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EMPLOYEE STOCK OWNERSHIP PLANS FOR
RAILROADS

THURSDAY, JUNE 21, 1979

- U.S. SENATE,
SUBCOMMITTEE ON OVERSIGHT OF THE
INTERNAL REVENUE SERVICE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 1:45 p.m., in room
2221, Dirksen Senate Office Building, Hon. Max Baucus (chairman
of the subcommittee) presiding. '

Present: Senator Baucus.

(The press release announcing this hearing follows:]

[Press Release—June 7, 1979}

CoMMITTEE ON FINANCE, U.S. SENATE,
SuBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE.

FINANCE SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE SETS
HEARINGS ON THE AVAILABILITY OF EMPLOYEE SToCK OWNERSHIP PLANS (ESOP’s)
FOR RAILROADS SUCKH AS THE CHICAGO, MILWAUKEE, St. PAUL AND PaciFic RaAIL-
ROAD Co. (MILWAUKEE ROAD), AND THE PosSIBILITY OF PROVIDING FOR INTERNAL
REVENUE SUPERVISION OF THESE PROGRAMS AND OF SIMILAR OWNERSHIP VEHICLES
FOR SHIPPERS WHO UTILIZE SUCH A RAILROAD AND DEePEND ON ITs CONTINUED
OPERATION AND FINANCIAL Success

Senator Max Baucus (D.-Mont.), Chairman of the Subcommittee on Oversight of
the Internal Revenue Service of the Senate Committee on Finance, announced today
that the Subcommittee will hold hearings on June 21, 1979, on the applicability of
the Internal Revenue Code provisions regarding employee stock ownership plans to
railroads and the possibility of revising these provisions to promote adoption of
these plans by railroad employees and shippers and to provide for Internal Revenue
Service administration of them.

The helaggxg will be held in Room 2221, Dirksen Senate Office Building and will

in at 1:30 p.m.

n announcing the hearings, Senator Baucus pointed out that the Internal Reve-
nue Code contains numerous tax incentives to encourage employers to establish
employee stock ownership plans for the benefit of their employees. In addition, the

e sets forth certain restrictions with which these plans must comply in order
that the tax incentives will be available for employers and their employees.

Senator Baucus stated that in the course of analyzing the availability of an
employee stock ownership plan for the Milwaukee road, it became clear that most
railroads cannot utilize many of the tax incentives, and cannot comply with certain
of the restrictive provisions, contained in the Code. In addition, the Code contains
no provisions for a similar type of plan for those who utilize the railroad services,
the shippers. Senator Baucus pointed out that these shippers might have as great
an interest in owning a railroad as the employees, and that the Congress should
examine ways to encourage this concept at the same time it looks at ways to
encourage employee stock ownership ?‘lans for railroads.

itnesses who desire to testify at the hearing should submit a written request to

Michael Stern, Staff Director, Committee on Finance, Room 2227 Dirksen Senate

9fﬁce15BuIi;gi9ng, Washington, D.C. 20510 by no later than the close of business on
une 15, , :

()
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Legislative Reorganization Act.—Senator Baucus stated that the Legislative Reor-
%znization Act of 1946, as amended, requires all witnesses appearing before the

mmittees of Congress, “to file in advance written statements of their proposed
testimony, and to limit their oral presentations to brief summaries of their argu-
ment.”

Witnesses scheduled to testify should comply with the following rules:

(1) A copy of the statement must be filed by noon the day before the day the
witness is scheduled to testify.

(2) All witnesses must include with their written statement a summary of the
principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal size) and
at least 100 c:j)ies must be submitted by the close of business the day before the
witness is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but are
to confine their ten-minute oral presentations to a summary of the points included
iri the statement.

(5) Not more than ten minutes will be allowed for oral presentation.

Written Testimony.—Senator Baucus stated that the Subcommittee would be
pleased to receive written testimony from those persons or organizations who wish
to submit statements for the record. Statements submitted for inclusion in the
record should be typewritten, not more than 26 double-spaced pages in length and
mailed with five (5) copies by July 9, 1979, to Michael Stern, Staff Director, Commit-
tee on Finance, Room 2227 Dirksen Senate Office Building, Washington, D.C. 20510

Senator Baucus. The hearing will come to order.

