "the development
of the lands over the tracks was but another step in the joint exploitation of the
Railroad properties made possible by the covering of the tracks . . . in which [prop-
erties] each party had a joint interest. . . ." 13 App. Div. 2d, at 318, 216 N.Y. S. 2d, at
936. The latter court rejected the notion that after paying large sums of money for the
construction of buildings and assuming the risk of loss operations in the Terminal
enterprise, New Haven should have acquired no right "except the right to join docilely
in each of the decisions made by Central." Id., at 319, 216 N. Y. S. 2d, at 937. Although
Central retained sole ownership in the fee, that fee was encumbered by the rights of
New Haven. The Appellate Division concluded that New Haven's position vis-a-vis
Central could be described as that of a partner. Id., at 320, 216 N. Y. S. 2d, at 937.

50-934-71—pt. 2-14
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sight was the State of New York, which would not need to bid for: use of
the Terminal; and, accordingly, that New Haven's right of user was value-
less. 334 I.C.C., at 32. The bondholders' claim of value for the right of access,
the Commission said, amounted to a demand for one-half of all of the
income free of the Terminal expenses. Id., at 32 n. 11. On the second round
of review, the reorganization court agreed that the Commission's determina-
tions must stand with respect to both the liquidation value of New Haven's
interest in the Terminal properties and its right of free access into the
station."
Many aspects of the controversy over the Grand Central Terminal prop-

erties have now dropped from contention." The bondholders no longer claim
that New Haven is entitled to one-half the value of the fee. Penn Central
no longer claims that its fee ownership of the properties reduced New
Haven's status to that of a mere grantee retaining only the privilege of
entry into the Terminal. All parties accept New Haven's right to the
capitalized value of one-half the excess income." What remains is the claim
of the bondholders that New Haven is entitled to the capitalized value of
its share not only of the excess income remaining after satisfaction of the
Terminal expenses, but of the basic income meeting the expenses themselves.
Yet the central finding of the reorganization court remains unrefuted : that
by force of the agreements between New York Central and New Haven, the
Terminal income was first to be devoted to meeting Terminal expenses; only
then was the residue to become available for distribution to the two railroads.
To be sure, the parties customarily referred to their respective shares of the
Terminal revenues. But the Special Master found that the Terminal revenues
were allocated to Central and New Haven on their respective car-use bases
as an accounting convenience. The car-use formula established by the 1907
agreement "resulted, for accounting purposes, in the corresponding proportion
of the revenue entering the Terminal Account being treated as the property
of each railroad, and in each railroad's being relieved pro tanto from the
amount of its liability to meet the charges . . . ."
The bondholders argue that the basic income of the Terminal could

somehow be "freed up" from the obligation to meet Terminal expenses. But
the Special Master considered and rejected that theory.
"Both parties . . . committed themselves to pouring these revenues from

the entire Grand Central complex into the Terminal Account under paragraph

65 "The Special Master . . . concluded there was no value in the interest, principally
because it is not the kind of interest that would survive liquidation; nor, if it did,
could it be assigned. Moreover, there was no evidence that the expenses of maintaining
the terminal would be any less. And the idea that the State of New York, or an inter-
state authority might pay, directly or indirectly, some consideration for availing itself of
that use is highly speculative in view of the bargaining positions of the states and the
disposition of the I. C. C. to require Penn Central to furnish such access free of charge
to a state or public authority which assumed the commuter service, as a condition of
Penn Central's getting rid of that much of the losing and burdensome passenger service.
While mitigation of a burden may in some circumstances furnish a consideration, it is
not a measurable one for the purpose of this issue in the case." 304 F. Supp., at 806.

64 At one stage the litigation over the value of New Haven's interest in the Terminal
properties also involved disputes over which of four different sets of account books the
Commission should use, the base period from which the Commission might extrapolate
future income and expenses, the rate at which the projected income flow should be
capitalized, and the probable income flow from a new office building to be constructed
on the site of the railroad station.

66 The Bondholders Committee presses its challenge that the Commission has under-
stated New Haven's share of excess income by $700,000 a year, with -a capitalized loss
of $8,750,000 in value. The challenge is predicated on the claim that the Commission
improperly concluded that future hotel profits would not increase but would remain
constant. 334 I. C. C., at 38. The reorganization court upheld the Commission in this
regard, 304 F. Supp., at 806. We do not overturn its judgment on a matter such as
this, calling for an informed prediction of future income, expenses, and the rate of re-
turn on invested capital in a specific business activity uniquely located in midtown
Manhattan.
In addition, it is suggested that upon a cessation of New Haven Terminal operations

the costs of maintaining the station would decrease, with a consequent augmentation
In the excess income. Of course the station revenues would decrease as well—perhaps as
much as or more than the expenses. In the absence of any record evidence on the point,
we cannot assume that liquidation would thus have benefited New Haven.
On the second round of review the reorganization court ordered Penn Central to pay

New Haven the latter's share of accrued excess income for 1967 and 1968, as a separate
sum apart from the purchase price. 304 F. Supp.

' 
at 806-807. The Bondholders Com-

mittee now asks us to award interest with respect to this payment. The reorganization
court rejected the claim, doubtless because the uncertainty of New Haven's legal.
Interest in the excess income precluded a finding that the amount represented a liqui-
dated obligation owed by New York Central. We agree with the court's ruling.
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14 of the Agreement of 1907. The revenues were to enter that account and

were to be expended, superior to the individual interests of each railroa
d,

by being applied on payment of the fixed charges and expenses of operation

and maintenance of the Terminal. Those revenues were pledged to that

purpose regardless of whether New Haven utilized one per cent or fifty

per cent of the Terminal's passenger facilities, or whether it used any of

those facilities at all. It was not contemplated that if either railroad disco
n-

tinued passenger trains into Grand Central the other would be saddled with

the entire expense of a terminal larger than either railroad needed without

being credited with these entire revenues from the Grand Central Termin
al

properties to the extent that they were required to meet expenditures . . . ."

Nevertheless, Chase Manhattan argues that the commitment of revenues is

merely a creature of the agreement between Central and New Haven as

construed by the Special Master, and that the transfer of New Haven's

Terminal interests on December 31, 1968 "wiped out" that agreement. "The

agreement thereafter was no longer in existence," says Chase, "and Penn

Central now has this [basic] income (both the former New York Central's

share and the former New Haven's share) free and clear of any restriction

against its use in any way Penn Central sees fit." Stated in this fashion, the

argument is self-defeating: since New Haven's right to the basic income

derives solely from its agreement with Central, a "wiping out" of that

agreement necessarily leaves New Haven without the right as well as without

the obligation. But, more importantly, it simply is not true that Penn Central

now has New Haven's former share in such income without "any restriction of

any kind . . . ." Penn Central also has New Haven's loss operations into

and out of the Terminal, and it must meet the expenses occasioned by those

operations from some source. Since by definition New Haven's share of the

basic income was, as an accounting matter, equal to its share of the Terminal

expenses, by its 1968 transfer it has merely surrendered an amount equal to its

gain: it has given up its share of the income pledged to the costs of opera-

tions at the Terminal, but it has relieved itself of the obligation to meet those

costs. By the same taken, Penn Central has gained New Haven's share of

income, but with the matching loss of New Haven's expenses.

The bondholders' argument must be that entirely apart from the contractual

arrangements with Central, New Haven had a valuable right of free access

into the Terminal, which Penn Central has now taken over with no com-

pensating payment in exchange. This argument, too, is without merit It is

a misnomer to describe New Haven's right of access to the Terminal as

"free." New Haven had a right of entry, rather than a privilege, in the sense

that it had access, independently of the consent of the fee owner of the

tracks, by force of legislative edict. But the right bestowed by the legislature

was conditioned "upon such terms . . . as [have] been or may hereafter

be agreed upon by and between" New Haven and Central's predecessor. N. Y.

Sess. Laws of 1848, c. 143, § 6. Thus the New Haven right of access has never

been free from the obligations imposed by the agreements with Central.

But even if the access right were "free" in the sense that it could survive

elimination of New Haven's agreements with Central, we agree with the

reorganization court that the Commission correctly concluded it would have

no value. And that is the case whether the right is deemed transferred to

Penn Central, as in fact it was, on the date of inclusion, or whether, consistent

with the liquidation hypothesis on which the parties valued New Haven's

other assets, it is deemed to have been offered for sale to a third party upon

New Haven's cessation of operations. In the former event, the analysis perti-

nent to New Haven's contract rights applies with equal force. Penn Central

has in fact succeeded to New Haven's right of access, but it has also suc-

ceeded to New Haven's deficit operations. Conversely, New Haven has given

up a right of entry in exchange for relief from the obligation to provide

train service at the station. Indeed, to the extent that the expenses generated

by New Haven's use of the Terminal exceeded the revenues attributable to

that activity, Penn Central has lost and New Haven gained on the ex-

change.'

66 The parties have devoted much discussion to Penn Central's negotiations with
the States of New York and Connecticut for the transfer of the New Haven commuter
service to a public authority. Manufacturers Hanover says the States have agreed to
pay an annual toll to run the trains into the Terminal, thus demonstrating that the New
Haven right of access does have value; Penn Central claims the States are to pay
only for the use of the tracks and that it will give them a right of entry into the
Terminal for nothing. Both sides point to newspaper articles in support of their argil.
ments. None of this is record evidence, and we do not consider it.
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The same result is reached if New Haven is deemed to have gone into
liquidation. For the bondholders have never shown that anyone would pay
a penny for the right to carry on New Haven's deficit-ridden Terminal
operation. If nobody would pay a liquidating New Haven for the right to lose
money, the right is, again, worthless. The Commission found that the only
potential buyer would be the State of New York. moving to nreserve the
commuter service in the public interest. 334 I.C.C.

' 
at 32. Whether the State

would have to pay Penn Central for the use of Penn Central's tracks and
its share of Terminal expenses is not before us. On the liquidation hypothesis,
the State would not have to pay Penn Central for New Haven's right of access,
for Penn Central would not own it. And the State's paying New Haven
depends on at least four independent contingencies: whether New Haven's
right of access would survive liquidation; whether the right would exclude
the power of Centril to bestow a similar access right on a third party while
New Haven's own went unused; whether, under the agreement with Central,
the right would be capable of assignment; and whether the State, if required
to pay New Haven anything to enter the Terminal, would choose instead
to operate the commuter trains only to subway connections in the Bronx
rather than all the way into Manhattan. We agree with the Commission and
the reorganization court that these imponderables render the value of New
Haven's right of access so speculative as to defy reasoned attribution of any
value to it.

2. The Bronx freight yards. One of New Haven's principal real estate
holdings consisted of two freight yards located on some 160 acres in the
south Bronx, New York, between the East River on the one side and the
Major Deegan Expressway and Bruckner Boulevard on the other. The Harlem
River yard occupies nearly 4,000,000 square feet across the East River
from Manhattan and Queens; it has been described by a qualified appraiser
as "a unique industrial facility that could well be used by any heavy
industrial concern." About a mile north of the Harlem River yard, and con-
nected •to it by the existing trackage of New Haven's Harlem Division line,
lies the Oak Point yard, characterized by the appraiser as "one of the most
desirable industrial facilities in New York City."
Two other facilities in the area are worthy of note. The first is the Hunts

Point Market, located northeast of the Oak Point yard. The market is a
$100,000,000 municipal installation and the central distribution area for the
wholesaling of produce for the New York City metropolitan area. It lies on
the promontory flanked by the Bronx and East Rivers, and is connected to
the New Haven's Harlem Division line through a spur track owned by the
city. The market is the largest receiver of rail traffic in the area, and plans
are under way for further expansion. Fourth Supplemental Report, 334 I.C.C.,
at 43-44. The second facility is the former Port Morris yard of Penn Central,
situated midway between the Harlem River and Oak Point yards and lying
athwart the Harlem Division trackage that connects the two New Haven
yards. Port Morris is linked by a branch line to Penn Central's Harlem
Branch division, a principal element in the Penn Central System. An inter-
change track runs from the Port Morris branch line to the border of the
Oak Point yard.
Before the Commission, the parties submitted five different estimates of the

value of the Harlem River and Oak Point yards. The bondholders offered
the testimony of an appraiser who thought the land would .bring $32,000,000
for residential use and $26,000,000 for industrial use; the New Haven trustees
offered the testimony of another appraiser who submitted two studies showing
$22,650,000 and $18,090,990, both for industrial use; and Penn Central, that
of a third appraiser who set the value, again for industrial use, at $15,585,000.
In its Second Supplemental Report the Commission accepted the lower of the
values proposed by the trustees' witness—$18,090,990. 331 I.C.C., at 668.
On the first round of judicial review the reorganization court thought that

on the present record "there was substantial evidence to support the Com-
mission's valuation and not enough to show that it was unfair or inequitable,"
but concluded that a clarification of the basis of the Commission's valuation
was desirable. 289 F. Supp., at 464. On the remand, controversy centered on the
alternative appraisals offered by the trustees' witness. It soon became evi-
dent that in valuing the freight yards the Commission had pursued the
liquidation hypothesis with a vengeance. The higher appraisal of the trustees'
witness had rested on the premise that upon cessation of New Haven opern
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tions the Bronx yards would be available for continued industrial occupancy,

with existing trackage and electrical facilities left in place. The presence

of such facilities commanded at least a 10% premium in Bronx realty values.

The witness' second appraisal had assumed that upon liquidation New Haven

would strip the yards of these facilities, thereby depressing the value of

the land and incurring substantial costs of removal. 334 I.C.C., at 42.

Adoption of that assumption resulted in the loss of over $4,000,000 in value."

In its Fourth Supplemental Report the Commission adhered to its acceptance

of the lower of the witness' two estimates, reiterating its reliance upon the

liquidation premise. That premise justified the assumption that New Hav
en

would dismantle the yards once the rest of the railroad was scrapped, since

with no link to Penn Central the yards would have no value either as

operating facilities or for industrial use with railroad connections.

But the fact of the matter was that even on the liquidation hypothesis the

New Haven yards did not lack rail connections to Penn Central. Penn Central

already had in place a branch line running from its Port Morris yard to its

Harlem Branch division. That Port Morris line, along with the interchange

track running up to the border of the Oak Point yard and meeting the New

Haven's line at that point, would have continued in place even upon a liquida-

tion of New Haven. The trustees' witness acknowledged that in arriving at

the lower of his two values for the New Haven yards, he had been unaware of

the Penn Central link at Port Morris. Nevertheless, the Commission attributed

no significance to the witness' unawareness of the Port Morris connection,

because it concluded that even with the existing link to the New Haven yards,

it was "extremely doubtful" that Penn Central would continue to provide

service into the area after a New Haven liquidation. Once New Haven

vanished, the Commission reasoned, Penn Central would be under no legal

obligation to perform switching service beyond its own Port Morris line or

to extend its line into the former New Haven yards. And the Commission

accepted the testimony of a Penn Central witness that the company would

have no economic incentive to provide service, because of the unprofitability

of the perishable freight destined for the Hunts Point Market, as well as

the absence of necessary track clearances and yard classifying facilities. 334

I.C.C., at 44 45.
On the second round of review the reorganization court ruled that the

Commission had erred in rejecting the higher of the witness' two appraisals.

"It is undisputed that the Port Morris branch was and is there and operating

and Penn Central has not been authorized to abandon it." 304 F. Supp.,

at 807. The court overruled the Commission's determination that Penn Central

would cease to provide service not only to the industrial enterprises in the

160-acre area of the two yards, but to the Hunts Point Market as well.

"The great bulk of produce for feeding of the millions of residents of

metropolitan New York is brought in by rail through these yards to this

market and distribution point. To assume that the State and City of New

York would stand idly by and permit the life line to its huge and costly

enterprise to be cut, just as it is in the midst of planning its necessary enlarge-

ment, because it was unwilling or unable effectively to bring pressures to bear

or take steps on its own to preserve the connection with Penn Central is ab-

surd . . . ." 304 F. Supp., at 807-808.
The ruling of the reorganization court is, at the least, free from the error

that would require us to overturn its judgment on this matter. As the Commis-

sion's own report makes evident, the agency based its startling conclusion

that Penn Central could deny service to the area not on the facts of record,

but in adherence to the untenable assumption that on liquidation New Haven

would have uprooted the valuable trackage and electrical facilities already

in place. According to the Commission, "[t]he record does not support any

67 "An example of the difference in approach in the trustees' two appraisals is affo
rded

by the so-called REA Building in the Harlem River yard. This building was
 specially

built for REA Express with four tracks running through the center of its gr
ound floor.

In the first, and higher, trustee appraisal the building was valued at $675,000 beca
use of

these tracks and the railroad service they provided. In the second, and lower app
raisal.

it was assumed that the tracks were dismantled. This would require reconstruction 
of

the ground floor. The building would then be suitable only for an entirely diff
erent type

of tenant. Without tracks, it would have a lower rental value. Its appraised valu
e was,

therefore, reduced to $400,000 in the second appraisal. Differences in the values of vario
us

other tenant-occupied buildings in the two yards resulted from following similar pro-

cedures in their appraisals." 334 I. C. C., at 43. (Footnote omitted.)
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finding of substantial need for Penn Central service that would justify the
construction by that carrier of the trackage necessary to connect Harlem
River and Oak Point yards and the latter yard and Hunts Point, if N[ewl
H[aven] were to be liquidated." 334 I.C.C., at 47. (Emphasis supplied.)
Of course we may assume that Penn Central could not be forced to buy
land and build track to provide service into areas, noncontiguous to its rail
system, to which it did not hold itself out as a common carrier. But it is a
far cry from that proposition to the statement that a common carrier could
deny service to industrial and public activities simply because ownership
of adjoining trackage had changed hands.' The record facts are that the
trackage the Commission said Penn Central would have to construct is already
in place, connecting the two yards and the market.' The Commission nonetheless
continued to presuppose the removal of the New Haven's rail facilities. "On
this record," the Commission reiterated, "and the assumption of N[ew]
H[aven]'s liquidation and the dismantling of its system, Penn Central would
not serve, and could not be compelled to serve, the Harlem River or Oak
Point industries, or the Hunts Point Market." 334 I.C.C., at 47 (Emphasis
supplied.) There is not a shred of record evidence to support the Commission's
assumption as applied to the New Haven yards. It is not rational to suppose
that the managers of the hypothetical liquidation sale, devoted to obtaining the
highest possible price for the assets of the debtor, would have ignored the
best use of the yard facilities and stripped them of more than $4,000,000 in
value."

3. The added deductions. On the remand the Commission recalculated the
liquidation value of the New Haven, as directed by the reorganization court,
and arrived at a new sum of $162,700,000. "A property value of this sort
inheres in the assets," the Commission said, "if we assume that the railroad
may immediately shut down and begin a 6-year program of selling off the
road parcel-by-parcel, and virtually tie-by-tie." 334 I.C.C., at _53. But the
Commission declined to approve the new figure as the proper liquidation
value of the debtor.
"The liquidation value that results in this reopened proceeding exceeds

the agreed price [of $125,000,000], obliging us to make a new determination
as to whether the price resulting from such a valuation is fair.
"The establishment of liquidation value as a pricing floor on this record

must assume that the N[ew] Maven], may be shut down at once and be
liquidated in parcels. Such a pricing theory assumes that the public may be
denied an opportunity to be heard. It is wholly inconsistent with the
requirement we have imposed on Penn Central to absorb the N[ew] H[aven],
which requirement rests entirely upon the public's need for a continuing N[ew]
Waxen]. Any assumption that N[ew] H[aven] may be shut down and
broken up must necessarily permit the conclusion that Penn Central may be
relieved of its inclusion obligation. It is inequitable to conceive at the same
time both a right in the bondholders to break up the N[ew] Maven] and
an obligation on Penn Central to keep it going. The demands of equity are
no more satisfied by conceiving that the bondholders have a constitutional

" Under the Interstate Commerce Act, Penn Central is obliged to "provide andfurnish transportation upon reasonable request therefor," Act, § 1 (4), 49 U. S. C. § 1(4),and to offer switch connections and cars for traffic to branch lines or private sidetrack constructed by shippers to connect with the railroad wherever practicable and justi-fied by the added business. Act, § 1 (9), 49 U. S. C. § 1 (9).69 Penn Central claims it could not provide service to the yards over the Port Morrisbranch because of clearance difficulties on the line. The reorganization court observedthat Penn Central's own evidence largely refuted the contention. This finding of theDistrict Court, based on its study of the record and its intimate familiarity with thesubject matter, is free from clear error, and we do not disturb it.70Penn Central's own witnesses conceded the Port Morris connection would "doubt-less" enable the industries at Harlem River and Oak Point to. continue their railusage even after a New Haven licuidation ; that someone, whether the Cif, of NewYork or a third party, would have to acquire access for rail service to the HuntsPoint Market; and that the only rational way to provide such service would be tomove ears from the Penn Central system via the Port Morris connection. The Com-mission itself found that during a test month in the summer of 1968 more than 2,300cars passed from the Penn Central main lines to the market and yard industries viathe Port Morris connection. 334 I.C.C.. at 44.
At one point Penn Central claimed that even on the higher of the two appraisals,the record evidence required a downward adjustment of $461,000. The reorganizationcourt made a partial correction to reflect a conceded duplication, but implicitly rejeetedPenn Central's aromment as to the balance. Since Penn Central does nor press theissue here, we do not consider it.
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right to shut down the N[ew] H[aven] which is superior to the publ
ic's

right to keep it going.
"The foregoing liquidation value assumes that this Commission has no

function under the Interstate Commerce Act to decide whether public 
con-

venience and necessity permit the abandonment of N[ew] H[aven]'s
 entire

line or portions of it. In view of our often repeated findings that there is a

public need for the services of this railroad, there is no warrant for assum
ing

that the creditors may now break up the railroad or devote the properties to

another use. The estate is not relieved of its obligation to serve the public.

A price that is premised on outright rejection of that obligation is inequitable

and awards the estate a windfall that is not supported by any record evi-

dence." 334 I.C.C., at 54-55.
On the basis of this reasoning, the Commission then proceeded to take into

account "other pricing considerations"—costs of liquidation it had not reached

in its earlier report because of its conclusion that the $125,000,000 price arrived

at by the parties was proper under the Interstate Commerce and Bankruptcy

Acts.
"The alleged right to liquidation values derives from an alleged right to

abandon; and there are recognized limitations on the right to abandon that in

themselves limit the creditors' entitlement to the liquidation value we have

computed under the court's instructions. Under section 1 (18) of the Inter-

state Commerce Act, the Commission is empowered to impose reasonable

limitations on the abandonment right." 334 I.C.C., at 57.

The Commission's new "pricing considerations" consisted of two elements •

a one-year delay the New Haven would have incurred in securing the ap-

proval of the Commission and the courts to abandon train operations; and

a bulk-sale discount that a purchaser of all the debtor's assets, to whom

the Commission could order the road to sell, would have commanded. To-

gether the added deductions amounted to $22,081,000.
(a) The one-year delay. The Commission found that an application for a

certificate of abandonment, as required by § 1 (18) of the Interstate Com-

merce Act, would have precipitated a lengthy process of administrative action

and judicial review resulting in at least a one-year's delay in the commence-

ment of actual liquidation operations. The Commission assumed that the year's

delay would have occasioned a freeze on liquidation activity, following which

the sell-off would have proceeded as projected in the Second Supplemental

Report. The abandonment delay, the Commission found, would have added

costs of $4,940,000 in preserving the assets of the estate, $2,500,000 in real

estate taxes, and $7,946,000 in a discount of the sale receipts back to present

worth.
On review the reorganization court rejected the delay concept, ruling

that the added deduction violated the liquidation hypothesis upon which

the debtor's assets had been valued. Neither the parties nor the Commission

had previously postulated the deduction now imposed, because the liquidation

hypothesis itself had presupposed a lawful abandonment of service. 304 F.

Supp., at 798. That presupposition was rooted in the hard fact that for more

than three years prior to December 31, 1966, the New Haven had been kept

alive, despite its hopeless financial condition, solely in the name of the public

interest and in anticipation of inclusion in Penn Central.
"By late 1963 it was clear to the Trustees of the New Haven and to the

Reorganization Court that only two courses were open: the Trustees must

press to accomplish the inclusion in a Penn Central merger or they must
press for liquidation. The former was obviously in the public interest and the

latter was not. The course of inclusion was followed; but because the merger

and the reorganization proceedings stretched out far beyond what was originally

forecast, the 'interim' became seven and a half years; and 'losses reasonably

incident to working out the solution most consistent with the public interest'

eroded the debtor's estate in excess of $60 million.
"Like Laban of old, the Commission would now require further servitude

of the debtor—in this case the creditors. But the duty of the dobtor's creditors
to suffer losses for an interim period has already been fulfilled and the

public interest has already been served to the extent that in fairness and

equity the public had any right to demand." 304 F. Supp., at 800 (Emphasis

omitted.)
The Commission and Penn Central take issue with the reorganization court's

disallowance of the deduction for delay. The dispute between them and the
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bondholders is not, however, broad in concept. It does not draw into ques-
tion the right of the Commission to insist that New Haven obtain permission
to abandon its operations: no one here quarrels with the proposition that in
the event of a liquidation, New Haven would have been obliged to obtain
a certificate from the Commission pursuant to § 1 (18) of the Interstate
Commerce Act. The parties agree that since a delay occasioned by abandon-
ment proceedings before the Commission, followed by judicial review, inheres
in the liquidation process, the Commission may exercise its expertise in
gauging the extent and expense of such a delay, and Penn Central need not
pay for the consequent diminution in the value of the assets of the debtor.
The dispute is, rather, a narrow one. It is simply whether, in the circumstances
of this case, the valuation initially arrived at by the Commission already pre-
supposed that the debtor had a certificate of abandonment in hand, so that
assignment of a cost attributable to that factor amounts to an unwarranted
double deduction.
Before this Court the Commission and Penn Central urge the view that

until the remand the Commission had not taken the delay factor into account.
They justify the deduction on the second round as a development of the gov-
erning liquidation hypothesis adopted on the first. Once we enter the world
of a liquidation that never occurred, they say, the Commission merely refined
the liquidation approach to reflect added expenses not initially considered
because of the fairness of the price arrived at by the parties. The new price
ordered by the courts compelled re-examination of the elements of liquidation,
of which abandonment delay is surely one. SAnd when it comes to predicting
the likelihood of delay in passing on an application for a certificate of abandon-
ment, the Commission is, as Penn Central puts it, "a uniquely qualified
finder of fact
At once the "refinement" rationale confronts an imposing obstacle raised

by the Commission's own Second Supplemental Report. That report makes clear
that the Commission had the element of delay before it in making its original
valuation, but declined to apply any deduction on its account. The Commission
considered—and rejected—Penn Central's request "that an allowance be made
to the earliest date at which a liquidation could reasonably be anticipated for
the constant diminution of N[ew] Hravenl's assets." 331 I.C.C., at 698. (Em-
phasis supplied.) That rejection necessarily implied that the Commission
had recognized the cost attributable to the delay occasioned by an abandon-
ment proceeding, but determined not to weigh it in the balance. Thus we
deal not with a delay factor brought to light for the first time on the second
round, but with one taken into account now even though deliberately excluded
before. Justification, if any there be, must begin with the realization that
the Commission changed its mind in midstream.
The reorganization court rejected the Commission's conclusion that the

valuation date selected in the Second Supplemental Report—December 31,
1966—represented the date on which New Haven would have sought a cer-
tificate of abandonment rather than the date on which the railroad would
have commenced its six-year sale. In doing so, the court relied on more than
the Commission's shift in position between its second and fourth reports.
The court rested on its express finding of fact that "but for the adoption by
the Trustees of a course to serve the public interest, abandonment proceedings
could and would have been commenced in late 1963 and liquidation would
have been started, certainly by the valuation date of December 31, 1966." 304
F. Supp., at 801. That finding comes to us from the federal judge who has
presided over the second New Haven reorganization since its inception. "In
view of the district judge's familiarity with the reorganization, this finding
has especial weight with us." Reconstruction Finance Corp. V. Denver cf R.
G. W. R. Co., 328 U.S. 495, 533. Not only are we unable to say the findingis erroneous; we do not see how the record of these proceedings permits any
other conclusion.
Indeed, the Commission and Penn Central do not challenge that conclusion.

Instead, they seek support for the delay deduction by urging that if confrontedwith an abandonment application, the Commission would have had to "hear

71 The Commission itself justified the refusal of the hearing examiner to take evidenceon the question of delay by saying: "To the extent that evidence was proffered onthe processing time of possible abandonment proceedings involving N[ewi H[aven], suchmatters are within our knowledge and evidence thereon was unnecessary." 334 I. P. .at 29.



577

the communities that would be affected by the abandonment. If there is hope
 of

a public takeover of segments, we must allow time for the States and c
om-

munities to present their plans." 334 I.C.C., at 58. But apart from the fact

that this Court itself once characterized the notion that the affected 
States

or the Federal Government might take over the road and its operations

as "sheer speculation," Penn-Central Merger Cases, 389 U.S., at 507, the

reorganization court specifically rejected the Commission's argument.

"During seven and one-half years, the Federal Government, the states,

the communities and the public in general were fully informed by the

Trustees of the Railroad as to the inability of the New Haven to survive

as an independent railroad. And, apart from seeking inclusion in a merged

Penn Central, the Trustees were engaging in a holding operation to afford

the public bodies, as the real guardians of the public interest, the opportunity

to act—to take over or adopt measures to preserve the New Haven transporta-

tion system. Response to this was partial tax assistance and, in the latter

half of the period, grants which covered about I/3 of the annual passenger

losses. . . . Otherwise nothing has come to the attention of this court, to

indicate anything more than a highly speculative prospect, that any or all of

the states concerned or their municipalities had the slightest interest in taking

over and operating the New Haven or any segment of it.

"In spite of full awareness of the situation of the bankrupt line and with

nothing to prevent their doing so, no standby legislation, for use if inclusion

of the New Haven by Penn Central fell through, was ever enacted or sought

to be passed in seven and one-half years by the Federal Government or by

any of the states for the take over and operation of the New Haven

freight and passenger system or a segment of it (except for the west-end and

the Boston commuter services) ; nor was any plan ever filed by the govern-

mental bodies incorporating such take over and operation." 304 F. Supp., at

800-801."
We think the reorganization court was entirely correct in concluding that

"The policy of imposing an interim burden of losses, through its deficit

operation, on a railroad in reorganization is to afford a reasonable oppor-

tunity to the responsible agencies to arrange the continuation of the railroad's

operation, but the law does not require the furnishing of two or three or four

opportunities. The duty was more than amply fulfilled by the New Haven. The

public interest has had one huge bite of the apple; it is not entitled to

another." 304 F. Supp., at 801.
It is argued that the Commission nonetheless should be permitted to tax

New Haven with the cost of a one-year delay because in fact the debtor

sought no abandonment certificate from the Commission. The Commission

and Penn Central attribute this failure to New Haven's self-interest. "The fact

is," the Commission said, "that both the creditors and the trustees exercised

72 These findings comport with the observations of the reorganization court in February

1965, when the trustees sought permission to discontinue all passenger service:

"The record shows that the public interest has been thus far supported by the creditors

of this estate with no substantial participation from the states.

"Far from being indifferent to the public interest, the court has indulged that interest

and allowed it to prevail over the creditors' rights for three and one-half years.
"In spite of this long interval, very little has been produced. Massachusetts never

fulfilled its commitment to grant tax relief. New York, by conditioning future tax relief on

a commitment by the Trustees to lease new equipment and conduct commutation service

at present levels with no assurance that the deficits would be underwritten, has used it

as a lash over the back of the debtor to compel it to do the State's will at a time when it

has not had the strength to do so. Tax relief in Connecticut and Rhode Island was

continued, but with a requirement that certain standards of service be met and, ac-

cordingly, that the passenger deficits continue to be incurred.
"If the public interest so urgently demands the continuance of the New Haven's

passenger service, as the States seem suddenly to have discovered, they should have

stopped taxing its property a long time ago. Commuters and other passengers demand

better equipment and better service: the States insist upon imposing a continuing tax

burden—everyone wants to draw the last ounces of blood out of this near corpse;

but no one gives it the transfusion it so badly needs. It is now too late in the day to

talk about saving the situation with tax relief. As the railroad has not been able

to use its vital cash for taxes. liens have been accumulating ahead of the creditors.

forcing them further down the ladder of priorities, and accelerating and compelling the

action which the court has taken today. If this tax burden continues to grow and the

Railroad is not otherwise relieved, the creditors will be compelled to move for linuidation

of the New Haven and the court will have no recourse but to order it. If the states wish

essential passenger services continued, an underwriting which goes far beyond tax re-

lief will be necessary."
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options, assuming the risks involved herein, and the bondholders may not now be
heard to ascribe to someone else the responsibility for the selection of their
course of action, or inaction." 334 I.C.C., at 58. (Footnote omitted.) But the
continued operation of the New Haven as a railroad depleted the estate by
at least $60,000,000. 304 F. Supp., at 800. We fail to see how the self-interest
of either the estate or its creditors was bettered by that operation.
Nor is there any substance to the contention that by failing to press for

immediate liquidation of the debtor, the bondholders somehow waived their
right to object to the imposition of the deduction for delay. The record that
shows the preservation of New Haven in the public interest long after it had
ceased to be viable as an independent enterprise demonstrates at the most
that the bondholders had resigned themselves to bearing the costs of interim
operations pending inclusion in Penn Central. It contains no support for the
proposition that they consented to the imposition of more than $15,000,000 in
hypothetical costs on top of the tens of millions in actual costs they were
forced to bear. As the reorganization court put it, "[ S]nch a second round
of loss superimposed on the first, like Pelion on Ossa, is as unfair and in-
equitable as can be imagined . . . ." 304 F. Supp., at 801. It cannot be sustained
under any construction of the Bankruptcy Act."
(b) The bulk-sale discount. New Haven's land holdings consisted of over

25,000 acres located along its rights-of-way in four States. In its Second
Supplemental Report the Commission accepted the New Haven trustees' ap-
praisal of the realty. The New Haven analysis was prepared by the company's
general real estate agent, who relied in some instances on the studies of out-
side appraisers. The agent drew on a fund of actual experience, for the New
Haven had long had a real estate department engaged in the disposition of
nonoperating properties. From the inception of the New Haven trusteeship
through November 1966, that department had completed 853 separate realty
-sales for a gross consideration of some $13,900,000. The Commission found that
the large volume of past sales provided a "firm base" for the New Haven
estimate. 331 I.C.C., at 667.
The New Haven agent assumed that the company would sell off its lots in

normal-sized parcels. He gave specific consideration to each part of the rail-
road's property and reached his values on a zone-by-zone basis. He based his
estimates of fair market value on his expert judgment, sales in the area,
existing tax valuations, and the adaptability of the land to nonrailroad use.
He discounted by 50% whenever the New Haven's records indicated questionable
title; on the six-year liquidation hypothesis, he deducted $15,971,000 as the
cost of operating the New Haven realty department; and on the further

73 What we have said disposes of the deduction for delay on the ground advanced bythe reorganization court. Entirely apart from that explanation, a second line of reason-ing leads to the same result. The delay deduction assumed the postponement of thecommencement of liquidation for one year; the Commission postulated a one-yearfreeze prior to the beginning of sale. See 334 I. C. C., at 60 n. 2. But the Commissionthereby assumed that during the one-year delay period nothing would happen; thetrustees would sell no properties and enter into no contingent contracts for disposi-tion of the debtor's assets. Absent Commission explanation, we cannot assume that thedelay would have resulted in so total a suspension of the sales program during the firstyear, as well as a failure of the sale managers to expedite disposition of the propertiesand thereby shorten the contemplated six-year liquidation period. It is not for us to de-termine the extent to which imposition of a one-year pause at the outset would haveenabled the trustees to accelerate the sale in the fifth and sixth years. But acceptanceof the delay deduction in principle would compel a remand to the -Commission for ex--planation of its tacit assumptions that the initial year would have been devoid of ac-tivity and the later years would merely have proceeded as before.It is suggested that with the one-year freeze the delay concept may be viewed as amere shifting of the valuation date to December 31, 1967. That date, it is said, is asrational as the date originally chosen. And so it may be. But the adjustments in valuetake into account only the expenses and depreciation attributable to a one-year pause,with no consideration to countervailing income and increases in capital value. TheCommission says a comprehensive revaluation of the debtor's assets as of December 31,1967. would produce a much greater loss than the 515,386.000 actually deducted. Butin the absence of proof we o•ain cannot assume that that would be the case. Forauthority to that effect we need look no further than to the Commission itself, which,as we have earlier noted, rejected Penn Central's reauest on the first round for afurther allowance for the "constant diminution of N few) Hravenl's assets" to reflectthe occurrence of abandonment delay. On that occasion the Commission noted that "alaree portion of Nrewl Maven', assets consists of land," and added: "We cannotassume that these values will diminish. It is at least as reasonable to nresupnose thatthe values will increase." 331 I.C.C.. at 698. If the Commission eould not assumediminution in realty values at the time of the Second Supplemental Report, we do not-see how, without some explanation, it could assume it at the time of the Fourth.
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assumption that the debtor would have to sell some of
 the property during

the final year at vastly reduced prices, he made a further deduction of

$8,178,000.
On the remand, the Commission ordered a further

 deduction from the

liquidation value of the estate, based on a hypothetical s
ale in bulk of all the

New Haven's land assets.
"The liquidation value urged by the creditors assumes not 

only the immediate

right to abandon, . . . but also the right to break up the 
railroad and sell the

parcels for their highest and best prices. We think s
uch a right may be

restricted when a buyer for the entire bulk of the N[ew] 
H [aven] properties

appears who will continue the operation of needed services." 3
34 I.C.C., at 60.

(Footnote omitted.)
The Commission calculated the deduction on the premise t

hat "[CI he bulk-

sale discount merely reflects a market appraisal of the ris
ks that the estate

avoids, and the bulk •buyer assumes." Id., at 61. The 
Commission then

credited the evidence that Penn Central had presented through 
a realty expert

with respect to a bulk sale of the New Haven land properti
es. The expert

testified to the premium to be charged by a "single purchaser of p
roperty who

would, in turn, sell off the property probably to many users and
 who would

obtain his profit by reason of its purchase and resale." On the 
basis of this

testimony, the Commission found that a bulk buyer would com
mand at least a

10.5% return on his investment, calculated as the sum of a 75
% borrowing

at 9% and a 25% self-financing at an internal charge of 15%, an
d that such

an investment rate required an additional 4.5% discount of the New
 Haven land

values over and above the 6% by which they had already been redu
ced. This

bulk-sale discount resulted in a further diminution of $6,695,000 in 
the valu-

ation of the New Haven assets. 334 I.C.C., at 61-62.

On the second round of review the reorganization court rejected
 the bulk-

sale deduction as "improper and without support in law or reason
." 304 F.

Supp., at 805.
"Value, under the circumstances of this case, can only be arrived at thr

ough

the dismantling of the transportation plant and a piece by piece sale 
of the

properties. It is clear from the record that a market existed for the disp
osition

of the properties on this basis. Their value is the best price the marke
t place

will give the seller, less the costs and expenses relevant to the sale. . . .
 It

makes no difference whether the purchaser wants to use the property as is
, or

to improve and develop it. The question is how much will the market plac
e

give for a particular item of property." Ibid.
The Court answered the argument that the discount merely reflected the

risk of nonsale that the seller transferred to the bulk buyer by pointing to

the Commission's prior deduction of over $8,000,000 for that purpose. Moreover,

the deduction violated the requirement that the sale price meet the "fair

upset" minimum imposed by § 77(b) (5) of the Bankruptcy Act. "That lowest

price is what the market would pay, which is implicit in the standard used here,

i.e., fair liquidation value. Neither a trustee nor an equity receiver could,

with the court's approval, sell for less." 304 F. Supp., at 806.

Penn Central now protests that the reorganization court has erred in

rejecting the bulk-sale discount. It says its expert witness duplicated no

discounts previously taken; he proceeded on the basis of all previous deduc-

tions. In addition, it is argued, his analysis took into account the problem of

market absorption caused by the mass marketing of some 1,700 sale parcels

and the risk of further depression of land values occasioned by cessation of

New Haven's operations—factors not considered by New Haven's witness. The

hypothetical bulk sale, Penn Central says, was merely a construct for qualify-

ing the risks that New Haven itself would have assumed in undertaking the

sale of its realty: it afforded a means to determine "the minimum rates of

return necessary to attract capital to the business of owning and disposing

of the New Haven's land." Penn Central insists that the bulk-sale analysis

thus constituted a "pricing out" of .an additional cost of liquidation: it was

"simply an analytical device for approximating risks that would occur if the

land were retailed over time as promptly as possible. . . ."
We may assume that Penn Central's "pricing out" theory is a rational one.

But the record demonstrates that the Commission rejected it as insufficient

to justify application of the bulk sale theory. Penn Central's analysis, said the

Commission. "overlooks what is necessarily the bondholders' position—namely

that aside from principles of equity and fairness they have a fixed right to
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sell off N[ew] H[aven] in parcels, so that even a bulk buyer must pay the
per-parcel price. Our answer is that we may compel the bulk sale and the bulk
sale discount as a condition of an abandonment certificate, and, therefore, as a
reduction of the present price.
". . . We. . . might compel N[ew] H[aven], if it filed for abandonment, to

sell in bulk and thereby make a bulk sale price appropriate." 334 I.C.C., at 61.
The Commission thus ruled that only by assuming an actual buyer in bulk

who would take over the New Haven properties for continued railroad opera-
tions could price. Far from setting forth a theory of compulsory transfer
"completely independent" of a "pricing out" analysis, the Commission con-
cluded that only its power to compel the sale of the real estate to a single
buyer for continued operation justified the bulk-sale discount.
We do not consider whether the Commission could lawfully impose such

a bulk-transfer obligation on a railroad in liquidation at the cost of reducing
the per-parcel valuation of its assets.' For the record before us is devoid of
evidence that a bulk buyer would agree to take over the New Haven properties
for continued service at any price. When a railroad has a lengthy history of
deficit operations with no prospect of improvement, and a consequent operating
value of zero or even a negative figure, the Commission cannot rationally
assume that a deus ex machina will emerge to spend millions for the opportu-
nity to lose millions more.
Penn Central's witness gave no testimony in support of any such theory.