The purpose of our hearing today will be to consider the avail-
ability of employee and shipper stock ownership plans for finan-
cially troubled railroads such as the Milwaukee Road.

In December of 1977, after several years of substantial financial
losses, the Chicago, Milwaukee, St. Paul and Pacific Railroad filed
for bankruptcy. Stanley E. G. Hillman was appointed bankruptcy
trustee.

In August of 1978, Mr. Hillman announced that the Milwaukee
was negotiating to sell portions of its track west of Butte, Mont., to
the Union Pacific Railroad, and that the rest of the track west of
Minneapolis would be abandoned.

This announcement justifiably caused great concern in the affect-
ed regions. For the State of South Dakota, this would mean an
almost complete loss of rail service. Montana would become the
only State in the continental United States to be served by only
one railroad. .

Similarly, other States would suffer from serious losses of trans-
portation capability and intermodal competition.

In April of this year, the trustee petitioned to abandon some
7,000 miles or threequarters of the Milwaukee system. All track
west of Miles City, Mont., and numerous other lines throughout the
West and Midwest would have been affected.

For the first time, States such as Illinois and Iowa faced the
prospect of losses of rail service.

The Senate responded to this emergency by passing Senate Joint
Resolution 81, a bill I introduced to require continued Milwaukee
service for 60 days. The House Interstate and Foreign Commerce
Committee reported a similar resolution.

On June 1, the bankruptcy judge denied trustee Hillman's re-
quest, stating that only the Interstate Commerce Commission can
approve abandonment. Although the judge’s decision was welcomed
by those of us interested in the railroad’s future, the crisis is by no
means over.



3

Very soon, the Milwaukee railroad will again be facing a cash
crisis. In this case, the bankruptcy trustee could legally order an
abandonment of the entire system.

Also, the Milwaukee intends to have a plan of reorganization
ready for filing with the Interstate Commerce Commission some
time this summer. The plan undoubtedly will call for abandonment
of large portions of the system. N

One solution for the Milwaukee’s financial problems is employee
and shipper stock ownership.

The employee group, SORE, has been advocating employee own-
ership for the western lines soon after the trustee’s announcement
that he would abandon these lines. SORE has been very effective in
its efforts to continue rail service in the northern tier.

Railroad shippers, members of Congress, rail unions, and State
and local officials have expressed interest in this concept. Many of
us believe that employee and shipper stock ownership may offer
the only opportunity to continue transcontinental Milwaukee serv-
ice.
- There has been significant progress toward employee and shipper

stock ownership. Senator Long and I met recently with shippers
and employees who assured us that they would seriously consider
this approach to solving the Milwaukee’s problems.

Senator Long has pointed out, correctly, I believe, that Congress
will not provide substantial financial aid for the Milwaukee unless
shippers and employees are also willing to make financial commit-
ments.

Our witnesses today fall into three categories. First, we will hear
from technical experts who have considerable experience with em-
ployee and user stock ownership plans.

Louis Kelso and Norman Kurland will discuss their experiences
with employee stock ownership plans. They will also describe steps
that need to be taken to develop ESOP’s, and discuss Federal
l(}elg.islation that may be necessary to promote this form of owner-
ship.

Second, we will hear from the affected parties. We are honored
to have Gov. Tom Judge of Montana with us today. He will discuss
efforts by himself and other officials in affected States to pursue
the employee and shipper stock ownership concept.

In addition, Paul Schmechel of the Montana Power Co. will
discuss the interests of shippers in this type of organization. He
will also describe efforts that have been made so far to develop an
employee and shipper stock ownership plan for the Milwaukee.

Unfortunately, the timing of our meeting prevents labor repre-
sentatives from attending. Members of the Rail Labor Executive
glrgqgization are tied up with their convention and elections in

orida.

I intend to chair a followup hearing after the July recess to hear
from representatives of rail labor. '

Labor representatives have been crucial in efforts to keep the
Milwaukee operating. They have worked diligently toward passage
of necessary legislation.

I am impressed by labor’s strong commitment to an employee
and shipper ownership plan for the Milwaukee.