He was a professional developer of real estate, not a railroad operator.
And he testified to what extra charges he would levy, after all previous deduc-
tions for the costs and risks of sale, to assume the risk of nonsale as well
as the entrepreneurial activity of retailing the realty parcels. His testimony
established nothing more than that he would not undertake the task of
per-parcel sales that New Haven had assumed unless the company paid him
a handsome fee. The Commission could hardly have compelled the New Haven
trustees to turn over the assets of the debtor to such an entrepreneur, who
would, on his own testimony, have proceeded himself to do just what the
Commission said it was empowered to forbid the bondholders to do—dismantle
the estate, rid himself of railroad-connected assets, and devote his talents to
the disposition of the realty.

4. The discount of liqudation factors. In its Second Supplemental Report
the Commission accepted the projection offered by the New Haven trustees
that they could substantially complete a liquidation sale in six years. 331 I.C.C.,
at 663. Accordingly, the Commission discounted the estimated receipts of sale
over the six-year period to reflect their present value—a deduction of
$17,563,000. Id., at 661. It did not, however, discount the estimated expenses
of liquidation, although these, too, were projected to occur over the six-year
period. The reorganization court was of the view that if future receipts were
to be discounted to present value, future expenses should likewise be. 289 F.
Supp., at 461; cf. id., at 427-428. On the remand the Commission concurred.
It noted that the parties were very close in their estimates of the proper
discount, and it concluded that $3,800,000 represented the correct figure. Fourth
Supplemental Report, 334 I.C.C., at 39-40.
On the second round of review the reorganization court observed that

despite three valuation changes netting a $6,600,000 reduction in estimated
worth, the Commission had failed to adjust the old, inapplicable discount
figure. Accordingly, the court directed the Commission to file "a new formula-
tion and computation of the discount for present value of the New Haven's
liquidation proceeds, in accordance with generally recognized accounting
principles and based upon the changes made in valuation items through and
including those stated in the present opinion." 304 F. Supp., at 810-811. The
court added that the Commission could submit its new formulation and
computation in the form of a letter or short brief, and afforded other partiesin interest one week to file their comments, as well as any formulations and
computations of their own, also in a letter or brief. In accordance with this
directive of the court, the Commission submitted its new calculations, and the

74 The Commission freouently requires an abandoning railroad to sell its properties inbulk to a party (typically a public authority) that will undertake continued operationof the service, but typically sets the sale price at "not less than net salvage value ofthe property sought to be acouired." See. e.g., Rutland R. Corp. Abandonment, 317 I.C.C.393, 425; Chicago N. S. & M. R. Co. Abandonment, 317 I.C.C. 191, 200. aff'd sub nom.Illinois v. United States, 213 F. Supp. 83, aff'd per curiam, 373 U.S. 378; Fort DodgeD. M. & S. R. Co. Abandonment, 312 I.C.C. 708, 712; Chicago A. & E. R. Corp. Abandon-ment, 312 I.C.C. 533, 537; Arkansas cf 0. R. Corp. Abandonment, 312 I.C.C. 501, 505.
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bondholders replied. In its order adjudging the price to be pa
id, the reorganiza-

tion court ruled that "Mlle sum of $2,415,899 should be ad
ded to liquidation

value inasmuch as it was improperly deducted in applyin
g the discount to

present value found by the Commission. . . . " 304 F. Supp., at
 1137.

In its brief before this Court the Bondholders Committee st
ates that the

reorganization court's •directive resulted from the Commission's continued

failure to calculate discounts back to present value with respect to four

items, three of them to the detriment of New Haven and on
e to the detri-

ment of Penn Central. The first is the $8,177,633 deducted as 
the cost of

hypothetical forced sales of New Haven realty during the la
st years of the

liquidation. The Commission could have treated the item either
 as part of

the value of the unsold land and then written it off as a cost of 
sale, with a

discount back to present value for both sides of the balance sh
eet, or as a

wash to be eliminated in computing both receipts and expenses.
 In fact the

Commission did neither; it included the figure on both sides of
 the books, but

discounted back only in the asset column. The result, says the Comm
ittee, is

an error of $2,066,488. A similar shortcoming in determining th
e liquidation

values of road property, such as ties and rails, added another error of

$1,474,057. Third, says the Committee, the Commission erroneously spre
ad the

sale of certain realty over the full six-year period when the und
isputed evi-

dence showed that New Haven could sell the land in 12 to 18 
months; this

resulted in an overstatement of $118,000 in the discount attributab
le to the

net proceeds. Finally, the Commission assumed that New Haven could s
ell off

$47,121,400 in equipment, investments, and materials during the firs
t year

of the liquidation, but failed to spread the assumed receipts over th
e entirety

of that year, with a consequent understatement of $1,372,646 in the app
licable

discount. A netting of the four items, together with an added correct
ion of

$130,000 made by the Commission, results in the $2,415,899 adjustment ordered

by the reorganization court.
The Commission._ does not dispute that it made the errors as alleged by

the Committee. Its sole reply is that the bondholders have waived their

claims in this regard by failing to present them to the Commission.
 Penn

Central concedes that "the first two errors asserted by the bondholders

represent miscomputations" in Penn Central's favor. But it argues that the

amount of the fourth error and the existence of the third were the subject o
f

conflicting testimony before the Commission, and it joins in the Commission's

contention that the bondholders have waived the right to a resolution in t
heir

favor by failing to press a timely objection before the Commission when the

agency first made its alleged mistakes.
The record demonstrates that the bondholders have the better of this argu-

ment. It is undisputed that both the bondholders and Penn Central presented

witnesses to the Commission on the remand who agreed that the Commission had

erred in its discounts and who differed only in minor amounts. See Fourth Sup
-

plemental Report, 344 I.C.C., at 40. But the Commission simply bypassed the

agreement, unpersuaded that it had erred in its prior opinion. Id., at n. 17. The

bondholders then carried the persistent discounting error to the reorganizat
ion

court on the second round and won corrective relief. The submission of 
pro-

posed adjustments by way of letter was not, as is suggested, an untimely fi
ling

of claims, but a proper presentation pursuant to the instruction of the court—

an instruction made necessary by the Commission's failure to straighten out

the discounts after two rounds of hearings and reports, with errors thnt 
the

bondholders on one side and Penn Central on the other now frankly concede

aggregate over $5,000,000. Of the four items advanced by the Committee, only

the third is subject to any real doubt, and that $118,000 item can hardly be

considered a substantial sum in the context of these cases. A further remand

to the Commission to resolve the accuracy of such a figure would serve no

useful purpose at this stage of the litigation. The reorganization court resolved

the controversy in favor of the bondholders following extensive oral argu-

ment on the issue. We affirm its judgment on these •issues as free from that

degree of error that would require us to overturn its finding.

5. The loan-loss formula. In its Second Supplemental Report the Commission.

projecting a three-year interim period between merger and inclusion and

concluding that a short-term lease would not be appropriate, required Penn

Central to extend $25,000,000 in loans to the New Haven in exchange for

first-priority trustees' certificates. 331 I.C.C., at 702-706.w In addition, it

75 In its Fourth Supplemental Report the Commission provided for payment of the
trustees' certificates by cancellation against the price adjustments provided for in the
Purchase Agreement. 334 I.C.C., at 70.
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ordered Penn Central to share in New Haven's operating losses to the
extent of 100% in the first year, 50% in the second, and 25% in the third,
not to exceed $5,500,000 in any one year. Id., at 718-719. On the first round
of judicial review the sliding-scale aspect of the formula was disapproved as
an improper deterrent to the bondholders' assertion of their legal rights, 289
F. Supp., at 444, pursuant to the suggestion of MR. JUSTICE DOUGLAS at an
earlier stage of the proceedings, see Penn-Central Merger Cases, 389 U.S., at
557-558 (separate opinion), and on the remand the Commission abandoned it.
334 I.C.C., at 71-72.
The $5,500,000 annual ceiling derived from the assumption, based on

calculations provided by the New Haven trustees and accepted by the Com-
mission, that despite the massive cash drain in 1967, future annual New
Haven operating losses would be unlikely to exceed $5,400,000 in succeeding
years. 331 I.C.C., at 718-719. Coupled with the sliding-scale formula, the annual
ceiling thus proposed that Penn Central absorb the entirety of New Haven's
1968 cash loss. On the first round the reorganization court expressed the
opinion that even with the abrogation of the sliding scale, Penn Central's share
of that loss "should be a substantial percentage." 289 F. Supp., at 464.
By the time the parties returned to the Commission on the remand, it was

evident that the trustees' appraisal of their ability to contain the New Haven's
deficits had been far too optimistic. From February through December 1968,
the trustees had already drawn down $14,000,000 of the $25,000,000 loan that
was supposed to last for three years; at that rate they would exhaust the
loan in another six or seven months. 334 I.C.C., at 72. The cash loss was
equally grim: the projected 1968 cash deficit stood at $15,672,000, with an
estimated operating deficit of $8,200,000. Despite the $2,800,000 increase in the
operating deficit over the trustees' ihitial prediction, the Commission adhered
to its original ceiling and, prorating over the 11-month period from merger to
inclusion, required Penn Central to pay $5,000,000. 344 I.C.C., at 74. On the
second round of review the reorganization court affirmed without discussion.
The bondholders now urge that Penn Central be required to bear the entire

operating loss from merger to inclusion. New Haven incurred that loss as an
independent entity, say the bondholders, only because it remained outside of
Penn Central after the merger, at Penn Central's request and for Penn Cen-
tral's convenience. It is urged that the Commission's ceiling was originally
calculated to place the entire loss of the first year on Penn Central, and that
the original intention should be carried out.
Penn Central denies responsibility for the fact that inclusion took place some

11 months after merger rather than along with it, and puts the blame at the
door of the bondholders for their litigious insistence upon working out the
terms of inclusion prior to the event. It also notes that it has been obliged to
take over New Haven less than a year after its own formation, rather than
at a later point in the three-year period originally envisaged by the Commission.
While the issue is not free from doubt, we cannot say the reorganization

court committed error in letting the Commission's action stand. Without
ascribing fault to any party, we note the unfairness to the bondholders in
requiring them to bear whatever portion of the operating loss Penn Central
does not pay due to the inability of Penn Central and the trustees to negotiate
an interim lease. On the other hand, there is a countervailing unfairness to
Penn Central in requiring it to bear the full burden of New Haven's losses
while it lacked exclusive and assured control over the operations of the debtor.
The $5,000,000 paid by Penn Central is no drop in the bucket; it amounts to
61% of the operating loss as figured by the Commission and nearly one-third
of the entire cash loss for the interim period. In no sense did Penn Central's
contribution represent a payment for assets received • on the liquidation
hypothesis, the Commission could rationally have declined to require any

761n addition, the bondholders contend the calculation of the operating loss upon whichthe formula is based is itself unfair. Chase Manhattan and the Committee say thecalculus excludes items such as rent for leased roads and interest paid during bank-ruptcy, aggregating some $2,600,000. The Commission refused to include such itemsbecause it thought them "more nearly capital charges, that is, costs of providing therailroad plant . . . ." Second Supplemental Report, 331 I.C.C., at 718. Chase Manhattanattacks the Commission's ruling on the ground that New Haven paid out the moniesin question in 1968 only because it had not yet been included in Penn Central. But thetest for an operating loss as opposed to a capital charge is not whether a cash dis-bursement took place; the Commission could properly limit Penn Central's liability tothe former category.
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payment at all. Chase Manhattan argues that "[e]ither there was no equitable

obligation on the part of Penn Central to pay any of the New Haven loss

during the period from the date of the Penn Central merger to the date of its

acquisition of the New Haven assets or there was an obligation to pay the

entire loss." We cannot agree that the Commission was obliged to adopt such

an all-or-nothing approach. Under the circumstances, the Commission's final

disposition represents a pragmatic compromise of the competing interests, and

in the absence of a controlling contrary principle of law we do not disturb the

reorganization court's acceptance of the Commission's judgment.

6. New Haven investments. The Bondholders Committee complains that New

Haven has transferred its stock ownership in two concerns—the New York

Connecting Railroad and the Railway Express Agency—with no value given in

exchange. The Connecting Railroad was owned jointly by New Haven and

Penn Central on a 50-50 basis, Fourth Supplemental Report, 334 I.C.C., at 44

n. 20, and is now presumably a wholly owned subsidiary of the merged

company. REA is owned by various railroads; at the time of inclusion New

Haven held about 4.5% of the outstanding stock.
In both instances the Commission valued New Haven's investment interest

on the liquidation hypothesis. A witness presented by the New Haven

trustees, whose testimony the Commission accepted, stated that because of

Connecting Railroad's $18,000,000 funded debt its stock would have no liquida-

tion value whatever. As to the REA, he said that its stock would have little or

no value because of pending litigation over a tender offer for the stock ' as

well as recent legislation increasing the permissable size and weight of parcel

post packages. Second Supplemental Report, 331 I.C.C., at 678.
The Bondholders Committee does not attack the Commission's finding of

zero value for the Connecting Railroad and REA stock. Instead, the Committee

says that if the shares were worthless, the Commission erred in requiring

their transfer to Penn Central. Were the stock to have had no value on the

liquidation of New Haven, the Committee argues, the reorganization court

would, in the absence of bids for the shares, have ordered their distribution

to the creditors to do with as they pleased. Accordingly, the Committee calls

for the return of the stock to New Haven.
The Committee's request overlooks the fact that even though the shares in

question might be worthless to a New Haven undergoing liquidation, the Com-

mission could nonetheless order their transfer on the ground of their value to

an on-going Penn Central required to take in New Haven as an operating

entity. But entirely apart from that consideration, and without pausing to

assess the correctness of the zero valuation placed on the stock, we agree with

Penn Central that the Committee's request for the return of the stock is
foreclosed by res judicata. For the Committee—as well as all the other bond-
holders—took no appeal from the order of the reorganization court directing

the transfer of the New Haven assets subject to a later determination of

value."
7. "Going concern" value. The bondholders urge that Penn Central should

pay an added amount to reflect the "going concern" value of the New Haven.
This sum, it is stressed, would be calculated not as an alternative to liquida-

tion value, but as a supplement to it. Since it is universally agreed that the
New Haven was a losing operation in the form in which Penn Central was
obliged to take it over, the bondholders display considerable temerity in press-
ing for inclusion of what could prove, in an ultimate analysis, to be only a
substantial negative figure."
The Commission rejected the notion that the New Haven had a going concern

value over and above the liquidation value of its physical properties. In the
Commission's view, the bondholders' estimate of $55,075,000 for such intangibles
as organizational costs was premised on the replacement of a defunct railroad
and overlooked the probability that no one would ever have rebuilt the New
Haven in its present form. More fundamentally, the Commission correctly

77 See Denver d R. G. W. R. Co. v. United States, 387 U.S. 485.
78 The Bondholders Committee raised the question in its petition for certiorari whether

the reorganization court had erred in its assignment of zero value to certificates of
contingent beneficial interest issued in connection with the reorganization of the Boston
& Providence Railroad. See 304 P. Supp., at 810. The Committee has not revived the
issue in its Brief, nor has it responded in its Reply Brief to the Government's contention
that it has abandoned the claim. Accordingly, we do not consider the matter further.
" In 1968 the New Haven suffered an estimated operating deficit of $8,200,000. That

figure, capitalized at 8%, amounts to more than $100,000,000.
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repudiated the claims based on going concern value as antithetical to the
liquidation hypothesis on which the appraisal of the New Haven's assets had
proceeded. As the Commission said, "It is not realistic to assume that a
potential buyer would pay the liquidated value of the N[eNv] H[aven] assets
and then pay additional amounts representing elements of going concern
value in the face of N[ew] H[aven]'s past deficit operations and its bleak
prospects for the future." Second Supplemental Report, 331 I.C.C., at 686-687.
The Bondholders Committee concedes that the intangible assets in fact

acquired by Penn Central "would be worthless to the New Haven in an
assumed liquidation. . . ." That is enough to end the matter. The bondholders
are not entitled to treat the New Haven as a liquidating enterprise with respect
to certain items and as an operating railroad with respect to others, depending
on which approach happens to yield the higher value. Nothing could be more
unfair or inequitable to Penn Central than to permit the New Haven bond-
holders, at its expense, to have the best of both worlds.'
8. The "underwriting" plan for the Penn Central stock. Thus far we have

considered the disputes over the valuation of the New Haven assets transferred
to Penn Central. We now reach the one issue raised in connection with the
consideration given by Penn Central in exchange. The Purchase Agreement
negotiated by Pennsylvania and New York Central on the one side and the
New Haven trustees on the other provided that Penn Central should pay in
part for the New Haven properties with 950,000 shares of its common stock.'
As a New Haven trustee stated, "[O]ne of the principles for which we negoti-
ated at considerable length was that the bulk of the consideration should be in
the form of common stock or, failing that, should be debt instruments having
either conversion rights or options which would permit the claimants to the
New Haven's Estate to participate in the benefits of the merger." In confirming
the terms of the agreement, the Commission accepted the testimony of a New
Haven trustee that the value of the stock could range anywhere from $75 to
$100 a share on the date of closing and that the average, $87.50, represented
his estimate of market value at the time of inclusion. 331 I.C.C., at 688-689.
The Commission adopted the $87.50 per share value placed on the Penn Central
stock by the trustee as reasonable. Id., at 689-690.
On the first round of review the reorganization court agreed that the $87.50

per share figure represented a fair value for the Penn Central stock, based on
the Commission's calculation of the estimated future earning power of the new
company and the testimony of the New Haven trustee, "a well qualified expert."
The expert saw "no reason why recent fluctuations in the market value of
these shares should change the disposition of the matter. . . ." 289 F. Supp.,
at 462.
On the remand, the bondholders challenged the Commission's stock valu-

ation. The Commission cursorily rejected the attack on the ground that the
bondholders' witness was unfamiliar with Penn Central's operating and

80 The decisions of the New York state courts relied upon by the bondholders are
Inapposite. In In re City of New York, 18 N. Y. 2d 212, 219 N. E. 2d 410, appeal dis-
had condemned the Fifth Avenue Coach lines. The trial court treated the takeover as one
of a going concern and fixed the award at reproduction cost new less depreciation. The
Court of Appeals agreed that Fifth Avenue had demonstrated a capacity for profitable
operations under reasonable rates, it was entitled to going concern value, but that the
trial court had erred in excluding evidence of value of the "intangible going concern
assets, that is, the component of value in the business which in addition to the value
of the tangible assets reflects an efficient operation." Id., at 220, 221, 219 N. E. 2d, at
412, 413. The opinion of the Court of Appeals does not disclose whether payment of
liquidating value would have yielded a higher price. In In re Port Authority Trans-
Hudson Corp., 20 N.Y. 2d 457, 231 N.B. 2d 734, cert denied sub 'tom. Port Authority
Trans-Hudson Corp. v. Hudson Rapid Tubes Corp., 390 U.S. 1002, the Court of Appealsdealt with a public taking of railroad tunnels under the Hudson River owned by acompany in reorganization and having only a "dim financial future . . . ." 20 N.Y. 2d,at 465, 231 N.H. 2d, at 736. The tunnels, which required only $88,000 to be put inworking order, had cost $32,000,000 to build, and would have cost $400,000,000 toreplace; their liquidating value was a negative figure, because of costs that would havebeen incurred in plugging them up. Id., at 467 and n. 2, 470, 231 N.E. 2d, at 737and n. 2, 739. Because the Port Authority was taking the tunnels for continued opera-tion, the Court of Appeals held the proper valuation was depreciated original cost plusthe value of intangible assets also attributable to the operation as a going concern. Id., at471-472, 231 N.E. 2d at 740. In neither of these cases did the New York courts requirethe taking authorities to pay both an operating and liquidating value. Rather, theyawarded the owners the value reflecting the highest and best price for their properties—precisely the treatment accorded the New Haven here.

81 At the time of the Second Supplemental Report, an issue of 950,000 Penn Centralcommon shares to New Haven would have given the debtor 4% of the total shareholderequity in the new company. 331 I.C.C., at 689.