\



4

Only days after Senator Long and I first met with labor repre-
- sentatives to discuss employee ownership; all of the major unions
expressed their willingness to pursue this idea. I cannot commend
unions too much for their efforts in this area.

Hopefully, for our followup hearing, rail labor will have contin-
ued this effort. I hope that labor will make a commitment to
contribute funds for development of the employee and shipper
stock ownership plan. :

In addition, I would encourage labor leaders to meet with em-
ployees in the affected States. This would give all parties a better
understanding of the issues involved. I would certainly be willing
to attend such meetings.

Finall}\:, we will have representatives of the Federal agencies. I
expect these agency people to tell us what they can do to help the
emgloyees and the shippers who want to operate the Milwaukee.

If they cannot help, we want them to tell us what Congress
should do to make the necessary aid available.

Before we call our first witnesses, I would like to make a few
personal comments about the Milwaukee Railroad.

First, I agree with Senator Long that this railroad should not be
saved unless its employees, its shippers, its affected communities
and States, and other interested parties act collectively to commit
their resources, their time, their credit and their cash to help save
this railroad.

Second, the Government should not be in the business of running
railroads, and the Milwaukee is no exception. Personally, I do not
believe this road should be saved unless we can all make a commit-
~ment to change the historical downward path of the Milwaukee
and to push that railroad into a new orbit of excellence.

I believe we should be visionary. Qur country, with its wealth
and technological resources, should be second to no one in the
world in pursuing the goal of more efficient and more responsive
transportation.

Personally, I am growing more optimistic about the Milwaukee
road’s chances. Six months ago, I did not think the railroad had a
chance of surviving. Two months ago, I would have set its survival
rate at perhaps 1 in 20. When the Senate acted favorably upon my
issolution last month I guess that bumped the odds to perhaps 1 in
And last Saturday, when I met with a group of Milwaukee
shippers in Butte—one of whom will testify today—I saw a new
spirit of commitment, and I believe the survival rate increased the
odds of perhaps 5 to 1.

On the other hand, the potential payoff here is enormous. I
heard someone say the other day that it would take more than $3
billion to rebuild the Milwaukee Road today. Knowing what I do
about the construction costs of the D.C. Me‘ro system, I suspect
that estimate may be on the low side. -

Moreover, I know a little abost tha ecknkmic potential and
future of Montana and other Northern tier States. If nothing else,
we learned from the Cannon and Kotkin series in the Washington
Post this week that the economic destiny of our Nation is moving
~ west. But the wealth of the West rests on rails, energy and water.
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And that wealth is no more than a mirage if we fail to capitalize
on the value of our existing rail lines.

With those thoughts as a brief backdrop to this hearing, I would
like to switch the burden to witnesses to see what steps they are
taking to increase the chances of survival for the Milwaukee Road.

I want to welcome witnesses who are here today. The point of
the hearing, as I briefly summarized, is to listen first to a panel of
technical exgerts to gain some advice as to how we can put togeth-
er a plan that makes sense. The second panel, the Governor of
Montana and the President of Montana Power Co., will report on
their efforts to get commitments from States and State organiza-
tionis and shippers, and finally we will here from representatives of
Federal agencies.

It is my understanding that one of the witnesses has a time
problem. She would ordinarily be in the third panel.

Senator Melcher will be coming this afternoon to saly; a few
words. Senator McGovern and Senator Pressler indicated that they
would like to come as well. 1T further understand that Chairman
Lo‘r;,%lmight stoglby as well.

en those Members of the Senate do arrive, we will be listen-
ing to them, but in the meantime it is my understanding that Ms.
Henrietta Singletag, Depu:;iy Assistant Secretary for Rural Devel-
opment, Farmers Home Administration, has a very severe time
constraint.

Ms. Singletary, let’s hear from you, if it is convenient for you.

STATEMENT OF HENRIETTA SINGLETARY, DEPUTY ASSISTANT
SECRETARY FOR RURAL DEVELOPMENT, FARMERS HOME
ADMINISTRATION, DEPARTMENT OF AGRICULTURE

Ms. SINGLETARY. Thank you so much. I appreciate your letting
me go ahead since I did have a meeting this afternoon.

I am Henrietta McArthur Singletary, Deputy Assistant Secretary
for Rural Development.