JP
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financial plans, gave undue weight to extraordinary past expenses, and
generally neglected the future prospects of the company. 334 I.C.C., at 68 n. 40.
By the time of the second round of judicial review, inclusion had taken place

and the Penn Central had given its consideration in exchange. The bondholders,
renewing their charge that the Commission's prophecy had been erroneous,
pointed to the actual market performance of the stock. As of the inclusion
date, December 31, 1968, the market price stood at 63%, more than 20 points
below the Commission's estimated value. If that date should be thought suspect
because of year-end sell-offs, the bondholders noted that throughout 1968
the price had fluctuated between 531/2 and 861/2, with a mean price between
February 1 and December 31 of 691/2. Thus, the bondholders contended, the
primary component of their bundle of consideration had turned out to be worth
anywhere from $17,000,000 to $23,000,000 less than it was supposed to be.
On the second round the reorganization court rejected the bondholders'

contention that the Commission had predicted an $87.50 value as of the closing
date.
"[T]he Commission, presumably in an effort to assure fairness to Penn

Central, did not use the market value of December 31, 1966 or an average of
the values at or about December 31, 1968, the actual date of transfer. Instead,
it adopted the theory that, after all, the purpose of using stock in payment
was to tap the expected future economic benefit of the Penn Central merger
which would come to full fruition seven to ten years after its effective
date on February 1, 1968, but would be reflected in an upward trend of the
stock at the time of closing or transfer of New Haven's assets to Penn Central,
then estimated to be in 1970.
"[T]he theory of giving recognition to an intrinsic value in the shares, which

will be realized when the full economic benefits of the merger have been
achieved, not only assists the Penn Central by relieving it of the need to
divest itself of a crippling amount of cash, which would be prejudicial to its
merger program, but affords the New Haven an opportunity to participate in
probable future profits." 304 F. Supp., at 808-809.
The court nonetheless recognized an element of unfairness to the New Haven

bondholders in that the New Haven was compelled to accept the stock "at a
substantial present loss on an assurance of future gain." As the court put
it, "The nub of the unfairness and inequity is not the 871/2 fixed for present
calculations, but the fact that the purchaser is getting assets of sure present
value while the seller is asked to gamble for its payment on the future of the
Penn Central." Id., at 809. The court concluded that this did not necessitate
a change in price or an amendment to the valuations postulated by the Com-
mission. "To be fair and equitable, however, it does require a supplemental
provision fulfilling the implicit promise by the purchaser to pay $83.1 million
as part of the price for the assets conveyed." Accordingly, the court provided
that

"if at any time the market price of Penn Central common shares reaches
and maintains 871/2 per share on the New York Stock Exchange for a period
of five consecutive days on which the Exchange is open and doing business
(not counting days on which the Exchange is closed to trading) between
the date of final consummation of the plan of reorganization and February 1,
1978, then and in that event it will be conclusively presumed that Penn
Central has, in transferring the shares of the New Haven, made payment of
the $83.1 million of the purchase price represented by the shares. If,
however, the common shares of Penn Central do not reach and maintain
the price as aforesaid, then the value of the shares will be determined by the
average of the means between high and low prices of Penn Central shares
on the New. York Stock Exchange for the 30 business days next preceding
February 1, 1978, on which the Exchange is actually operating and
there are sales of Penn Central shares. Penn Central will forthwith
become liable to pay in cash to the New Haven, or its successor or successors,
the difference between said mean market prices of those 30 days and 871/2 for
each share. . . ." 304 F. Supp. at 809-810.
The court provided that the benefit of Penn Central's underwriting of any

difference between the mean market price and 871/2 would inure only to the
New Haven and would not follow the shares into the hands of third-party
buyers.
In addition, the court afforded Penn Central the option of relieving itself

of the 1978 underwriting obligation in the following manner:

50-934-71--pt. 2 15
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"The Penn Central is granted an option, operative between the date of
final consummation of the plan and February 1, 1978, to discharge its obli-

gation to underwrite and pay the difference between such average price and
the higher 871/2 at the end of the ten year period by paying one or more blocks

of 50,000 shares to the New Haven . . the difference between the mean market
prices for sales of Penn Central common shares and 871/2 per share as of a
specific day of sales on the Exchange which shall previously have been desig-
nated by Penn Central in a written notice delivered to the New Haven at least
5 days prior to such market date." Id., at 810.
The underwriting plan of the reorganization court thus combined a series of

essential findings and protective features. First, it ratified the Commission's
determination that intrinsic value rather than market price should guide the
appraisal of the worth of the Penn Central common stock; second, it predicted
that that intrinsic value would be reflected in a market price of at least $87.50
per share by the time Penn Central fully realized the benefits of its merger,;
third, it provided that Penn Central would secure the New Haven estate
against the risk that the market price of its stock would not reflect that
minimum intrinsic value within the first nine years after inclusion; and fourth,
it contemplated that New Haven would be left free to participate in whatever
future appreciations in value Penn Central's stock might enjoy. In sum, the
reorganization court •devised a plan that added to its assessment of present
worth both a reasonable assurance of realization of such worth and the
opportunity of additional gain. In so doing, the reorganization court in effect
determined that postponement of immediate realization of $87.50 per share
was offset by the possibility of even greater future market price of the stock.
and that the package constituted full compensation for the assets transferred
to Penn Central.
On the basis of the record before the District Court at the time of its order,

we would have no hesitancy in accepting its findings, conclusions, and proposed
underwriting plan as consistent with the history of the reorganization proceed-
ings and supported by substantial evidence. But we cannot avoid the impact
of recent events in assessing the propriety of the decree that that court has
entered. See United States v. Aluminum Co. of America, 148 F. 2d 416, 445.
And those events make it possible that this aspect of the reorganization court's
decree may be wholly unrealistic.
The fairness and equity that are the essence of a § 77 proceeding forbid our

approval of a payment for the transferred New Haven properties that may be
worth only a fraction of its purported value. And the same considerations of
fairness and equity prevent imposing on Penn Central the burden of immediate
payment in full, particularly when it is remembered that the New Haven
bondholders have never objected to the receipt of Penn Central stock in
exchange for the New Haven assets.
Accordingly, we set aside the order of the Connecticut District Court insofar

as it determines that an intrinsic value of $87.50 inheres in _the Penn Central
common stock and implements an underwriting plan to secure payment of
that sum. Further proceedings before the Commission and the appropriate
federal courts will be necessary to determine the form that Penn CentraPs
consideration to New Haven should properly take and the status of the New
Haven estate as a shareholder or creditor of Penn Central.

V

We turn finally to the contention of the bondholders that quite apart from
the specific items that together go to make up the price to be paid for the
New Haven assets, the plan of reorganization itself is not only unfair and
inequitable under the Bankruptcy Act but violates the Fifth Amendment as a
taking of property without just compensation.
The purchase price that the Commission and the reorganization court have

required Penn Central to pay to the New Haven estate is based upon the
liquidation value of the seller's assets, appraised as of December 31, 1966.
That price hypothesizes a shut-down of New Haven followed by a sell-off
of its assets at their highest and best value. In the circumstances of this case,
and for the reasons we have already set out at length, we agree with the
reorganization court that it would be unfair and inequitable to allow Penn
Central to take the properties for any lesser sum. Moreover, we today require
a reassessment of the consideration that Penn Central is to give in exchange
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for those properties. We thereby accord the bondholders the right to a
liquidation and a per-parcel sale that is theirs by virtue of their mortgage
liens. The Bankruptcy Act does not require that they be given more. Nor is it
necessary to consider the bondholders' claim that anything less than full
liquidation would amount to an uncompensated taking in violation of the
Fifth Amendment.
But the Bondholders Committee presses another Fifth Amendment argu-

ment. It points to the Commission's own finding that from the inception of
the New Haven reorganization through 1968 the debtor's estate had amassed
more than $70,000,000 in administrative and prebankruptcy claims that take
priority over the bondholders' liens. Fourth Supplemental Report, 334 I.C.C.,
at 126. The reorganization court itself noted that "'losses reasonably incident
to working out the solution most consistent with the public interest' [have]
eroded the debtor's estate in excess of $60 million." 304 F. Supp., at 800.
(Footnote omitted.) Although the extent to which the ongoing deficit operation
has impaired the bondholders' security is unclear, it is undeniable that the
continued operation of the railroad into the late 1960's, together with the
legal uncertainties engendered by the doubtful future of the company, have
greatly depressed the value of the bondholders' interests. Cf. Pews-Central
Merger Cases, 389 U.S., at 509."
A § 77 reorganization court may not, of course, disregard a claim that

injurious consequences will result to a secured creditor from the suspension
of the right to enforce his lien against the property of a debtor. That claim,
however, "presents a question addressed not to the power of the court but to
its discretion—a matter not subject to the interference of an appellate court
unless such discretion be improvidently exercised." Continental Illinois National
Bank & Trust Co. v. Chicago, R. I.& P. R. Co., 294 U.S. 648, 677. Here the
reorganization court recognized its duties under the Bankruptcy Act and the
Constitution. In August 1968 it ruled as follows:
"In view of the history of this deficit operation from the time of the filing

of the petition under § 77 and even before, the size of the losses, the long
period of time necessarily involved in seeking to work out a solution, short
of liquidation, through inclusion in the Penn-Central, the present condition of
the Railroad and the rate of loss and outflow of cash in the recent past and
in the foreseeable future, this court finds that the continued erosion of the
Debtor's estate from operational losses after the end of 1968 will clearly
constitute a taking of the Debtor's property and consequently the interests of
the bondholders, without just compensation. It is therefore constitutionally
impermissible, and obviously no reorganization plan which calls for such a
taking can be approved." 289 F. Supp., at 459.
We do not doubt that the time consumed in the course of the proceedings

in the reorganization court has imposed a substantial loss upon the bond-
holders. But in the circumstances presented by this litigation we see no constitu-
tional bar to that result. The rights of the bondholders are not absolute. As
we have had occasion to say before, security holders "cannot be called upon
to sacrifice their property so that a depression-proof railroad system might be
operated. But they invested their capital in a public utility that does owe
an obligation to the public. . . . [My their entry into a railroad enterprise
[they] assumed the risk that in any depression or any reorganization the
interests of the public would be considered as well as theirs." Reconstruction
Finance Corp. v. Denver & R. G. W. R. Co., 328 'U.S. 495, 535-536.
Only two Terms ago, when we last considered the Penn Central -merger, we

quoted approvingly the Commission's statement that "[i] t is a fundamental
aspect of our free enterprise economy that private persons assume the risks
attached to their investments, and the N [ew] H[aven] creditors can expect
no less because the N[evir] Il[avenrs properties are devoted to a public use."
Penn-Central Merger Cases, 389 U.S., at 510. We added:
"While the rights of the bondholders are entitled to respect, they do not

command Procrustean measures. They certainly do not dictate that rail
operations vital to the Nation be jettisoned despite the availability of a

84 As previously noted, the holders of the Harlem River Division bonds have received
satisfactory security by Penn Central's assumption of the mortgage. See n. 48. supra.
We are informed that the right of the holders of the General Income bonds to participate
in the reorganized company depends on the outcome of this litigation. The holders of th.
First and Refunding Mortgage bonds stand somewhere in between. See 289 r. Supp.
at 442 n. 18.
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feasible alternative. The public interest is not merely a pawn to be sacrificed
for the strategic purposes or protection of a class of security holders . . . ."
Id., at 510-511.
In this context we appraise the bondholders' claim that the continued

Operation of the New Haven from the inception of the reorganization pro-
ceeding in 1961 to the inclusion in Penn Central in 1968 worked an un-
constitutional taking of their property. There is no longer room for dispute
that the bondholders will receive the highest and best price for the assets
of the debtor as of December 31, 1966. That price of course reflects the
depreciation of the properties and the losses incurred in the operation of
the railroad from the commencement of reorganization proceedings under
§ 77 in the middle of 1961. But the Bondholders Committee does not tell us
what the depreciation and losses attributable to the prevaluation period are.
Moreover, no bondholders formally petitioned the reorganization court to
dismiss the proceedings and thereby permit a foreclosure on the mortgage
liens until April 1967—well after the 1966 valuation date.'
Nor can Penn Central be held liable for the further decline in New Haven's

value from the valuation date to the actual inclusion. The new company
did not even come into existence until midway through that period, and from
the point of its own creation until it took in the New Haven, it contributed
substantially to recompense the debtor for its operating losses. Moreover,
the failure of the bondholders to press for early liquidation of the New
Haven meant that their initial application for a dismissal of the reorganiza-
tion proceedings came just as the objective of salvaging the New Haven
appeared possible to achieve. As the reorganization court noted, only two of
the several bondholder groups made that initial application; it was not
joined by the trustees, nor was it endorsed by other representatives of the
bondholders and creditors; and it came just as the Commission was about
to certify a feasible plan of reorganization to the court. "To jettison every-
thing achieved and turn back just as a glimmer of light begins to show at
the end of a long dark tunnel," said the court, "not only carries with it an
aura of unreality but borders on the fantastic." In re New York, N. H. ce
H. R. Co., 281 F. Supp., at 68.
On the other hand, we must also reject any lingering suggestion by Penn

Central that the price it must pay for the New Haven assets is unfair in
either a statutory or a constitutional sense. At first glace there is a seeming
anomaly in the requirement that Penn Central pay a liquidating value for
property it must operate at a loss. But it is not correct to say that New
Haven's right to liquidate is inconsistent with Penn Central's obligation to
operate, or that if the New Haven's creditors had such a right, Penn Central
must have it as well. The bondholders had the right by force of their
state-created liens under the New Haven's mortgage obligations. Penn Central
had no such right, because its merger was expressly conditioned on its
assumption of responsibility for continued New Haven service. There was
nothing inequitable in an arrangement that permitted the bondholders to
recover the value of their liens on the property of the debtor at the same
time that it required Penn Central to pay that value in exchange for
the nearly $1,000,000,000 worth of benefits that the merger was then antici-
pated to produce.
As •the Commission said at the time of its Second Supplemental Report,

"Calling upon Penn-Central to pay more than the N[ew] H[aven] is worth
as a going concern is not unreasonable within the meaning of section 5(2) ....
The Penn-Central merger (which will bring substantial dollar savings to the
merger applicants) was approved with the thought that some of the merger
savings would be available specifically to ward off a liquidation and shut-
down of the N[ew] H[aven] so that adequate transportation service would
remain available to the public which now relies on the N[ew] H [aven]."
331 I.C.C., at 687-688.
The reorganization court made the point with clarity and force:
The whole purpose of making the inclusion of the New Haven a con-

dition of the merger was to require Penn-Central, which, in being per-
mitted to merge, was granted the opportunity to realize tremendous economic
benefits, to take over and operate a helplessly sick but still needed railroad,

85 As late as October 1966 the reorganization court noted that the policy of preserving
the New Haven as an on-going railroad "has been concurred in by the bondholders
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which it could well afford to do. It is part of the price Penn-Central is ca
lled

upon to pay for the right to merge. The right to merge was granted, th
e

merger has taken place, and the price should be paid." 289 F. Supp., at

465-466.
For the reasons stated in this opinion, the judgment of the United States

District Court for the District of Connecticut, reviewed on writs of certi
orari

in Nos. 914, 916, 920, 1038, and 1057, is affirmed in part and vacated 
and

remanded in part. The judgment of the United States District Court for
 the

Southern District of New York appealed from in Nos. 915, 917, and 921, i
s

vacated, and those cases are remanded with instructions to abstain pen
ding

the further proceedings before the Interstate Commerce Commission and th
e

reviewing courts under § 77 of the Bankruptcy Act.
It is so ordered.

Mn. JUSTICE DOUGLAS took no part in the decision of these cases.

Mn. JUSTICE MARSHALL and MR. JUSTICE BLACKMUN took no part in the

consideration or decision of these cases.
MR. J1USTICE BLACK, with whom Mn. JUSTICE HARLAN joins, dissenting.

The central issue in these cases, easily lost I fear in the 98-page opinion

of the Court, can in my judgment be briefly and simply stated. After thi
s

Court's decision in the Penn-Central Merger Cases, 389 U.S. 486, the Interstat
e

Commerce Commission assumed its difficult statutory task of determining th
e

liquidation value of the assets of the New Haven Railroad, a determinatio
n

which if upheld by the courts would decide the purchase price Penn Centra
l

would have to pay for the bankrupt New Haven. The Commission mad
e

that valuation determination, and the question before this Court is whether,

under the appropriate standards of court review, the Commission's valuatio
n

of the New Haven's properties should have been sustained or rejected by the

reviewing courts. This question comes here from two federal district courts,

both of which were called upon to review the Commission's valuation of th
e

New Haven properties, (1) a bankruptcy court convened under § 77 of the

Bankruptcy Act, 11 U.S.C. § 205, to consider the reorganization of the New

Haven, and (2) a three-judge merger court convened under 28 U.S.C. §§ 1336

(a), 2321-25, to review Commission merger and inclusion orders. Both

district courts had jurisdiction under these statutes to examine the Com-

mission's valuation decisions. And the proper scope for each court's review

was the same: were the Commission's findings supported by substantial

evidence and consistent with applicable statutory requirements? Yet the

reception the Commission's determination received from the two courts on

the final round of review was dramatically different. The bankruptcy court

took issue with several of the Commission's important findings as to the

New Haven's liquidation value and, substituting its own ideas of the proper

method of appraising the railroad's properties, increased by over $28,000,000

the value the Commission had placed on the assets of the New Haven. 304

F. Supp. 793. In sharp contrast, the three-judge merger court noted the

"severe limitations" on the scope of its review of valuation matters, 305

F. Supp. 1049, 1053, and, after carefully examining the Commission plan,

sustained the agency's determinations.' Judge Friendly, writing for the

three-judge merger court, stated the fundamental reason for that court's

disagreement with the bankruptcy court:
"Essentially, we think, our disagreements . . . reflect a difference in view

concerning how far we are at liberty •to substitute our own notions for the

decisions the Commission has taken in what we regard as a sincere effort to

comply with the tasks both courts assigned to it on remand." 305 F. Supp.,

at 1065.

Both district court decisions are now properly before this Court for our

review, and contrary to the position taken by the Court today, it is my view

that the Court has an obligation to pass upon both those judgments, not

just one. As the quoted passage from Judge Friendly's opinion for the

three-judge merger court indicates, the answer to the question whether this

Court should follow the three-judge court and sustain the Commission's

The three-judge merger court corrected the Commission's findings on minor valuatio
n

points which are not relevant here. The Commission has subsequently made finding
s

eonsistent with the three-judge court opinion on these questions. 334 I.C.C. 52
8.
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valuation of the New Haven properties turns largely on the proper scope of
judicial inquiry into the agency determination. Our previous cases make it
clear that the scope of judicial review of the Commission's appraisal of such
properties is narrowly limited to ensuring that the agency findings are
supported by material evidence and consistent with statutory standards. The
federal courts, this Court included, should defer whenever possible to Com-
mission expertise on complex questions of valuation. It is my position,
elaborated in what follows, that the application of this test to the record
before the Commission in these cases can only lead to the conclusion that
the Commission did not abuse its discretion in valuing the New Haven and,
accordingly, that the three-judge court was correct in sustaining its de-
terminations and the bankruptcy court wrong in rejecting them. The three-
judge court's excellent opinion is, in my view, compelling support for the
idea that a reasonable reviewing court exercising the proper scope of review
would find that the Commission acted wholly within its discretion. More-
over, I find myself in agreement with Judge Friendly that the bankruptcy
court greatly exceeded its reviewing authority and in so doing improperly
substituted its own views on valuation for those of the Commission.
The Court today reaches conclusions completely at odds with those stated

above and affirms the decision of the bankruptcy court. I do not think the
Court could reach the result it does but for its mistaken assumption that
the bankruptcy court was somehow the more appropriate of the two courts
to review the Commission's valuation determinations and that, accordingly,
the excellent opinion of the three-judge court could be simply ignored on the
ground that that court should have abstained in favor of the bankruptcy
court. Congress has granted jurisdiction to review the Commission findings
to both courts under the peculiar circumstances presented in these cases,
and the Court offers only make-weight arguments to support its holding that
the three-judge court should have abstained from reaching the valuation
questions. In my view, both courts were obligated to fulfill their statutory
mandate to review the Commission valuation findings, and this Court has an
obligation to treat with equal dignity the decisions of each of those courts.
For this reason I cannot agree that the Court is justified in proceeding as if
Judge Friendly's opinion for the three-judge merger court simply did not
exist. Nor can I accept the Court's position that in reviewing the conclusions
of the bankruptcy court it should apply a standard of review that attaches
great weight to the conclusions of that court rather than to those of the
Commission. Our prior cases indicate that the correct rule is just the
opposite. In sum, the Court first disposes of the three-judge court's opinion
by assuming that that court should have abstained, and it then adopts a
deferential posture toward the conclusions of the bankruptcy court. In so
doing the Court clears the way for its affirmance of the bankruptcy court.
The Court's approach and the result it reaches are intimately related, and
I regret that I cannot agree with either.

II

On the question of valuing the New Haven's assets, the tasks which the
three-judge merger court and the bankruptcy court were called upon to
perform in these cases were virtually identical, and for both courts that
task was a narrowly circumscribed one. The statutes goyerning review in
both courts provide the same flexible standard: under § 77(e) of the Bank-
ruptcy Act the bankruptcy court was to determine if the terms for the saleof the New Haven's assets were "fair and equitable," and under §§ 5(2) (b)
and (d) of the Interstate Commerce Act the three-judge court was to ensure
that the terms of the merger and inclusion were "just and reasonable" and
"equitable." More important, our previous cases leave no doubt that the twodistrict courts and, accordingly, this Court are permitted only a limited scopefor their review of the Commission's valuation findings. In Ecker V. TVesternPacific R. Co., 318 U.S. 448, 472, this Court emphasized that under § 77(e)of the Bankruptcy Act, "Valuation is a function limited to the Commission,

2 Of course, the bankruptcy court and the three-judge merger court agreed on manyof the issues that were presented to them, some of which were questions of valuationand some which were not. Apart from the question of the underwriting plan, ante, at90-92, the Court today affirms both district courts on those issues on which both agreed,and I concur in that result. I differ with the Court, however, on its handling of all thirgequestions of valuation over which the two district courts disagreed.
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without the necessity of approval by the [bankruptcy] court." The Court
elaborated its holding this way:
"The function of valuation thus left to the Commission is the determination

of the worth of the property valued, whether stated in dollars, in securities
or Dtherwise. One of the primary objects of the bill was the elimination of
obstructive litigation on the issue of valuation and the form finally chosen
approached as near to that position as seemed to the draftsmen legally possible.
Judicial re-examination was not considered desirable . . . . The language
chosen leaves to the Commission, we think, the determination of value with-
out the necessity of a re-examination by the court, when that determination
is reached with material evidence to support the conclusion and in accordance
with legal standards." 318 U.S., at 472-473.
See also Reconstruction Finance Corp. v. Denver & R. G. W. R. Co., 328

U.S. 495, 508-509; Group of Institutional Investors v. Chicago, M., St. P. & P.
R. Co., 318 U.S. 523, 536-542. These cases make it clear that Congress delegated
the valuation function to the Commission and that the Commission's determina-
tions can be reviewed by the federal courts under § 77(e) only to determine
whether they are supported by substantial evidence and conform to the
applicable statutory standards.
The scope of review of the three-judge merger court under § 5 of the

Interstate Commerce Act is virtually identical to that of the reorganization
court under § 77. The function of the three-judge court is only to determine
if the Commission's actions "are based upon substantial evidence and to
guard against the possibility of gross error or unfairness." Penn-Central
Merger Cases, 389 U.S. 486, 524. If a cOurt finds the Commission's "con-
clusions to be equitable and rational," it should not, as it seems to me this
Court does today, "second-guess each step in the Commission's process of
deliberation." Id., at 524.
The reasons compelling such judicial restraint lie not only in the ac-

cumulated expertise of the Commission but also in the inherent uncertainty
of the valuation process itself. "An intelligent estimate of probable future
values . . . ,and even indeed of present ones, is at best an approximation. . . .
There is left in every case a reasonable margin of fluctuation and un-
certainty." Dayton Power & Light v. Public Utility Commission, 292 U.S. 290,
310. These inevitable uncertainties of a complex valuation were greatly
magnified in this case, for here the Commission was called upon to determine
what values the New Haven properties would have, as the three-judge court
put it, in "a liquidation that never happened, that in a world as we know it
scarcely could have happened, and that, if it had happened, could have
happened in any one of a number of equally imaginary ways. . . ." 305 F.
Supp., at 1056. Given the extremely hypothetical context in which the Com-
mission made its determinations, it is impossible for any reviewing court
to know if the Commission's finding even approximated the true liquidation
value of the railroad. Because of this enhanced uncertainty, the area in which
the Commission was required to exercise its judgment in this case was unusally
wide, and a reviewing court could probably upset its conclusions in only the
clearest instances of abuse.
I indicated previously that when these criteria for judicial review are

taken into account, it becomes impossible for me to believe that the Com-
mission abused its discretion in deciding as it did the excessively complex
and difficult valuation issues discussed at length in the Court's opinion.
The three-judge merger court concluded that the Commission's findings in
this regard were supported by substantial evidence and consistent with
relevant principles, and, after reviewing the record and the opinion of the
Commission, I find myself in wholehearted agreement with the three-judge
court's conclusion. Judge Friendly's fine opinion leaves no doubt in my mind
that the court for which he wrote was fully aware of both the limited scope
of its reviewing power and also its obligation within those limits to scrutinize
carefully each of the significant decisions of the Commission. Thus, the
court assumed that "[i]f the Commission made demonstrable errors, it is our
duty to correct these . . . ," but, unlike the Court today, it refused "to re-
examine every judgment made by the Commission and to substitute our own
whenever we think it better." 305 F. Supp., at 1056. The three-judge court's
opinion sets out fully and adequately the reasons why the Commission should
be affirmed on each of the disputed points, and there is nothing to be go Me(]
from my repeating those reasons here.
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III

The Court's opinion affirming the bankruptcy court attempts to avoid the
force of the foregoinc, considerations by first holding that the three-judge court
should have abstained from reaching the valuation issue and then assuming
for some reason which is not clear to me that this Court should apply a
limited scope of review to the valuation findings of the bankruptcy court
rather than to the Commission's findings. This approach is, I submit,
premised on erroneous assumptions.

A

There can be no question but that under relevant federal statutes both the
three-judge merger court and the bankruptcy court had jurisdiction to review
the Commission's determination of the New Haven's liquidation value. See
11 U.S.C. § 205; 28 U.S.C. §§ 1336(a), 2321-25. The Court today does not
really dispute this conclusion, but argues instead that the bankruptcy court
might have had "primary jurisdiction" to decide the valuation issues, citing
to support this idea several quite inapposite cases dealing with in rem
jurisdiction, and, alternatively, that the three-judge court should have "ab-
stained" because the only remaining issue was "the value to be accorded
the assets transferred, and the resolution of those issues was the essence
of the § 77 process." Ante, at 32. Actually, the only "primary jurisdiction"
involved here was the primary jurisdiction of the Commission to decide
questions of valuation. Moreover, the question of the New Haven's value may
well have been central to the § 77 proceedings, but, in ordering the New
Haven's inclusion in Penn Central, the Commission exercised authority under
both § 5 of the Interstate Commerce Act and § 77 of the Bankruptcy Act.
The question of the New Haven's value was equally central to the require-
ment under § 5 that the Commission determine before issuing an inclusion
order that the terms of the inclusion are "equitable." 49 U.S.C. § 5 (2) (d).
Review of the Commission's valuation was therefore as appropriate on the
merger and inclusion side as on the bankruptcy side, and the Court's argu-
ment to the contrary is completely condusory. Accordingly, I think the three-
judge merger court was correct when it decided that, "unfortunate as the
duplicitous system of review may be, we see no basis on which we can properly
decline to exercise the jurisdiction conferred upon us. . . ." 289 F. Supp. 418,
424.

The Court also errs, I think, when it assumes that it should defer to the
findings of the bankruptcy court rather than to those of the Commission. The
reasoning behind this novel approach is never clearly stated. At times, the
Court seems to take the view that the proper role of the bankruptcy court
on valuation questions lies somewhere between that of a trial court charged
with the responsibility of making a fair estimate of the value of the New
Haven properties and an appellate court whose responsibility is limited to
reviewing the Commission's valuation. The adoption of this hybrid role for
the bankruptcy court is strenuously urged upon us in some of the briefs in
this case. Such a theory arguably justifies a deferential attitude on the part
of this Court toward the reorganization court's determinations and also
provides at least a partial justification for the bankruptcy court's de novo
valuation estimates. However, the notion that the bankruptcy court has
special powers in reviewing Commission valuations and in weighing the
public interest is completely untenable in light of Western Pacific and the
cases following it. Those cases make it clear that while the bankruptcy court
does have certain special functions in § 77 reorganizations, the role of the
bankruptcy court in the areas of concern here is simply that of an appellate
court. As we said in Reconstruction Finance Corporation v. Denver, R. G. &
W. R. Co., 328 U.S. 495, 508:
"[T]he experience and judgment of the Commission must be relied upon

for final determinations of value and of matters affecting the public interest.
subject to judicial review to assure compliance with constitutional and
statutory requirements."
To like effect was the conclusion reached in Chicago, R. I. & P. R. Co. V.

Fleming, 157 F. 2d 241, 245 (1946), a case following Western Pacific:
"The Commission is allowed wide discretion in reaching its conclusions.

and if its findings are supported by substantial evidence and follow legal
standards, they must be affirmed by the courts. . . ."
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)1.

In my opinion these and other cases preclude the notions that the bankruptcy
court has special factfinding and interest-weighing functions sufficient to
justify this Court's viewing it as a quasi-trial court.

Alternatively, the majority's position might be that even though the re-
organization court had no special review powers, this Court should still give
weight to its conclusions concerning the Commission's price determinations.
This position might have some force were there grounds for confidence that
the bankruptcy court in this case applied the correct scope of review in ex-
amining the Commission determinations, but no such grounds for confidence
exist here. This Court has an obligation to examine carefully the opinion
of the bankruptcy court to determine if that court did in fact apply the
correct scope of review. Such an inquiry necessarily involves the Court in
determining if the agency's decisions are consistent with applicable law and
supported by substantial evidence. As I indicated earlier, the record in this
case simply does not support the conclusion that the reorganization court
stayed within its proper scope of review of the Commission determinations.
Since the reorganization court applied the wrong reviewing standard, there
is no justification for this Court's giving any deference to the valuation
determinations of that court.
The Court's opinion is thus poised between two equally unsatisfactory al-

ternatives. Its conclusions must either rest on the theory that the reorganiza-
tion court has extraordinary reviewing powers, a theory which I think is
precluded by Western Pacific and the cases which follow it, or the Court
must take the position that the reorganization court correctly applied the
Western Pacific standard, a conclusion which seems to me untenable in light
of the record in these cases and the opinion of the three-judge merger court.

IV

Today's decision will have the effect of greatly burdening the Penn Central
by increasing the amount that company owes to the New Haven bondholders
by an additional $28,000,000. The imposition of this additional burden can
only bring about a further deterioration of the Penn Central's already
seriously compromised financial position 3 and will further reduce the ulti-
mate chances of success of this venture in which the public has a considerable
stake. The public interest in these cases certainly lies in establishing and
maintaining the Penn Central as a viable private enterprise with reasonable
rates and efficient services. Here the Commission had a duty "to plan
reorganization with an eye to the public interest as well as the private
welfare of creditors and stockholders." Reconstruction Finance Corp. V.
Denver, R. G & W. R. Co., 328 U.S. 495, 535-536. See also the Penn-Central
Merger Cases, 389 U.S. 486, 510-511. Because Penn Central's economic sound-
ness will be vitally affected by the price it has to pay for the New Haven
assets, the Commission had an obligation, which I think it fulfilled in these
cases, to prevent an overvaluation of the New Haven assets which might un-
necessarily jeopardize the newly merged Penn Central system. If the Commis-
sion resolved close and fairly debatable issues of valuation in favor of Penn
Central rather than the New Haven bondholders, the agency's actions were
wholly justifiable in terms of its statutory mandate to protect the public.
Although the courts must review Commission determinations of value to
guarantee that those valuations are "fair and equitable" to the bondholders,
that reviewing authority does not permit a court to substitute its views
for those of the Commission. Judicial review of Commission valuations must
be exercised in light of the fact that "Congress has entrusted the Commission,
not the courts, with the responsibility of formulating a plan of reorganization
which 'will •be -compatible with the public interest.' § 77 (d)." Group of In-
vestors v. Chicago, M., St. P. & P. R. Co., 318 U.S. 523, 544. Here the
Commission struck a balance between public and private interests that was
clearly within its discretion, and I think it is both improper and unwise
for this Court to upset that balance and place an additional $28,000,000
burden on the Penn Central, a burden that I fear may ultimately be borne
by the consumers of the Penn Central's services or by the Federal Treasury.

3 As the Court notes in its opinion, ante, at 2, the Penn Central Transportation
Company has filed a petition for reorganization under § 77 of the Bankruptcy Act in
the United States District Court for the Eastern District of Pennsylvania.

50-934 0-71—pt. 2-16
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For the reasons stated above, I would affirm the judgment of the three-
judge merger court on the valuation issue and would reverse the judgment
of the bankruptcy court to the extent that it is inconsistent with the three-
judge court.

Nos. 914, 915, 916, 917, 920, 921, 1038, & 1057
WHITNEY NORTH SEYMOUR, New York, N.Y. (HORACE J. McAFFEE,

ALBERT X. BADER, JR., SELVYN SEIDEL and SIMPSON THACHER
& BARTLETT, with him on the brief) for petitioner-appellant-respondent;
LESTER C. MIGDAL, New York, N.Y. (LAWRENCE W. POLLACK and
MIGDAL, LOW, TENNEY Sz GLASS, with him on the brief) for appellant-
petitioner-respondent; JOSEPH AUERBACH, Boston, Mass. (JAMES WM.
MOORE, JOHN N. WORCESTER, ROBERT G. BLEAKNEY, JR. and MORRIS
RAKER, with him on the brief) for appellee-respondent; LEONARD S.
GOODMAN, Associate General Counsel, ICC (ERWIN N. GRISWOLD, So-
licitor General, RICHARD W. McLAREN, Assistant Attorney General, JAMES
van R. SPRINGER, Deputy Solicitor General, JOHN H. D. WIGGER, Justice
Dept. attorney, and ROBERT W. GINNANE, General Counsel, with him on the
brief) for appellee-petitioner: HUGH B. COX, New York, N.Y. (ROSWELL B.
PERKINS, ULRICH SCHWEITZER, SAMUEL E. GATES, ROBERT L. KING
and HARVEY J. GOLDSCHMID, with him on the brief) for appellee-re-
spondent-cross-petitioner; LOUIS J. LEFKOWITZ, Attorney General, State of
New York, DUNTON F. TYNAN, Assistant Solicitor General, and WALTER
J. MYSKOWSKI filed brief for State of New York, as appellee; ROBERT K.
KILLIAN, Attorney General, State of Connecticut, SAMUEL KANELL, Spe-
cial Assistant Attorney General, and JACK RUBIN, Assistant Attorney Gen-
eral, filed brief for State of Connecticut, as appellee.

STATEMENT OF SAMUEL PORTNOY, MANAGER, TRANSPORTATION,
OCCIDENTAL CHEMICAL CO., HOUSTON, TEX.

My name is Samuel Portnoy—I am Manager of Transportation Research
for Occidental Chemical Company, P.O. Box 1185, Houston, Texas 77001. I
have been employed by Occidental Chemical Company for over four years.
Practically all of my work after graduating college, has been in the traffic
and transportation field for approximately thirty years.
I am presenting this statement as Chairman of the Legislative Sub-Com-

mittee of the Transportation Committee for the Fertilizer Institute, Wash-
ington, D.C.
The Fertilizer Institute is a trade association, with about 300 member

companies which manufacture and distribute approximately 75 percent of
the fertilizer used on the American farms. (Appendix 1 lists the Institute
members.)
In 1969, 38.7 million tons of fertilizer was consumed by the farmers of

the United States. Also an additional 18.6 million tons of fertilizer was
exported. This tonnage is shipped thru 6,300 plants located throughout the
United States. (Appendix 2 shows the various plant locations.)
As you can see from the above our group has a tremendous interest in

obtaining necessary and satisfactOry rail transportation equipment and
service.
In reading the bill, we are convinced it will provide the railroads with

the assistance it needs to provide the necessary car supply as well as main-
tain the facilities to promote safe and adequate transportation. The bill also
has the necessary safeguards to make sure that the loans are not given to
those railroads unable to make the necessary improvements.
The Fertilizer Institute needs a strong railroad industry under private

ownership and management and this bill will help to keep our system strong
as well as avoid failures.
During 1969 the fertilizer traffic contributed approximately $420,000,000 to

the railroads freight revenues. In many cases the ton of fertilizer makes
more than one railroad move.
The economy of our country is dependent on sufficient economical rail trans-

portation services, and the fertilizer industry feels that its duty is to irit
mote this.
It is respectfully submitted to your committee.

4
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Samuel Portnoy, Manager Transportation Research
Occidental Chemical Company
Chairman, Sub-Committee
Legislative Transportation Committee
of the Fertilizer Institute—Washington, D.C.

Member Companies

A-A Fertilizer Co., Plainview, Minnesota
A.C.F. & Shirleys Fert., Brisbane, Australia
Acme Hamilton Mfg. Corp., Trenton, New Jersey
Acme Products Co., South Haven, Michigan
Adams Ammonia Co., Argos, Indiana
Adams Fertilizer Service, Bloomington, Illinois
Adams Hard-Facing Co., Guymon, Oklahoma
Ad-Craft Company, S. Sioux City, Nebraska
Agric, Anhydrous Ammonia Co., Ltd., Aylmer, Ontario, Canada
Agric. & inuustrial Corp., New York, New York
Agrico Chemical Co., Div. of Continental Oil Co., Memphis, Tennessee
Agricultural Services, Inc., Grand Island, Nebraska
Agri-Serv., Inc., Santa Paula, California
Agri-Service, Inc., Lind, Washington
Agro Vita, Inc., Minneapolis, Minnesota
Agway Inc., Syracuse, New York
Paul Akers, Inc., Indianapolis, Indiana
Allied Chemical Corp., New York, New York
American Cyanamid Co., Princeton, New Jersey
American Fert. & Chem. Co., Englewood, Colorado
American Oil Company, Chicago, Illinois
American Zinc Company, St. Louis, Missouri
Ametako, Inc., New York, New York
AMF Beaird, Inc., Shreveport, Louisiana
Amick Farm Supply, Papillion, Nebraska
Anco Chemicals, Ltd., Weston, Ontario, Canada
Anco Mfg. & Supply Co., Tulsa, Oklahoma
Arco Chemical Company, Fort Madison, Iowa
Assoc. of Mill & Elevator Mutual Ins. Cos., Chicago, Illinois
Atwood Vacuum Machine Co., Rockford, Illinois
Audrain Soil Service, Inc., Laddonia, Missouri
Australia Fert., Ltd., Sydney, Australia
Baer Ag. Supply Company, Waukee, Iowa
H. J. Baker & Bro., Inc., New York, New York
Barnard & Leas Mfg. Co., Inc., Cedar Rapids, Iowa
Bartlett & Company, Kansas City, Missouri
Bastian-Blessing, Div. of Astro Controls, Inc., Chicago, Illinois
Batman Farms Co., Inc., Grain Valley, Missouri
Beall Mfg. Div., Unit Rail Anchor Co., Inc., East Anton, Illinois
Thomas Beckett Company, Dallas, Texas
Bell Mfg. Company, Inverness, Mississippi
Roy & Lynn Benson, Stephen, Minnesota
The Blakely Peanut Co., Blakely, Georgia
John Blue Company, Huntsville, Alabama
Bluegrass Plant Foods, Inc., Cynthiana, Kentucky
Boettcher Enterprises, Inc., Beloit, Kansas
F. W. Bolgiano & Co., Washington, D. C.
Brandt Chemical Co., Inc., Pleasant Plains, Illinois
Bridgeton Marine Terminal, Bridgeton, New Jersey
Brockville Chemical Inds., Chatham, Ontario, Canada
Canadian Industries Ltd., Montreal, Quebec, Canada
Canadian Superior Oil Ltd., Calgary, Alberta, Canada
Carpenter Sales, Inc., Bondurant, Iowa
Central Farmers Fert. Co., Chicago, Illinois
Central Resources Corp., New York, New York
Champion-Farm Div., Koehring Co., Sand Springs, Oklahoma
Chemi-trol Chemical Co., Fremont, Ohio
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Chemurgic Agricultural Chem., Inc., Turlock, California
Chevron Chemical Co., San Francisco, California
Chicago Bridge & Iron Co., Oak Brook, Illinois
Chilean Nitrate Sales Corp., New York, New York
Cia Paulista de Adubos Copas, Sao Paulo, Brazil
Cities Service Company, Atlanta, Georgia
Clarinda Elevator, larinda, Iowa
Clark Manufacturing 

Inc.,
do., Atherton, Missouri

Clark Plant Food & Chemical Co., New York, New York
Clayton County Farm Serv. Co., Elkader, Iowa
Columbia Nitrogen Corp., Augusta, Georgia
The Columbiana Boiler Co., Columbiana, Ohio
Cominco American Inc. Spokane, Washington
Commercial Shearing 8; Stamping Co., Youngstown, Ohio
Commercial Solvents Corp., New York, New York
Continental NH8 Products Co., Inc.

' 
Dallas, Texas

Co-Operative Elevator Co., Pigeon, Michigan
Co-Op, Inc., Ida Grove, Iowa
Cooperative Oil & Supply Assn., Shenandoah, Iowa
Corenco Corporation, Tewksbury, Massachusetts
Corken Pump Company, Oklahoma City, Oklahoma
Cotton Belt Li-quid Gas Corp., Benoit, Mississippi
Cotton Producers Association, Atlanta, Georgia
Cox Grain & Feed Co., Tennant, Iowa
Walter Craft Fert. & Chem. Co., Malaga, New Mexico
Creighton Brothers, Warsaw, Indiana
Crop Builders, Inc., Edgewood, Iowa
CSBP & Farmers, Ltd., Perth, Western Australia
Daycon Nitrogen Company, Peterbsurg, Indiana
Deaton Ammonia Service, Eaton, Ohio
Decatur Foundry & Machine, Decatur, Alabama
Delevan Mfg. Company, West Des Moines, Iowa
Delta Tank Mfg. Co., Inc., Macon, Georgia
Dempster Industries, Inc., Beatrice, Nebraska
Denney Gin Company, Milan, Tennessee
Diamond R. Fertilizer Co.

' 
Winter Garden, Florida

Diamond Shamrock Oil & Gas, Amarillo, Texas
Bennie Dick & Sons, Silver Lake, Kansas
Dietrich Mfg., Inc., Goodfield, Illinois
Dimmitt 66, Inc., Dimmitt, Texas
Direct Nitrogen, Ltd., Wallington, Surrey, England
Dixie Chemical Corp., New Bern, North Carolina
Dixie Guano Company, Laurinburg, North Carolina
Dorchester Cotton Oil Co. St. George, South Carolina
Double "A" Fert. Ser. Ltd., Lethbridge, Alberta, Canada
Douglass Screen Printers, Inc., Lakeland, Florida
Dover Corporation, Blackmer Pump Div., Grand Rapids, Michigan
Dow Badische Company, Williamsburg, Virginia
Duesterhaus Farm Supply, Quincy, Illinois
Duval Corporation (Duval Sales Corp.), Houston, Texas
Eagle-Picher Industries, Inc., Joplin, Missouri
The Eckville Co-Op Assoc. Ltd.