Mr. Chairman, we thank you for the opportunity to appear
before this committee to discuss employee stock ownershig fans
among proposals for the purchase of the Milwaukee Railroad. I will
direct my initial comments to the involvement of Farmers Home
Administration with these plans.

In this proposed employee stock ownership plan, ESOP, the
parent company divests itself of a subsidiary for its employees to
purchase. Farmers Home Administration can provide a guarantee
to an ESOP, secured by assets and stock of the company, which
qualifies under Farmers Home Administration regulations.

The transfers of stock are a pretax expense of the company, and
the proceeds of the purchase of the stock by the employees are used
to retire the guaranteed loans.

Farmers Home Administration has had experience with one
ESOP located in Lewiston, Maine. The loan guarantee of approxi-
mately $8 million enabled employees of the company to purchase a
plant which would have otherwise closed or relocated.

In these transactions, it is necessary to determine that the com-
pany being purchased is viable and that the opportunity for repay-
ment of the loan is fairly well assured. This protects employees
from making an unsound investment.
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The employee’s salary can be increased by the amount of his
stock purchase to avoid the' necessity of reducing the employee’s
current salary.

- The philosophy of the employee’s investment in an ESOP is to
provide an opportunity to obtain a capital investment in the com-
pany with the option at retirement to continue to hold the invest-
ment or to cash the stock in at an appreciated value. .

The budget authority of Farmers Home Administration’s B. & I.
division for loan guarantees for fiscal year 1979 has been $1.1
billion; 80 percent of this budgeted amount has been allocated to
the State offices of Farmers Home Administration on the basis of
individual State rural population, degree of need as measured by
income,-and unemployment. In addition to the State allocations,
the national office retains a reserve of 10 percent for fiscal 1979
and an additional reserve of 10 percent to clear up the backlog
from 1978. .

The largest State allocation in fiscal year 1979 was $45,780,000
{olr l\ﬁorth Carolina and the smallest was for $1,100,000 for Rhode
sland.

When State officials run out of money for projects, they can
request additional funds from the national office reserve for worth
projects. Regardless of the demand in a particular State for busi-
ness credit from Farmers Home Administration, we try to keep
funding for each State within allocation limits.

" Through May 30 of this year, the demand for larger credits, that
is, loan guarantees of more than $10 million, is 400Xercent higher
than it was in fiscal 1978. In 1978, Farmers Home Administration
funded $84 million in large credit- loan guarantees, while in 8
months of fiscal 1979, we funded $200 million of these guarantees.
We presently have $155 million in approvable applications in the
over $10 million categox;y. Any sizable projects would therefore
have a greater chance of funding in fiscal year 1980.

Farmers Home Administration has a working policy on B. & I.
loan guarantees funding for any single project to $50 million. Any
request beyond that amount should first be reviewed at OMB or
White House levels. If the Milwaukee Road was purchased by joint
financing with the Department of Transportation, and the Econom-
ic Develorment Administration, the Farmers Home Administration
could still only provide $50 million. .

Please keep in mind also that eligibility for loan guarantees to
rural areas is confined to cities or towns of less than 50,000, so that
places like St. Paul, Minn., needing facilities, would not be eligible.

In conclusion, I would like to say that the Assistant Secretary for
Rural Development and Farmers Home Administration are inter-
ested in g rural development projects and in employee stock
ownership plans for purchasing businesses or companies. Farmers
Home has also agreed with the Department of Transportation to
hellf rehabilitate segments of rural America’s railroads.

owever, as I indicated earlier, it is extremely difficult for Farm-
ers Home Administration to take on large financial projects of this
type, given the extensive demands placed upon its limited funding
resources from throughout rural America.

I will be pleased to respond to any questions ﬁ)su may have.

Senator Baucus. I appreciate your statement, . Singletary.
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Have you had a chance to look at the financial position of the
Milwaukee Railroad? ,

%\{:a SINGLETARY. We have not. An application has not been re-
ceived.

Senator Baucus. Even though you have received no a;}plication,
though, have you gone through the papers or whatever information
that might otherwise come to your attention? Do you have any
sense of the financial position of the Milwaukee?