' 
Eckville, Alberta, Canada

Electric Reduction Company of Canada, Ltd., Toronto, Ontario, Canada
Electric Wheel Co., Div. of Firestone Tire & Rubber, Quincy, Illinois
El Paso Products Co., Odessa, Texas
Elyria Farm Supply, Inc., Elyria, Nebraska
Emcee Industries, Inc., Findlay, Ohio (Teaneck, New Jersey)
Erny's Fertilizer Service, Walton, Indiana
Escambia Chemical Corp., Pensacola, Florida
Esso Chemical Co., Inc., New York, New York
Exley & Sponsler Nitrogen Service, Humeston, Iowa
Fairview Fertilizer Co., airview, Kansas
Farmers Coop. Association, 

Inc.,
Marathon, Iowa

Farmers Cooperative 
Co.' 

Hooper, Nebraska
Farmers Co-Op Elevator Co., Garden Plain, Kansas
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Farmers Co-Op Grain Assoc., Polk Nebraska
Farmers Co-Op Grain Co. of Yetter, Lake City, Iowa
Farmers Coop. Grain & Supply Co., Ensign, Kansas
Farmers Coop, Oil Assn., Winner, South Dakota
Farmers Elevator Mutual Ins. Co., Des Moines, Iowa
Farmers Fertilizer Co., Lawton, Iowa
Farmers Fertilizer Works, Inc., Elizabethtown, Pennsylvania
Farmers Service AAL, Tutwiler, Mississippi
Farmers Supply Company, Marvell, Arkansas
Farmers Supply Cooperative, Hutchinson, Kansas
Farmers Supply Coop. AAL, Greenwood, Mississippi
Farmers Union Central Exchange, Inc., South St. Paul, Minnesota
Farmland Industries, Inc., Kansas City, Missouri
Farmore Distributing Co., Pendleton, Oregon
Farmway Service, Columbia, Missouri
The Ferguson Company, Dawson, Georgia
Ferguson Industries, Dallas, Texas
Ferro Corporation, Cleveland, Ohio
Fertilizantes del Nordeste S.A., Mexico
Fertilizantes Fostfatados Mexicanos, S.A., Mexico
Fertilizantes Garza, S.A., Brownsville, Texas
Fertilizantes Liquidos, S.A. Celaya, GTO, Mexico
First Mississippi Corp., Jackson, Mississippi
Fisher Controls, McKinney, Texas
Fisons (Pty.) Limited, Johannesburg, South Africa
Five County Farmers Assn., Clarksdale, Mississippi
Lily Flagg Gin, Huntsville, Alabama
Florida Favorite Fertilizer, Lakeland, Florida
Fox Farm Supply Corp., Weyer, Iowa
Fox Valley Hicksgas, Inc., Plainfield, Illinois
Freeport Sulphur Company, New York, New York
French Potash & Import Co., New York, New York
FS Services, Bloomington, Illinois
Fuller Seed Company, Lincoln, Illinois
Amos J. Funk, Inc., Gridley, Illinois
Gas Equipment Supply Co., Atlanta, Georgia
E. B. Gee Cotton & Grain Co., Blytheville, Arkansas
Geigy Agricultural Chemicals, Yonkers, New York
General American Trans. Corp., Terminals Div., Chicago, Illinois
General Bottle Gas Corp., Logootee, Indiana
Gigstad Fertilizer Co., Nortonville, Kansas
Giltner Grain & Supply, Inc., Giltner, Nebraska
Goodall Rubber Company, Trenton, New Jersey
Goodpasture, Inc., Brownfield, Texas
W. R. Grace & Co., New York, New York
Graphics Mfg. Company, Chicago, Illinois
Great Salt Lake Minerals and Chemicals Corp., Atlanta, Georgia
Green Butane Company, Leoti, Kansas
Green Hills Service, Inc., Linneus, Missouri
Greenlife Products Co., Inc., West Point, Virginia
Green Valley Farm Supply, Island, Kentucky
Greenwood Fertilizer Co., Farley, Iowa
Grow-Green Chemicals, Inc., Bethel, North Carolina
Gulf Central Pipeline Co., Chicago, Illinois
Gulf Interstate Eng. Co., Houston, Texas
Gulf Oil CoMpany-U.S., Kansas City, Missouri
Gulf & Western Indus., New York, New York
Hagie Manufacturing Co., Clarion, Iowa
Hamilton Farm Bureau Co-Op, Hamilton, Michigan
Hancock Farm Chemicals, Findlay, Ohio
Harmon Grain Storage, Inc., Trumbull, Nebraska
Harper & Bowers, Inc., Estill, South Carolina
Harris Rim & Wheel, Inc., Atlanta, Georgia
L. Harvey & Son Co., Kinston, North Carolina
Hawkeye Chemical Co., Clinton, Iowa



598

Haycock Soil Service, Delavan, Illinois
Hercules, Inc., Wilmington, Delaware
Herrick Feed & Produce, Westboro, Missouri
Herrin Fertilizer Co., Buffalo, Illinois
Hewitt-Robbins, Inc., Div., Litton Inds., Buffalo, New York
Highview Cooperative, Webster City, Iowa
Hill Chemicals Inc., Dallas, Texas
Hi-N Corporation, Stanley, New York
Hoover's Inc., Greenleaf, Kansas
Howe Hilliard Grain Co., Mayfield, Kentucky
Howe Incorporated, Minneapolis, Minnesota
J. M. Hunt & Son, Ackley, Iowa
Hydrocarbon Products Co., Stamford, Connecticut
Imperial Chemical Industries of

Australia & New Zealand, Limited, Melbourne, C. I., Australia
Inject-O-Meter Mfg., Inc., Clovis, New Mexico
Inland Chemical Co., Wilder, Idaho
International Commodities Export Corporation New York, New York
International Minerals & Chemical Corp., Skokie, Illinois
Jannusch Ferfitilizer Ser., McLean, Virginia
Kaiser Agri. Chem. Div. Kaiser Alum. & Chem. Corp., Savannah, Georgia
Kalium Chemicals Limited, Atlanta, Georgia
The KBH Corporation, Clarksdale, Mississippi
K. C. Soil Service, Inc., Pecatonica, Illinois
Kelsey Hayes Company French & Hecht Div., Davenport, Iowa
Kerr McGee Chemical Corp., Oklahoma City, Oklahoma
Kershaw Oil Mill, Kershaw, South Carolina
Kewanee Farmers Co-Op Elevator Co., Kewanee, Illinois
King Gas Products Co.

' 
Blue Earth, Minnesota

Klein Fertilizers, Inc., Fowlerville, Michigan
Kohout Mfg. Co., Orange City, Iowa
Kokomo Grain & Feed Co., Kokomo, Indiana
Krantz, Robert A., Hutchinson, Kansas
L'Ammoniac Agricole L'Orangerie, Wattignies (Nord), France
Landmark Farm Bureau Coop. Assn., Inc., Columbus, Ohio
Laverty Elevator, Inc., Indianola, Iowa
Lebanon Chemical Corp., Lebanon, Pennsylvania
Lein Oil Company, Janesville, Wisconsin
Leipsic Agri. Supply Co., Leipsic, Ohio
The Lemm Corporation, Memphis, Tennessee
Liberty Manufacturing Co., Inc., Red Spring, North Carolina
Lindsay Brothers Co.

' 
Minneapolis, Minnesota

Linn Cooperative Oil Co. Marion, Iowa
Gabe Logsdon & Sons, Inc., Wayland, Missouri
Thomas J. Maas & Son, Waterford, Wisconsin
Madison Cooperative Creamery, Madison, Nebraska
Madison Fertilizer, Inc., Tallulah, Louisiana
Madison Fert. Service, Inc., London, Ohio
The Man-An-So Corporation, Nevada, Iowa
Mapco, Inc., Athens, Illinois
Marcelo Steel Corp., Manila, Philippines
March Liquid Fertilizer Co., Warren, Minnesota
Marsh Instrument Company, Wilmette, Illinois
Cliff Martin Milling Co., Wrens, Georgia
The McGregor Company, Colfax, Washington
Alexander M. McIver & Son, Charleston, South Carolina
Ralph McKay, Ltd., Melbourne, Victoria, Australia
Meacham's Nitrogen Serv., Morganfield, Kentucky
Meiners Farm Service, Inc., Colfax, Illinois
Melroe Mfg. Company, Gwinner, North Dakota
Melvins, Streator, Illinois
MFA Plant Food Division (Missouri Farmers Assoc.), Columbia, Missouri
Midwest Nitrogen Inc., Niota, Illinois
Midwest Plant Food, Inc., Napoleon, Ohio
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Midwestern Chemical Co., Inc., Belleville, Illinois
Milford Fertilizer Co., Milford, Delaware
Minnesota Liquid Fert. Co., LeSueur, Minnesota
Ouachita, Pert. & Grain Co., Monroe, Louisiana
Owens-Corning Fiberglas, Toledo, Ohio
Parish Fertilizers, Canton, Illinois
Parker Fertilizer Co., Inc., Sylacauga, Alabama
Parker Hannifin Corp., Minneapolis, Minnesota
Peacock Corporation, Scotch Plains, New Jersey
Penta Farm Supply, Inc., Tulia, Texas
Peterson Propane Company, Hampshire, Illinois
P&H Mfg. Company, Shelbyville, Illinois
Philipp Brothers Chemicals, New York, New York
Philipp Brothers Division of Englehard

Minerals & Chemicals Corp. New York, New York
Phillips Petroleum Co., Bartlesville, Oklahoma
Piester Grain Company, Minden, Nebraska
Potash Company of America, Denver, Colorado
Potash Company of Canada, Toronto, Ontario, Canada
Potash Import & Chemical Corporation, New York, New York
PPG Industries, Inc., Pittsburgh, Pennsylvania
Planters Chemical Corp., Albany, Georgia
Planters Pert. & Soybean Co., Pine Bluff, Arkansas
Prior Products, Inc., Dallas, Texas
Pro-Chem Company, Inc., Middlesex, New Jersey
Propane Gas Coop., Eagle Grove, Iowa
Pugh Gin & Fertilizer Co., Tillar, Arkansas
Raybestos-Manhattan, Inc., Passaic, New Jersey
Reading Bone Fertilizer Co., Reading, Pennsylvania
Richmond Guano Company, Richmond, Virginia
Hardin Richter Anhydrous Co., Kampsville, Illinois
Rickel, Inc., Manufacturing Div., Kansas City, Missouri
Riverside Industries, Marks, Mississippi
Robin Jones Phosphate Co., Nashville, Tennessee
Rochester Gauges, Inc., of Texas, Dallas, Texas
Rocket Supply Corporation, Roberts, Illinois
Rockwell Mfg., Company, Pittsburgh, Pennsylvania
I. G. Rosenberger, Inc., Silverdale, Pennsylvania
Rural NH3 Service, Liberty, Mississippi
Rutherford Equipment, Inc., Lithonia, Georgia
San Diego Fertilizer Co., San Diego, California
Schmidt's Chemicals, Waterloo, Illinois
Schroeder's Fert. Service, Inman, Kansas
A. R. Scoones & Co., Kyabram, Victoria, Australia
Seaboard Seed Company, Bristol, Illinois
Selstad Soil Service, Great Falls, Montana
Service Fert., Grain Co., Iola, Kansas
Service Gas, Inc., Morris, Illinois
Shell Canada Limited, Toronto, Ontario, Canada
The Sherwin-Williams Co., Cleveland, Ohio
Sierra Chemical Company, Newark, California
Simonsen Mill-Rendering Plant, Inc., Quimby, Iowa
J. R. Simplot Company, Pocatello, Idaho
J. F. Sloan Co., Salinas, California
Smith Chemical Company, Grand Junction, Colorado
Smith Company of Uvalde, Uvalde, Texas
Smith-Douglas Div. of Borden Chemical, Norfolk, Virginia
Smith Oil Corporation, Rockford, Illinois
Soil & Crop Service, Inc., Othello, Washington
Southern Agricultural Spreaders Pty. Ltd., Moss Vale, N.S.W. Australia

Southwest Chemical Corp., West Memphis, Arkansas
Southwest Potash Corp., New York, New York
Southwest Sprayer & Chem. Co., Waco, Texas
Spatz Paint Industries, Inc., St. Louis, Missouri
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Sprague Grange Supply, Inc., Sprague, Washington
S.P.S., Inc., Onawa, Iowa
Squibb-Taylor, Inc., Dallas, Texas
Stam Mfg. Company, Watseka, Illinois
Stanford Anhydrous Ammonia, Inc., Normal, Illinois
Stanton Fertilizer, Fairbury, Nebraska
St. Clair Grain & Feeds, Chatham, Ontario, Canada
Stauffer Chemical Company, San Francisco, California
Stevens Industries, Inc., Dawson, Georgia
Stokes Oil Company, Hickman, Kentucky
Superior Fertilizer & Chemical Company, Tampa, Florida
The Sutton System, Norman Park, Georgia
Swift Agricultural Chemicals Corp., Chicago, Illinois
Talbot-Carlson, Inc., Audubon, Iowa
Tankersley-Shive Oil Co., Ocilla, Georgia
Tanques de Acerto Trinity, S.A., Mexico 16, Mexico
Taylor-Evans Farm Stores, Inc., Amarillo, Texas
Teeco Products, Inc., Anaheim, California
Tenneco Inc., Houston, Texas
Terra Knife, Inc., Crawfordsville, Indiana
Texaco Inc., New York, New York
Texas Farm Products Co., Nacogdoches, Texas
Texas Gulf Sulphur Co., Raleigh, North Carolina
R. Thorpe & Sons, Newtown, Pennsylvania
Toledo Stamping & Mfg. Co., Toledo, Ohio
Tote Systems, Div., Hoover Ball & Bearing Co., Beatrice, Nebraska
Tote Systems of Canada Ltd., Tillsonburg, Ontario, Canada
Transammonia, Inc., New York, New York
Tr -County Ag. Service, Inc., Monon, Indiana
Trinity Industries, Inc., Dallas, Texas
Trumbull Co-Operative Assn., Trumbull, Nebraska
Tyler Grain & Fertilizer Co., Wooster, Ohio
Tyler Corporation Industries, Benson, Minnesota
Ultramar Chemical Co., Honolulu, Hawaii
Uni-Chem., Inc., Colfax, Washington
United Co-Operative of Ontario, Weston, Ontario, Canada
U. S. Borax & Chem. Corp., New York, New York
U. S. Industrial Chemicals, New York, New York
USS Agri-Chemicals, Div. of United States Steel Corp., Atlanta, Georgia
United States Testing Co., Memphis, Tennessee
Upshaw Fertilizer Co. Ltd., Calgary, Alberta, Canada
Vistron Corporation, Cleveland, Ohio
Vogel Fertilizer Co., Hamburg, Iowa
Vulcan Materials Co., Wichita, Kansas
Wedgworth's Inc., Belle Glade, Florida
Welch Brothers Corp., Connell, Washington
Wellman-Lord, Inc., Lakeland, Florida
West Michigan Ag. Nitrogen Company, Lake Odessa, Michigan
Westheffer Company, Lawrence, Kansas
Wiese Corporation, Perry, Iowa
Willmar Mfg. Co., Willmar, Minnesota
Wilson & Toomer Fert. Co., Jacksonville, Florida
Woodward & Dickerson, Inc., Philadelphia, Pennsylvania
Wycon Chemical Co., Colorado Springs, Colorado
Yakima Valley Spray Co., Yakima, Washington
York Fertilizer Co., Inc., York, Nebraska
Y. V. Fertilizer Corp., Billings, Montana
Zeeb Fertilizer, Inc., St. John, Michigan
Zehr & Company, Pettisville, Ohio
Zero Mfg. Company, Washington, Missouri
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APPEIMIX 2

POTASH PLANT LOCATIONS
NORTH AMERICA
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STATEMENT OF NILS A. LENNARTSON, PRESIDENT, RAILWAY PROGRESS INSTITUM

Mr. Chairman and Members of the Committee, We at the Railway Progress

Institute, national trade association of the railroad supply and equipment

industries, appreciate this opportunity to submit to you our views in support

of S. 4011 which would authorize the Secretary of Transportation to guarantee

loans to rail carriers to aid them in meeting temporary and urgent financial

requirements.
As is well known, a number of the nation's railroads—so essential to the

transporting of food and manufactured products to our people across the

country—are in dire financial circumstances, due to a multiplicity and a years-

long accumulation of certain conditions.
At this moment, the nation's largest railroad, the Penn Central, is unable

to meet its money requirements, has declared bankruptcy and is in a state

of reorganization in the hands of the courts. Whatever the cause of the fi-

nancial trouble, this railroad must be kept running, and other railroads,

part of the national system in which Penn Central is a component, must be

kept from falling into a similar condition.
The Railway Progress Institute has long been stressing the need for help

to railroads in many areas. The heavy deficits railroads suffer from passenger

service which they are required to run must be reduced or eliminated. Dis-

criminatory state and local taxes against railroad property must also be elim-

inated. Legislation which would help solve both of these problems is in various

stages of enactment in the Congress. We are hopeful that final action will be

taken on these measures in this session.
Meanwhile, however, additional standby assistance for the nation's railroads

is vital. That aid in the form of guaranteed loans to help railroads meet

temporary financial requirements is contained in S. 4011.
The Railway Progress Institute urges speedy approval of this measure to

meet a temporary emergency condition and help the railroads build for the

future. With standby aid to meet such emergencies, the railroads will be able

to move forward with confidence.

STATEMENT OF J. RAYMOND MCGLAUGHLIN, NATIONAL LEGISLATIVE REPRESENTA-

TIVE, BROTHERHOOD OF MAINTENANCE OF WAY EMPLOYES

To the Chairman and the Members of the Committee, because of short notice

and a very busy schedule, it will not be possible for me to appear before

your Committee regarding S. 4011, a bill which would permit the Secretary of

Transportation to guarantee loans to railroads. However, I have been

authorized and requested by Mr. Harold C. Crotty, President of the Brother-

hood of Maintenance of Way Employes, to submit this statement for your con-

sideration.
Our Brotherhood has the duty and responsibility of representing approxi-

mately 20,000 employees in the Maintenance of Way and Structures Depart-

ment of the Penn Central Railroad Company and you can, therefore, readily

understand that the turn of events the past week or ten days involving the fi-

nancial crisis of this carrier has been very disturbilig to us an has left not only

the above employes, but their families as well, in a state of confusion and un-

certainty as to what the future holds in store for them.
Furthermore, if the Penn Central Railroad Company is forced to cease

operations, similar employees on other railroads will be adversely affected.

We, therefore, favor enactment of this proposed legislation, with changes

hereinafter recommended, as quickly as possible because we firmly believe that

it would be in the best interest of everyone—the public, businss community,

entire railroad system, and employees.
The changes we suggest in the bill are as follows:

1. Loans made pursuant to this legislation can only be used in connection

with wages, maintenance of track, structures, equipment, and similar expenses

essential to railroad operations.
2. All existing agreements and contracts negotiated between the carrier and

employees involving hours of service, rates of pay, working conditions, and

pensions plans continue uninterrupted.
3. Maintain prevailing wage rates and other working conditions in the rail-

road industry.
Your early and favorable attention to S. 4011, together with the amendments

we have suggested, will be greatly appreciated.

50-934Q-71—pt. 2=-17
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RAILWAY LABOR EXECUTIVES' ASSOCIATION,
Washington D. C. June 26, 1970.

Hon. WARREN G. MAGNUSON,
Chairman, Senate Commerce Committee, U. S. Senate, Washington, D.C.
Dear Mr. Chairman: This is to inform you that the Railway Labor Execu-

tives' Association, representing 14 standard railway labor organizations as
follows:

American Railway Supervisors' Association
American Train Dispatchers' Association
Brotherhood of Locomotive Engineers
Brotherhood of Railroad Signalmen
Brotherhood Railway Carmen of the United States and Canada
Brotherhood of Sleeping Car Porters
International Association of Machinists and Aerospace Workers
International Brotherhood of Boilermakers and Blacksmiths
International Brotherhood of Electrical Workers
International Brotherhood of Firemen and Oilers
International Organization Masters, Mates, and Pilots of America
National Marine Engineers' Beneficial Association
Railroad Yardmasters of America
Sheet Metal Workers' International Association

heartily supports the declared purpose and the general principles of S. 4011, the
Emergency Transportation Assistance Act of 1970, but we also feel that the
bill should be amended to include certain protective provisions.
Railroad employes are not only aware but are much concerned over the

fact that while many railroads systems are thriving and prosperous, certain
others are in temporary financial difficulties. S. 4011 would offer strong and
helpful relief for such difficulties. At the same time, more basic legislation is
urgently needed to deal with the railroad industry's problems. Two bills of this
kind that deserve prompt action by the Congress are the National Rail
Passenger Corporation bill, S. 3706, and the broad railroad safety bill, S. 1933,
both recently passed by the Senate. ,
To protect the interests of the taxpayers and the railroad employes, we

suggest that the Committee amend S. 4011 in the following ways:
1. Any federally guaranteed loan to a rail carrier should be used only for

payment of wages, purchase of equipment and/or materials and supplies needed
to operate and maintain the railroad. No rail carrier receiving a federally
guaranteed loan shall expend such loan money or any revenues received from
its railroad operations to diversify outside the railroad industry.

2. Any profits distributed by a subsidiary or affiliated company of any car-
rier benefitting from a guaranteed loan should go only to liquidate the
guaranteed loan and/or to operate and maintain the railroad.

3. Any carrier with a guaranteed loan should be required to maintain wages,
rules and working conditions at least equal to those on the majority of Class
I railroads, and should be required to honor all its existing labor agreements.

4. Any carrier with a guaranteed loan which has agreed to set aside funds
to meet its obligations under any labor agreement, including labor merger
agreements, shall be forbidden to spend such funds for other purposes.
With these amendments, we believe S. 4011 would be a measure strongly in the
public interest and would deserve prompt favorable action by this Committee
and the Congress.

Very truly yours,
J. TAYLOR SOOP,
Boecutive Secretary.

UNITED TRANSPORTATION UNION
Cleveland, Ohio, August 25. 1970.

Hon. VANCE HARTKE,
Chaiirman, Surface Transportation Subcommittee,
Senate Office Building, Washington, D.C.

Senator HARTKE : We appreciate your invitation as outlined in your letter
of August 20, 1970, to submit our views on the proposal Mr. C. L. Dennis pre-
sented to the Senate Committee on Commerce during the course of his testi-
mony on S. 4011, S. 4014, and S. 4016.
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From our statement submitted for the record of these hearings you will

note that the, United Transportation Union endorses the concept of Federally

guaranteed loans to assist the individual railroads which find themselves in

financial difficulties without recourse to lending institutions on the same

basis as business establishments in other industry.
The record high interest rates prevailing in the last several months have

had an unduly harsh impact on transportation companies, particularly the

railroads. The Penn Central receivership, of course, compounded the problem

by adversely affecting the borrowing ability of railroads whether they are in

financially good shape or on the brink of receivership. At present it is not

uncommon for financially sound railroads to find lending institutions demand-

ing as high as 13% interest.
Mr. Dennis' proposal is attractive for both economic and psychological rea-

sons. Economically, the set-aside of $1 billion from the Railroad Retirement

Account for Federally guaranteed loans to the railroads at 1/2% above the prime

rate would make available to railroad companies desperately needed funds at

realistic, rather than usurious, interest rates. At the same time, funds from

the Railroad Retirement Account would be invested at interest rates yielding

a substantially higher rate of return than those invested under present in-

vestment policy. On the psychological side, such a program would have the

virtue of ensuring the availability of cash needed to re-vitalize the railroads

while using as a source, monies contributed by the employers and employees

of the industry.
The administration of the program, conceivably, would have an added

benefit in that it would take from the lending institutions and transfer to the

Department of Transportation the element of control that follows when they

negotiate the conditions attaching to such loans. The Department of Transpor-

tation should be more vitally interested in and perhaps more knowledgeable in

the needs of the railroad industry than are the lending institutions which

presently are the only source for borrowed funds. We also support the idea

that the Department of Transportation's administrative activities in such a pro-

gram would be subject to review by the Department of the Treasury and a

Special Committee of Congress.
It is our view that such guaranteed loans should be available only for

meeting payroll, maintaining track, equipment and those items directly related

to operations. Such loans should not be used to meet interest payments and

debt retirement.
The labor-management draft bill dated July 31, 1970, contains what we be-

lieve to be adequate safeguards with respect to the use to which such

loans could be put. Other provisions we feel essential to safeguarding the

public and employees' interests are set forth in our statement to the Com-

mittee.
In summary, we wish to reiterate our strong support of the concept of ap-

plying One Billion dollars as proposed, and further offer our wholehearted sup-

port to the committee in working out appropriate language for a Bill.
CHARLES LUNA,

Chairman, Congress of Railway Unions.

BROTHERHOOD OF RAILROAD SIGNALMEN,
Chicago, Ill., September 2, 1970.

Hon. VANCE HARTKE,
Chairman, Surface Transportation Subcommittee, Committee on Commerce,

U. S. Senate Washington, D. C.

DEAR MR. CHAIRMAN: This is in response to your letter of August 30, with

which you transmitted copy of a prepared statement recently presented to

your Committee in behalf of Mr. C. L. Dennis, and containing the proposal,

"that $1 billion should be taken from the Railroad Retirement Trust Fund

and loaned to those railroads which are in need." Your letter asked for our

comments on this proposal.
We have review the proposal, and in our opinion, it does not merit serious

consideration by any Committee of Congress. The proposal represents a com-

plete departure from the sound principles that have been followed from the be
ginning of the Railroad Retirement System thirty-five years ago
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If our government is to lend money to railroads or other corporations
allegedly in distress, or is to guarantee loans made to them by others, it
surely can do so without involving this or other trust funds that exist for the
payment of pensions to aged or disabled workers and their survivors. The
difficulties and complexities that would be encountered, and the inevitable con-
troversies that would occur if and when a railroad would go under and the
guarantee by the government would come into play, seem so formidable that we
doubt if those who propose such a scheme have given it the careful thought or
the responsible study that the subject deserves.
Of course, implementation of such a program would require extensive

amendment of the Railroad Retirement Act, as well as the enactment of en-
tirely new legislation. We would assume and expect that the Senate Commit-
tee on Labor and Public Welfare would hold extensive hearings on any bills
which would so drastically affect the Railroad Retirement System. We are con-
fident that many organizations and other vitally concerned would wish to
vigorously present their views.
As you know, a recently enacted public law increased Railroad Retirement

benefits and also made certain changes in the interest income of the trust
fund. This legislation also provided for a study commission to review the
Railroad Retirement System and report its recommendations by June 30, 1971.
No doubt the study commission's report will include recommendations to in-

sure future solvency of the Railroad Retirement System for its present and
future beneficiaries. Additionally, for this reason, consideration of the instant
proposal before your Committee would certainly appear to me to be inap-
propriate.
I appreciate receiving the opportunity to comment on this most important

matter.
Respectfully yours,

C. J. CHAMBERLAIN,
President.

[Prom the Washington Post, June 26, 19701

A PENN CENTRAL DIRECTOR'S VIEW: ̀. . . POOR AND INEPT MANAGEMENT'

This story was written by Frank C. Porter of The Washington Post with
the collaboration of Ronald Kessler, Robert J. Samuelson and William H. Jones.,
staff writers.
"The could determine whether they were making money or losing it. They

didn't seem to have a clear idea of how much commercial paper they had out.
They had no controls on cash; they didn't know if it was coming or going."
Thus does a director of the Penn Central Co. describe what he calls the

"terribly poor and inept management" of the world's largest transportation
company before its bankruptcy last Sunday shocked financial markets world-
wide.
The same view comes from a high Nixon administration official privy to

the elaborate negotiations that preceded the government's abortive effort tobail out the railroad. (The effort was abandoned when what he called the "po-litical risks" loomed as too great.) The company's officers—even its presidentand newly appointed board chairman, Paul A. Gorman—had no clear pictureof the firm's finances when the discussions took place, the official said.
Implications of its failure go far beyond the far-flung boundaries of Penn• Central's own empire. They call into question the health of the whole railroadindustry, the wisdom of conglomerate mergers, the liquidity of Americancorporations in general in the face of tight money and declining business, andgovernment transportation and economic policy.
What went wrong? How did it happen?
Ever since the merger of the New York Central and the PennsylvaniaRailroad in February, 1968, the combined operation had been plagued byexpensive labor agreements, tight money conditions, spiraling debt, majorbreakdowns in service, a drop in freight shipments, increasing passenger deficitsand—more recently—unusually bad winter weather and a general businessslowdown.
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But by many insiders' accounts, the key problem was a civil war within the

company—and consequent mismanagement.
"It was one of those incompatible situations you find in business from time

to time where you have so much friction and lack of authoriyt, it's just a mess,"

says Robert S. Odell, a San Francisco businessman who was a Penn Central

director until May 2.
If there is such a thing as glittering names in American railroading, they be-

longed to Stuart T. Saunders and Alfred E. Perlman. And the industry was

stunned when they were fired as board chairman and vice chairman, re-

spectively, on June 8—the day before the government's plan of an immediate

$200 million loan to be followed by legislated funds was presented to congres-

sional leaders.
Saunders, the perfect picture of the Virginia aristocrat, headed the rich

Norfolk & Western, then controlled by the Pennsylvania, before becoming board

chairman of the Pennsy, itself and then chief executive officer of the Penn

Central. His influence extended well beyond railroads. He had close ties with

the Kennedy and Johnson administrations (whom he served as a kind of un-

official ambassador to the business community), was an influential member of

the prestigious Business Council, was the recipient of a long string of honorary

degree and joined clubs in 11 different cities.
Perlman was more a man of the people and a protege of the late Robert

R. Young, the "Populist of Wall Street," who installed him as head of the

New York Central after gaining control in a bitter proxy fight in 1954. An

M.I.T. graduate and intellectual in an industry not known for its intellectuality,

Perlman earlier had won a reputation as an operating genius by building the

Denver & Rio Grande into a prosperous road after it had been in bankruptcy

four times.
On paper this was the dream team for any American corporation—Saunders

as the perfect front man with is impeccable legal, political and social cre-

dentials; Perlman as the brilliant and innovative operating man.
But it didn't work out that way. It was apparent from the beginning that

Saunders and Perlman could never pull together in harness. (Perlman had

served as president and chief administrative officer of the merged company be-

fore being moved to vice chairman when Gorman took over as president last

December. Gorman also assumed the chairmanship when Saunders was fired

earlier this month.)
"Saunders has a lot of talent as a lawyer, but he just didn't know how to

run a railroad," former director Odell recalls. "He took the position that the

Pennsylvania had purchased the Central, rather than merging with it, and there

was continual conflict between the men from each road. On to of that, they had

two men for every job—with the Pennsylvania man usually on top." (Other

sources point out that many of the Central's most able executives quit.)

One incident is illustrative.
A year ago Penman's own estimates indicated that the $81 million that had

been projected as the annual savings to be realized from merger economies

would be wiped out by labor and capitalization costs of the merger.

When he was reminded by a visitor that Saunders had just predicted even

higher savings from the merger than oriignally estimated, Perlman turned

slowly in his chair and looked out a floor-length window of his oak-paneled

office on New York's Park Avenue.
"I never comment on anything the chairman says," he finally muttered.
A year later, Perlman puts major blame for the bankruptcy on the growth

of competitive means of shipping freight—trucks, oil pipelines, inland water-

ways, air transport—and the unexpected slowdown in the economy with in-

creasingly tight money conditions.
But he concedes "differences of philosophy of management" between himself

and Saunders.
"The Pennsylvania wanted volume regardless of profitability," Perlman told

The Washington Post in New York. "We looked at profitability more closely.

We wanted to put more money into the railroad, but they invested in real

estate and developed it."
Perlman was typical of most officers of the merger company in the use of

"we" and "they" to distinguish between Central and Pennsy personnel.
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"I was supposed to be in charge of operations," Perlman says, "but I didn't
have a full control. There was too much fragmentation of authority."
Whether the merger actually plunged Penn Central into bankruptcy can

only be the subject of speculation. Many believe that circumstances would have
been even worse without it, that the Central would have gone under anyhow.
It had been in a precarious position off and on ever since World War II and
faced bankruptcy when Young won control in 1954, although he was unaware of
it.
At any rate Perlman was convinced that the Central couldn't make it alone

in the face of the merger of other Eastern roads, and he had grave doubts about
a merger with the Pennsy.
Joseph Borkin, another Young protege and special counsel for the Central

and the merger railroad until last year, writes in his biography of Young
that Young and Perlman made overtures to the Pennsy about merger in 1957.
A different version comes from James M. Symes, former Pennsy chairman, who
told The Washington Post that "I proposed the merger; he (Young) hadn't
thought about it, but he was very enthusiastic."
Perlman changed his mind about the desirability of a Pennsy merger, par-

ticularly when the faltering Baltimore & Ohio came up for grabs a few years
later. He waged an unrelenting proxy fight for the B & 0 but lost to the
Chesapeake & Ohio.
What Perlman wanted was an end-to-end or complementary, merger as

opposed to a parallel merger in which both parties serve primarily the same
area and markets and thus could dispose of duplicate facilities. For years,
railroad theoreticians had envisaged a series of mergers that would create
three competing systems in the east, based on a major northeastern carrier
oriented largely to miscellaneous freight and passengers (such as the Pennsy
or Central) in combination with a mid-Atlantic bulk carrier serving the coal
regions (such as Norfolk & Western, the C & 0 and the B & 0). In general,
the coal roads are big money makers.
"When the C & 0 and the B & 0 merged, leaving out the Central, it was

the Central's last gasp," says Charles T. Ireland, still another Young protege
and former president of Alleghany Corp, Young's holding company. Ireland
is now senior vice president of International Telephone & Telegraph.
It was then that Perlman resumed merger discussion with the Pennsy,

knowing full well that it would be a marriage of weakness.
"It's not a good merger," he is said to have told the late Sen. Estes Ke-

fauver (D-Tenn.), "but it's the only one we can get."
As chairman of the Senate Subcommittee on Antitrust and Monopoly, Ke-

fauver was considered the biggest impediment to merger. An associate recalls
that Perlman so charmed Kefauver that the senator witthdrew his opposition.
After some five years of hearings and litigation, the merger was ultimately
consummated in 1968.
If most of the investment community and the general public took the

roseate predictions of the merging parties at their word—Pennsy stock had sold
as low as 12 in the early 1960s; stock in the combined operation hit a high of
86% in 1968—one person didn't.
That was Ireland. Young's vehicle for industrial conquest, Alleghany Corp.,

had been the Central's largest stockholder with 14 per cent of the road's out-
standing shares. As president, Ireland sold off 85 per cent of these holdings in
1966, nearly two years before the merger was effected. "This should have
been the tipoff that it wasn't going to be a viable merger," a longtime Young
associate observes.
The vaunted $81 million in merger economies were more than offset by what

economists like to call diseconomies.
Ireland and others, for example, point out that some trouble with reconciling

the computer systems of the two roads was anticipated but nothing on the
scale of what developed.
As it turned out, computers of the two lines were incompatible for months.

Whole freight cars and shipments were lost. Perishable goods frequently spoiled
before they could be found. Shippers diverted business to other lines or truck-
ing firms.
Perlman notes that the cost of altering locomotives so that they could be

used on both carriers was $750,000. An agreement with labor unions to assure
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that no jobs would be lost through merger—it permits maximum cut in the
work force of only 5 per cent a year—was expensive and no one had anticipated
the current 8 or 9 per cent annual wage increases that stem from inflation. \
And then there were the big mistakes about the money market. S. Scott

Nichols Jr., railroad analyst with W. E. Hutton & Co., notes that two years
ago the Penn Central weighed the possibility of a blanket mortgage on its
extensive real estate holdings. (The company for examples, owns many of
the larger buildings in the area bounded by Madison and Lexington Avenues
and 40th and 50th streets in New York.)
"But interest rates were climbing—they were up to 6 to 6% per cent—

and they decided to wait until they went down," Nichols remembers. "They
kept going up and the more they went up the more Penn Central felt they
would go down. (The irony is that Penn Central was unable to sell a $100
million bond issue at 101/2 per cent last month. They were able to get away
with selling commercial paper until it became obvious that they were losing
money and gimmicking consolidated earnings."
As an example of the latter, Nichols points out that the $20 million of an-

nual earnings from a real estate subsidiary, Great Southwest Corp., are car-
ried on the books as earnings of Penn Central although the latter only re-
ceives the $2 million a year Southwest pays in dividends.
It was against this background that Penn Central finally asked the U. S.

government to bail it out.
The subject was first broached when Board Chairman Saunders met Secre-

tary of the Treasury, David M. Kennedy in Hot Springs, Va., the first part of
May during the spring meeting of the Business Council.
The first real involvement occurred on May 28 when Saunders met in secret

with a group of the Nixon admistration's highest officials: Kennedy, attorney
General John N. Mitchell, Commerce Secretary Maurice H. Stans, Defense
Secretary Melvin R. Laird and Peter Flanigan, assistant to the President.
Saunders reportedly told the group that Penn Central faced the prospect

of bankruptcy soon, possibly within the week. The Cabinet officers were un-
derstandably nervous. The stock market hit an eight-year low that day with
the Dow Jones industrials dropping 10 points to 631. The omnipresent fear
was that the bankruptcy of a giant corporation could possibly turn the stock
market plunge and moderate recession into panic and depression.
Saunders came prepared with a plan and it won an immediate informal com-

mitment from the government. Under a section of the Defense Production Act
designed to help little and medium-sized military suppliers, the government (in
this case the Navy would guarantee a $200 million loan to be supplemented
later when Congress passed a bill permitting $750 million in Federal loans to
ailing railroads.
One administration official theorizes that this early commitment was a tact-

ical error, in that it foreclosed alternative solutions. He also speculates that
without government assistance Penn Central might have been bailed out by
private lenders; the banks, insurance companies and other institutions had
already sunk so much money in the railroad that a little bit more might have
been worth it to protect their investment.
At any rate, the plan was unveiled to congressional leaders June 9 in the

office of Senate Minority Leader Hugh Scott (R-Pa.), who was worried about
what a bankrupt Penn Central might do to employment in his state.
A government source says the immediate Congressional response was "gen-

erous" and included pledges of speed up passage of the railroad loan bill.
Similar legislation was passed during the 1957-58 recession, when many rail-

roads were in financial trouble. It granted the Interstate Commerce Commis-
sion authority to make loans to ailing roads and under it the shaky New York
Central actually got $24 million. But the law expired in 1963 and was not
renewed.

After the legislators had time to think it over, however, they had second
thoughts. Penn Central's Gorman conceded that the $200 million alone wasn't
enough to keep the company from going broke. And the trains would continue
to run even with Penn Central in bankruptcy.
Chairman Wright Patman (D-Tex.) became the symbol of this resistance,

and company and administration officials sought in vain to win him over.
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Some critics contended that Patman wanted to see a big company go broke to
dramatize his complaint that high interest rates and scarce credit are ruining
the economy.
There were doubts in the Executive Branch also. Defense Under Secretary

David M. Packard, although he worked hard to dissuade Patman from his
opposition, feared that such a commitment might lead other companies, par-
ticularly giant and ailing Lockheed Corp., to line up for government aid. Some
questioned the applicability of the Defense Production Act to the rescue of a
railroad. And if Congress failed to pass the follow-on loan authority, President
Nixon could be accused of throwing $200 million down a rathole.
But in the end the dominant factor appeared to be political, stemming from

what one congressional investigator called the "clubby atmosphere" existing
between Penn Central and the Nixon administration.
• A Penn Central official acknowledged that Mr. Nixon's old law firm,
Mudge, Rose, Guthrie & Alexander, had been retained by the company to help
swing the emergency Federal loan. (One former Young associate cited this as
one of many horrendous bloopers made by the company, since even the ap-
pearance of a conflict of interest was bound to prejudice the loan effort.)
• The Continental Illinois National Bank & Trust Co. of Chicago is a major

creditor of the Penn Central, to the tune of $26 million, and holds more than
300,000 shares of the company in trust. Treasury Secretary Kennedy headed
the bank before coming to Washington and Robert P. Mayo, counselor to the
President, was a high official.
• Walter H. Annenberg, a former Penn Central director, owned 180,000

shares in the firm before he was appointed Ambassador to Great Britain by
Mr. Nixon.
Even among Mr. Nixon's critics, there was no suggestion of impropriety in

these connections. But had the $200,000 loan been granted—particularly if it
failed to fend off Penn Central's bankruptcy—Democrats might have been able
to make political hay over them.
So last Friday the administration withdrew its support of the loan guarantee

and two days later Penn Central, believing it had exhausted all remedies and
fearful that creditors might successfully sue for a tougher form of bank-
ruptcy, filed a petition for receivership.
"At first we felt we had to do something," says a high administration

official who notes government concern for the repercussions of Penn Central's
bankruptcy on the money markets (particularly commercial paper), on the
rest of the railroad industry, on investor confidence and on the economy as
a whole.
"But we just decided there were more political risks in doing something than

not doing anything at all," he said.
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APRIL 27, 1970.
Hon. VANCE HARTKE,
U.S. Senate,
Washington, D.C.
DEAR SENATOR HARTKE : Thank you for your letter requesting comment on

the Business Week article of April 4 on the Metroliners. I am happy to try
to set forth some of the circumstances and considerations which influenced the
Metroliner project developing the way it did.
In the early 1960's the Federal Government was faced with a rapid deteriora-

tion of rail passenger service in the Northeast Corridor, and with demands
to do something about its restoration. It was contended by many, including
Senator Claiborne Pell of Rhode Island, that rail passenger service was essen-
tial to public transportation in the Northeast Corridor.