Ms. SINGLETARY. We understand the areas you discussed would
not be served, and that is a concern of yours, also that the employ-
ees are interested in the stock ownership, as an alternative. The
dollars needed would be large to make the company whole, so that
it could continue to serve this area where the need is.

Senator Baucus. Does Farmers Home have any ESOP experience
with railroads? Vo

Ms. SINGLETARY. Not with railroads. We do have ESOP experi-
ence with other industries. We certainly are in favor of the ESOP
‘tygz of financing.

nator BaAucus. How about transportation? :

Ms. SINGLETARY. Not with ESOP and other transportation. We do
have other transportation loans.

Senator Baucus. What ESOP arrangement does Farmers Home
have, or has it had, that more closely approximates the Milwaukee
Railroad? .

Ms. SINGLETARY. Probably the one we mentioned in Lewiston,
Maine. That would probably be the closest one to it.

This was a manufacturing company, a fabric company, and it did
work very well. It did help make the company whole and it is
turning out to be a very good one.

Senator Baucus. A loan guarantee of $8 million?

Ms. SINGLETARY. That is right.

Senator Baucus. Would you review, again, the maximum feasible
amounts that might be available from Farmers Home?

Ms. SiNGLETARY. We do have $1.1 billion that is allocated
throughout the country in fiscal year 1979. We have tried to be
“careful with those very large loans, since loan applications over $10
million have increased so much. We came up with a guideline of
$50 million. If we had a loan application of over $50 million, we
look at more than just regular credit approval systems. We look at
the adjustment, what the $50 million was for, and address -the
OMB question.

Senator Baucus. What is the procedure? Would the organization
apply through the National Farmers Home Office or would it have
to go through various State farmers home offices?

Ms. SINGLETARY. The most workable procedure, the one we have
seen is best for a borrower to follow, is to work very closely with
the bank. When the borrowers has a lender who understands the
borrowers financial needs, the borrower works with the lender to
contact the Farmers Home Administration office in their State.
The guarantee is to the lender for a particular borrower.

It 18 best for us to work through the lender and the guarantee is
made through the State office.

Senator Baucus. Would it be possible to devise a mechanism
which would avoid what I perceive as potential complications in
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working with a great number of States? As you know, the Milwau-
kee system transverses several states.

Ms. SINGLETARY. Several States; yes, sir.

Senator Baucus. The employees live in several States.

Ms. SINGLETARY. R‘i&ht.

Senator Baucus. Would it be possible, in your judgment, to de-
velop a system where we would not have to go through all of this?

Ms. SiNGLETARY. We could work through this way. It would be
best for them to choose a lead State to work with carefully and
coordinate with the others and with the Washington office. We
coulcll gzrtainly be flexible to the fact there would be several States
involved.

I would recommend that a lead State or one-of the business and
industrial loan chiefs at the State level would be a big help to
them. They are at the local level and could give particular advice,
attention, and work with them closely.

Senator Baucus. What is the timing in the processing and appli-
cation? As you know, the Milwaukee is in a tough financial posi-
. tion. The judge, in his opinion denying the trustees petition to
embargo portions of the railroad stated that the cash position
probably is such that the Milwaukee cannot continue to operate for
more than a few months. By the end of the summer, or by the fall,
the Milwaukee is going to be in tough shape. I do not know that we
can put together an entrepreneurial, managerial organization to
buy the Milwaukee in 3 or 4 months. There would probably be a
longer period than that.

But still, time is of the essence. How long does it take to process
a Farmers Home Administration loan application? Can you give
me some definite guidelines?

Ms. SINGLETARY. The best way is to get the lender and borrowers
working closely and preparing the feasibility studies. I think a
sound feasibility study on how the borrower intends to handle the
financing is important. The more thorough this is the better when
they reach Farmers Home. If they worked with Farmers Home,
they would know what questions and information are required.
This is a credit decision where the information and feasibility have
to be prepared. -

Senator Baucus. Given this situation where it would be a new
company what might be the timeframe? . R

Ms. SINGLETARY. Yes, sir.

Senator Baucus. To try to pull a lot of loose ends together and
work with the Federal Government, which is not known for its
dispatch and speed will take time. What is your most candid, best,
most precise estimate as to how long it would take?