Neverthless the public need for rail passenger transportation was not obvious
in 1964. Large numbers of passengers had in the prior ten years deserted the
railroads for other modes and the decline of patronage was still continuing.
If there was a stable or growing demand for rail passenger service, it was not
for the brand being offered in the Corridor. Hence the Federal. Government de-
cided that before any long term commitments to rail passenger service were
made the extent of demand for rail passenger transportation in the Northeast
Corridor should be tested by demonstrations of improved service. Such demon-
strations were authorized by the High Speed Ground Transportation Act of
1965. In deciding to support the demonstrations the Federal Government—
both Congress and the Administration—made wholly clear that the purpose
was to obtain information for public policy formulation. The demonstrations
were not to constitute long-term commitments to rail passenger service improve-
ments per se. The distinction may be a fine one, but it is amply borne out
in the legislative record and it is important to an understanding of the way in
which the Government regarded the demonstrations as compared to the views
of the Pennsylvania Railroad.
In mid 1964 representatives of the railroad approached the Government with

a proposal for the establishment of a test track on its main line in central New
Jersey and for the design and construction of prototype electrically powered
passenger cars to operate between Washington and New York. The cost to the
Federal Government of the test track, the prototypes, and the testing was to be
between $30 and $50 million.
This proposal was rejected by the Federal Government in favor of a two-year

demonstration which could test much sooner the attractiveness to passengers of
rail service in the Northeast Corridor. It is probably accurate to say that the
railroad never really abandoned the idea that a prototype and testing program
was the better approach. Indeed, for the long run, it may have been. It could not,
however, provide timely answers to the Government on the important questions
of whether and under what conditions of service and patronage rail passenger
service would be desirable.
I am strongly of the opinion that if in the early summer of 1966 instead of

starting on the Metroliner fleet the railroad had embarked with Federal financing
on a program of building and testing one or two prototype cars, there would today
be no new equipment running between Washington and New York on the Penn
Central Railroad, and the Federal Government would have spent many times
more than it will spend on the Washington-New York demonstration, if it is
carried out according to the contract. (About $4 million already spent—the
Federal Government's total obligations for the demonstrations being about $12
million.) Furthermore, the Federal Government would not now have the impor-
tant knowledge about passenger demand which has resulted from operation of
the Metroliners.
For the Government's purposes in the demonstration the Metroliners were

overdesigned and overengineered. At one time we were considering building new
Silverliners (the commuter cars operated by the Penn Central around Philadel-
phia) and re-gearing them for 10 mile-per-hour service. This would have per-
mitted meeting, with four intermediate stops, a three-hour Washington-New
York schedule required by the terms of the Government's contract with the Penn
Central Railroad. When the railroad made a decision to build cars with a 150
mile-per-hour capability for longer term service (the Government was not a party
to the contract for car acquisition), the more modest but tested Silverliner design
was discarded. I acquiesced in this action upon receiving assurances from the
suppliers that a fleet of 50 modern cars could be built in a year to eighteen months.
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This turned out not to be a good decision despite the fact that it cost the Govern-

ment nothing more than delay. If a simpler yet adequate design for the Metro-

liners had been followed, the cars would probably have been running sooner, and
more smoothly as shown by the Department's research cars--regeared Silver-

liners with Budd trucks. (They have been operated many miles at over 150 miles

per hour.)
Even so, Metroliners have now been running for 15 months and have produced a

very great deal of information about passenger behavior and wants. Although the

Government-supported Washington-New York demonstration has not yet begun

because the Penn Central has not been able to meet the scheduling requirements

and the standards for track alignment (the Penn Central's own for up to 80

miles per hour) imposed by the contract with the Government, the essential

purposes of the Government in sponsoring the demonstration have been satisfied.

We now know with considerable precision that trip time coupled with schedule

reliability is of great importance in passengers' choices of mode; we know that

terminal to terminal rail time does not have to equal trip time by air to attract

passengers so long as rail consistently meets schedules; and we are now much

better able to predict the levels of patronage that would in the future use improved

rail passenger service and the service of other modes. This information is invalu-

able to investment policy for transportation in the Northeast Corridor.

Considering the value already received by the Government from the operation

of the Metroliners and the difficulties the Penn Central is having in meeting the

contract requirements for carrying out the demonstration, it is my judgment that

the demonstration contractt should now be terminated by the Government and a

settlement reached on the $9.6 million (the entire amount) which the Govern-

ment would have paid the Penn Central Railroad for carrying out the demon-

stration. Statistical surveillance should be continued as a matter of course but

results already indicate the steps that should now be taken.
The Metroliner experience and studies carried out by the Northeast Corridor

Transportation Project indicate that money spent on improvements to rail road-

bed which reduce passenger trip time in the Northeast Corridor will pay very

handsome returns in the next few years. The Metroliner operation is no longer

needed as a demonstration, but rather as regular service. We need now to begin

to realize the benefits—both to the traveling public and to the railroads--of

reductions in trip time realized through improvements of rail roadbed.

•The Business Week article states that the Penn Central Railroad has spent $57

million on the Metroliner project so far while the Federal Government has com-

mitted $11 million to the project and to this point spent only $2 million. The arti-

cle seems to imply that such a ratio between private and public expenditure is, to

say the least, disproportionate.
At the time of negotiations in 1965-66 on the terms of the contract between the

Pennsylvania Railroad and the Government the railroad estimated that 50 new

cars would cost about $20 million and extra improvements to track would be on

the order of $10 million. Mr. Saunders in testifying on the high speed transporta-

tion bill on June 30, 1965 before the Subcommittee on Transportation and Aero-

nautics of the House Committee on Interstate and Foreign Commerce stated that:

"We will have to spend something over $10 million in order to put our track in

condition to operate trains at schedules of over one hundred miles an hour. And

this is not money we would spend anyway."
Mr. Saunders also testified at the hearing on June 30 that:
"Furthermore, our New York-Washington line is in good physical condition

for the type of service currently performed. In the past 4 years we have spent

$25.5 million in maintaining and improving it. We have laid 25,000 tons of new

rail, renewed 400,000 crossties, put in some 850,000 tons of stone ballast, rehabili-

tated main line bridges, and overhauled the catenary system."
On July 16, 1969 the Penn Central Railroad stated by letter to the Federal

Rail Administration that through May 31, 1969 it had spent $31.7 million for

road and structure on the line between Washington and New York for the

"Northeast Corridor Demonstration Program". Since the $31.7 million appears

to have been spent on road and structure between 1965 and June 1969 it is not

evident that the Penn Central has spent more on its main line between Wash-

ington and New York than it would normally have spent in a four-year period.

If this is the case additional costs (for car acquisition) incurred by the railroad

in preparing for the demonstration are closer to $25 million than to $57 million.

This is not to denigrate in any way Mr. Saunders' sincere efforts to comply

with the terms of the Penn Centrals contract with the Federal Government.
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The railroad in the period 1965-69 embarked on one of the largest mergers in
the history of American business which brought adjustment problems of severe
intensity. Also, more important, because of inflation the railroad found its costs
of capital increasing sharply. Unfortunately, perhaps, for the Penn Central
there were no escalation clauses in the contract with the Government.
I appreciate very much your interest in this background and I hope my

comments will be useful to the Committee in its consideration of public policy
for railroad passenger service. I know that it is not an easy problem to deal
with.

Sincerely yours,
ROBERT A. NELSON,

Federal Executive Fellow, formerk Director of Office of High Speed
Ground Transportation, U.S. Department of Transportation

STATEMENT OF JAMES R. NELSON

My name is James R. Nelson. Since 1951, I have been Charles E. Merrill
Professor of Economics at Amherst College. I was for two years the Chairman
of the Board of Economic Advisors to the Governor of the Commonwealth of
Massachusetts, and in 1967-68 I was Director of the Office of Economics in the
United States Department of Transportation.
Anyone who discusses railroads is likely to develop the least-attractive quali-

ties of Cassandra and Jeremiah. So I will do my best to avoid second guessing and
hand wringing, except to the extent that it may be required in the course of dis-
cussing the legislation before you. To focus immediately on the matter at hand,
my doubts with respect to the proposed legislation center on Section 4. In the
draft submitted to the Houses of Congress by Secretary Volpe on June 16, this
reads:
"SEc. 4. Guarantees. (a) To carry out the purpose of this Act, the Secretary

is authorized to guarantee, in whole or in part, payment of principal and
interest on loans made to rail carriers. Before making a guarantee under this
section, the Secretary must find, in writing, that:

"(1) The loan is-necessary to carry out the purposes of this Act;
"(2) The loan is not otherwise available on reasonable terms and con-

ditions; and
"(3) The general financial condition of the rail carrier, upon obtaining

the loan to be guaranteed, would be such as to hold out a reasonable assur-
ance of its ability to meet its obligations as they become due, and to continue
the performance of satisfactory transportation services.

"A loan guaranteed under this section may not bear interest at a rate exceed-
ing such per centum per annum as the Secretary deems reasonable, taking into
account the range of interest rates prevailing in the private market for similar
loans and the risks assumed by the Federal Government. . . ."
I would also call your attenton to the penultimate paragraph of Secretary

Volpe's covering letter of June 16, the first sentence of which reads:
"Present financial circumstances are such that without legislation of this

kind there is a serious risk of carrier insolvencies or other cases of severe finan-
cial hardship which could cripple the Nation's transportation. . . ."
To take up the last quotation first: to assume that "carrier insolvencies" by

themselves "could cripple the Nation's transportation" is to confuse the financial
t..nd the economic. Insolvency is financial, in the basic sense of inability to pay
one's bills. In the past, railroads which were operating in bankruptcy because
of previous insolvency often used the respite from past obligations to modernize
their plant and improve their operations generally. So, economically speaking,
failure to repay debt incurred to buy facilities which are now obsolete, or which
was used for injudicious purposes at the outset, may be the first necessary
step toward uncrippling the nation's transportation. Moreover, the case may be
even worse for government loan guarantees which are provided in an atmosphere
of "serious risk of carrier insolvencies". The net effect of new money under these
conditions may simply be to permit the railroad to pay interest to its creditors
for a little longer—as occurred with loans made by the Interstate Commerce
Commission to the New Haven Railroad under the 1958 Transportation Act--
and to lead to a deferral of necessary corrective measures and a more resound-
ing crash once it occurs.
These comments lead us back to Section 4 of the proposed legislation. The

basic difficulty in this section emerges from a comparison of sub- paragraphs
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(2) and (3). The former requires the Secretary of Transportation to deter-
mine that "The loan is not otherwise available on reasonable terms and condi-
tions", whereas the latter stipulates that "The general financial condition of
the rail carrier, upon obtaining the loan to be guaranteed, would be such as to
hold out a reasonable assurance of its ability to meet its obligations as they
become due, and to continue the performance of satisfactory transportation
services."
As with all proposed governmental loan guarantees, this proposal runs the

danger of falling between two stools. If the borrower has such a poor credit
rating that he cannot obtain new or renewed loans in the private market, how
can there be any "reasonable assurance" that he can repay the government?
With reference to Penn Central and cases like it, the dichotomy appears at an
even more fundamental level: if there is genuine concern about the adequacy of
cash flow even to meet current payrolls, how can a borrower in this marginal
position ever hope to service new debt?
If these questions can be answered at all, the answers must obviously lie

either in temporary and exceptional economic conditions which impair the
borrower's "normal" creditworthiness, or in exceptional gains in profitability
which an emergency loan may make possible. Even the latter of these two pos.
sible answers is not entirely convincing, for the question still arises: how can
the government have "reasonable assurance" that such gains will eventually
materialize if they are beyond the range of vision of private lenders?
The first question deserves careful examination, however. So it will be

repeated:
Are there temporary and ewceptional conditions which impair the "normal"

creditworthiness of railroad borrowers?
The first possibility which comes to mind is that of conditions such as those

of the Great Depression of the 1930's. The Reconstruction Finance Corporation
performed a valuable public service during that era by tiding over many busi-
nesses which were solvent by any normal criteria but had been plunged into
financial difficulties by depression—induced loss of profitable business. Some
of the RFC's most spectacular rescues were in the field of railroading. But econ-
omists are now arguing whether there is even a "recession" of 1970; and 1969,
which was a year of difficulty for the Penn Central and several other railroads,
was a boom year of record proportions. Secretary Volpe remarked, on the first
page of his letter of transmittal of June 16, that "The railroad industry is in-
herently vulnerable to unexpected changes in the economy." He should, perhaps,
have referred specifically to downward changes, because this seems to be what
he meant. With this one addition, Secretary Volpe's statement is entirely
correct. But the conclusion to be drawn from it would seem to be the precise
opposite of the conclusion that Secretary Volpe himself draws. If a railroad
is in desperate trouble in the best of times, what can a lender expect of it in the
worst of times?
A second possible 'abnormality may be found in the very high interest rates

which have prevailed for the last year or so and still prevail. Companies with
excellent credit ratings are now forced to pay 9% or more on new issues Of
long-term debt. Before its financial collapse, the Penn Central apparently tried
and failed to market such an issue at more than 10%; it was reported at the time
that an interest rate of 11.5% would have been required to reflect the general
credit position of the borrower, and this interest rate in turn would place any
loan beyond the bounds of financial plausibility.

This financial abnormality may provide more grounds for a government guar-
ante that the cyclical "abnormality" which was considered first. Lord Keynes
once said that high interest rates may not only reflect uncertainty as to the
borrower's creditworthiness; they may be a source of such uncertainty, because
of the high profitability required if the borrower is to pay them. Moreover, there
may be a certain money illusion among leaders: an interest rate which is 25%
above the rate on AAA bonds may cause no comments about creditworthiness,
beyond the fact of the higher rate itself, when triple-A rates are around 4%,
and yet produce damaging second thoughts from lenders if triple-A rates are
around 9%.
So the possibility of financial abnormality cannot be dismissed out of hand.

But, at the same time, it does not go very far toward justifying a loan-guarantee
program of the type proposed. To take the specific case of the Penn Central:
its common stock was selling in the 80's as recently as last year; moreover, both
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major predecessor companies were very large corporations and very well-estab-
lished. In periods of credit stringency, the main problem for borrowers is not
likely to be high interest rates so much as credit rationing. Money may not be
available to him at any interest rate. Larger and better-established borrowers

are likely to stand at the head of the line. And there can be no question that
the average railroad borrower is both large and well-established. If the govern-
ment would like to single out groups which are really being hurt by present
money conditions, it could find plenty of deserving claimants long before it
reached the railroads.
The third possible abnormality has to do with possible bad management.
As any baseball fan knows, the prime requirement for a good manager is an

array of talented players. Therefore the first question must be: what is there
to manage? And here the railroad record must be viewed realistically. It shows
that passenger losses per train tend to mount at about the same pace as the
rate of train discontinuance, leaving total passenger deficits at a stubbornly
high figure. It shows freight traffic which is growing at all only in those parts
of the country which are both growing most rapidly and are most remote from
previous centers of industrial activity. It shows that even piggy-back traffic,
which has been hailed as a possible source of long-run salvation for the industry,
was lagging behind the previous year even before labor difficulties in the truck-
ing industry arose to obscure year-to-year comparisons. It shows that practically
all of these problems are worst in the northeastern part of the country. With
stagnation and economic difficulty on almost every horizon, the hallmark of a
really able manager might be his desire to avoid employment with the railroad
industry.
But, in the short-run, there are probably a number of cases where bad man-

agement has complicated the woes that individual railroads would have had
anyway. In general, railroad managements are reluctant to face one of the most
obvious facts of economic life: that firms which cannot effect large technical
economies with increases in scale are bound to be penalized by the diseconomies
inseparable from large groups of employees. Economies of scale are a product
of the physical world, if they exist at all; diseconomies of scale are the universal
and all-encompassing byproduct of the human world. Railroads have their em-
ployees scattered all over the map, and are therefore prime candidates for ex-
ceptional diseconomies of scale. Mergers involving the combination of two such
large and far-flung employers are likely to uncover new diseconomies of scale
even when they were previously unknown. This appears to be what may have
happened to the Penn Central merger.
But:
(a) The confusion and diseconomies of scale created by a merger may take a

long time to correct, or may last in diminished form indefinitely; in any event,
they defy scientific analysis or prognosis.
(b) In a field like railroading, one of the worst by-products of post-merger

confusion is likely to be a decline in service standards. In the case of the Penn
Central, passengers have been voluble on this subject. Freight does not talk; but
those responsible for routing it have been moving it away from the merged rail-
road. A diverted freight shipment may never come back.
(c) For a number of quite different reasons, railroad personnel policy contains

built-in features which are highly resistant to rapid change. A new broom may
sweep clean, but it cannot reach very far.
Therefore, on balance, anyone who hopes to come out whole on a loan guar-

antee of a change from bad to good management is likely to be guilty of a devil
theory of history. Conversely, good management which might have prevented
an avalanche may be helpless if brought on the scene as it is already roaring
down the slope.
Fourth, and finally, there is the snecial problem of rail passenger service.

Federal policy with respect to rail liability for such began to change when less-
stringent rules for train discontinuance were written into the Interstate Com-
merce Act in 1958. The Railpax proposal now before Congress is a further sten
in the direction of removing some of the weight of this albatross from the neck
of the railroads. All levels of government are involved in various programs which
are designed to shift the burden of losses on commuters from railroads to the
general public. The Penn Central has already announced an intention to discon-
tinue passenger service west of Buffalo and Harrisburg. In short, there is reason
to believe that the rail passenger deficit, or at least the railroad share of it, will
decline quite soon and quite substantially.
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So far, so good. But, even assuming that a good deal of rail passenger service
is to be preserved, a loan guarantee program is an awkward and illogical way of
handling interim deficits on passenger service. If the final intention is to aban-
don the service, then a loan guarantee program amounts to shoeing a dead
horse and then billing the horse's owner.
This search for temporary railroad difficulties which might just go away if

time could be bought with government-guaranteed loans has produced a num-
ber of candidates. But none can make a convincing ease. To summarize:
1. The prosperity-and-depression argument tells strongly against a loan

guarantee. Any railroad which was in trouble, or on the verge of it, in the piping
times of 1969 was in desperate trouble, indeed.

2. The tight-money argument at least helps to support the idea behind the
loan guarantee. But, in view of the strong and extensive financial connections
of American railroads, it cannot be maintained that this support is worth very
much. If lenders refuse to lend to railroads, or will lend only subject to ruinous
conditions, the reason is not likely to be ignorance of the industry or contempt
for the small size of the borrower. The trouble lies in both the level and the
trend of the earnings of many railroads.

3. To the extent that the bad-management argument is true, as it may often
be, the result may be a further ground for pessimism rather than optimism.
Without question, the biggest error in judgment involved in the Penn-Central
merger was the decision to proceed with the merger itself. But even the best
of chefs cannot unscramble a bad omelet.
4. Many American railroads may finally be seeing daylight ahead as they

proceed through their long tunnel of passenger losses. But other railroads are
already in deep trouble even though they have given up passenger service; and
even those who stand to gain most, on paper, from reorientation of the passenger
financial burden may have a long way to go before they realize their paper gains.
In view of the pessimistic character of most of the remarks made above, it

may be useful to go beyond the immediate legislation at hand to consider some
possible attributes of a genuinely constructive governmental policy toward rail-
roads.
Even a constructive policy has a negative side, in the sense that it does not

do certain things. In this case, two prime candidates for non-feasance would be
loan guarantee programs (as in the proposal now before the Congress), and—if
non-feasance may be stretched to include non-non-feasance—schemes for com-
plete deregulation. The former buys time in the face of the prospect that it will
not be used properly. The laissez-faire proposal of complete deregulation would
doubtless be in the short-run interests of many users of rail service, and it might
be in the long-run interests of all. But, unless one either believes that the rail-
roads could survive under conditions of complete deregulation or that their
survival is a matter of no particular consequence, then deregulation as the only
program is too one-sided. It may, of course, have an important place in a larger
program.
Government subsidies have a certain abstract charm which begins to vanish

once they are looked at carefully. American railroads have two attributes which
are of basic interest to the American public: they are a transportation system,
•and they control large stretches of contiguous real estate which may be of the
highest value for future urban development and general land-use planning. The
system aspect and the landownership aspect must remain in the background as
long as subsidies are doled out on particular occasions for special purposes.
Moreover, the major beneficiaries of the subsidies may be neither the railroads
nor the public in general but such non-indigent groups as commuters who choose
to live in certain of the older and more affluent suburbs. Finally, an across-the-
board national subsidy to private owners and operators would appear to be open
to very fundamental practical objections. It is hard to see how a long-range, con-
sistent, and constructive general subsidy policy for rail transportation could
ever be devised.
Any national policy which preserves the railroads in the long run must face

the fact that the present system now has subnormal earning power, and that
there is no assurance that any further system will have normal earning power.
Yet they have some positive economic value, even on a commercial evaluation
of their role in transportation. Their additional value as controllers of con-
tinuous strips of real estate is incalculable. So a viable answer to the problem
of constructive government policy toward railroads must probably lie in the
direction of some extension of direct government participation (not necessarily
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"nationalization" as that word is usually understood). This direct government
participation might take one or more of a number of forms: acquisition of the
Penn Central, and operation as a yardstick railroad in competition with the
privately-owned Norfolk & Western-Chesapeake & Ohio (on the pattern of the
Canadian National and Canadian Pacific) ; government purchase of railroad way
and structure, with or without government railroad operation or direct govern-
ment investment and maintenance; establishment of a central agency to own,
lease, and otherwise control rolling stock; etc. The list of possibilities could be
greatly extended. But they would all have to face two facts: (1) the present rail
network of the United States has subnormal earning power, and will continue to
display the symptoms of major illness as long as the underlying disease con-
tinues; (2) whether the final owner is public or private, the prime question to
be faced is—what level of railroad plant, and of railroad operations, is in the
public interest? If the answer is "no plant", then that is that. If the preference
is for some positive level, then the next question must relate directly to financing.
It cannot be put off, or evaded, by diversionary tactics such as support for loan
guarantees.
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