Ms. SiNGLETARY. You know, once a feasibility study is done, it
would not take—I would say within I believe 2 months is better.
Henrietta probably is thinking of 1 month in North office. It does
not take longer than that—3 weeks. - -

I was trying to give it a month because it will be a little bit
complicated without a feasibility study.

I would say after the study is done.

Senator Baucus. What is the lowest interest rate that Farmers
Home can provide?

~

3
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Ms. SINGLETARY. Our interest rate is negotiated with the lender.
This is why it is so very important that our borrowers come to us
with their lender when the interest rate is determined. It is a
guarantee of up to 90 percent of the total amount of the loan.

Senator Baucus. Again?

Ms. SINGLETARY. The interest rate is negotiated between the
borrower and the lender. .

Senator Baucus. Close to the prime market rate or several
points lower?

Ms. SINGLETARY. It is up to the lender. We would hope that the
lender would take it into consideration that with the guarantee of
full faith and credit behind up to 90 percent that the interest rate
would be reduced some.

Senator Baucus. Under the law, the lender could not——

Ms. SINGLETARY. We do not have an interest rate under the law.
It is negotiated by lender. )

Senator Baucus. By the banks?

Ms. SINGLETARY. By the bank.

Senator Baucus. No legal impediment?

Ms. SINGLETARY. No, sir.

Senator Baucus. To obtain a low rate of interest would be a
matter of negotiation.

Ms. SINGLETARY. Yes, sir.

Senator BaAucus. What is the longest repayment schedule?

Ms. SINGLETARY. We usually go 30 years on real estate loans, but
on machinery and equipment the limit is 156 years; on working
ca};‘ital it is 7 years maximum.

hirty years is in the regulations for real estate and permanent
improvements thereto; the loan terms for machinery and equip-
ment and working capital are a matter of regulations also.

Senator Baucus. Would Farmers Home look carefully at a joint
loan arrangement, jointly with other Federal agencies?

Ms. SINGLETARY. Jointly? We have done that. Yes, sir.

Senator Baucus. Is that difficult, or fairly easy to put together?
_ Ms. SINGLETARY. If we are discussing time, when we need to
involve several agencies, time may be a problem.

When we have noticed the necessity and importance of coordina-
tion, we certainly are able to get Federal agencies together.

Senator Baucus. Could you give me an example of an instance
where it has worked well, with EDA, for example, or FRA?

Ms. SINGLETARY. Lake Placid was one we made with EDA.

Senator Baucus. In a few sentences, could you describe that
company?

Ms. SINGLETARY. Let me describe one with which I am more
familiar. We did have a car manufacturer, a very large loan. They
did not end up accepting the guarantee, but we certainly were able
to work with EDA and develop a position we could stand behind
where the two agencies were working together.

Senator Baucus. Once the new Milwaukee organization is
formed, what kind of technical assistance can Farmers Home pro-
vide to the new organization to more quickly expedite the loan
guarantee and all the papers that have to be put together?

As you know, at least in rural parts of the country, small com-
munities do not have a lot of expertise- They have a hard time
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processing loan applications, and I assume the new organization
might have some difficulty, too.
hat kind of technical assistance is available?

Ms. SINGLETARY. This is why I was insisting that they use the
local and State office. Someone closer to the local level can provide
information necessary to make a good decision.

This would avoid sending papers to Washington only to have
them returned for additional information. It goes much quicker if
they work closely with the lender and the business and industrial
loan chief at the State level.

Senator Baucus. Would the business and industrial grant pro-
gram be available to provide funds for an ad hoc group to study the
feasibility of ESOP’s?

Ms. SINGLETARY. We have an industrial park program with $10
million in grant funds this year. It is near the end of the year, but
we did have $10 million allocated.

In doing a feasibility study, we do have a program under section
111 of the Rural Development Act of 1972 which provides rural
development planning funds. We possibly could help with a feasi-
bility study with an application under the section 111 program.

Senator Baucus. The last page of your statement, something
caught my eye. You mentioned that eligibility for loan guarantees
to rural areas is confined to cities and towns with populations of
50,000 or fewer. '

Does that cause a problem in this case where we have a railroad
that generally transverses rural America, but nevertheless does
pass through a few towns and areas of greater population. Is that a
problem?

Ms. SINGLETARY. I have not received a legal opinion. I do not
think that would cause any problem, because the employees are
scattered throughout the rural communities and the railroad does
serve rural communities. We might have to disallow financing for
certain parts of the facilities or lines located in definite urban
areas. However, EDA if involved, could finance those urban por-
tions since it has no such restriction.

Senator Baucus. Thank you ve'xiy much.

Ivlis. SINGLETARY. Thank you. Thank you for letting me testify
early.

Senator Baucus. Thank you very, very much.

[The following was subsequently supplied for the record:]

DEPARTMENT OF AGRICULTURE,
OFFICE OF THE SECRETARY,
Washington, D.C., August 24, 1979.

Hon. Max Baucus, ’ .
Chairman, Subcommittee on the Oversight of the Internal Revenue Service, Commit-
tee on Finance, U.S. Senate, Washington, D.C.

Dear MR. CHAIRMAN: This is in reply to your June 26, 1979, letter requesting we
respond to additional questions to clarify issues discussed at the recent hearing on
ownership plans for railroads.

We are pleased to forward our response to those questions.

If we can be of further assistance, please let us know.

Sincerely,
HENRIETTA MCARTHUR SINGLETARY,

Deputy Assistant Secretary for Rural Development.

Enclosure.
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IMPORTANCE OF TRANSPORTATION IN RURAL EcoNoMic DEVELOPMENT
Question 1

Question. Are you aware of studies by the Farmers Home Administration, or
other agencies in the Department of Agriculture, analyzing the importance of
transportation in rural economic development? Does the Department feel that
traAnsportation is an important factor in the rural economy?

nswer,

PART A—TRANSPORTATION STUDIES

The Department of Agricuiture has done or is in process of doing the following
studies relating to the importance of transportation in rural economic development:

Studies available :
Rural Development Policy and Rural Public Transportation. Ira Kaye Transporta-
tsig_n R_esealt;;:7h8 ecord 696—Transportation Research Board, National Academy of
iencies, .

Studies pending

A Pilot Project to Increase the Effectiveness of Plannini;l‘ransportation Systems
in Rural Minnesota. University of Minnesota—Due September 30, 1981.

A USDA Demonstration Project: Evaluation Resources Allocation to Rural Trans-
portation Facilities. University of North Carolina in cooperation with North Caroli-
na A&T State University—Due September 30, 1981. *

National Rural Community Facilities Assessment Study. ABT Associates, Inc.
(includes transportation) Preliminary due October 1979; final March 1980.

Stugi' of Rural Passenger Facilities: Profile of Predominantly Agricultural Coun-
ties. (May be Exxanded to include poorest rural counties), Transportation Institute,
North Carolina A&T State University—Due September 30, 1979.

PART B—IMPORTANCE OF TRANSPORTATION IN A RURAL ECONOMY

In connection with the recent consolidation of parts of different agencies within
Agriculture, Secretary Bob Bergland made the following statement in a news re-
lease dated December 13, 1978, which we believe is reflective of the importance he
attaches to concentrating on transportation in rural areas:

“We have the experience and dedication in existing USDA transportation units,
but there are a number of urgent agricultural and rural development problems and
issues which cannot be properly addressed without this consolidation.

“This department can provide greater assistance in solving major transportation
issues facing farmers, such as freight car availability, rail line abandonments and
regulatory matters.” .

ASSISTANCE AVAILABLE FROM THE DEPARMENT OF AGRICULTURE TO AN EMPLOYEE AND
SHIPPER ORGANIZATION ATTEMPTING TO PURCHASE AND OPERATE PORTIONS OF MIL-
WAUKEE RoAD (RAILROAD) PROPERTY

Question 2

Question. Please provide a detailed description of assistance, both technical and
financial, that the Department of Agriculture, including Farmers Home Administra-
tion, could provide to an employee and shipper organization attempting to purchase
and operate portions of Milwaukee Road property. Please also describe any assist-
ance it could be provided jointly with other agencies including the Economic Devel-
oFment Administration, the Federal Railroad Administration, and the Department
of Transportation.

Answer.

PART A—ASSISTANCE

Technical assistance

In the Office of the Secretary of Agriculture, there is an Office of Transportation,
which is a group that coordinates the transportation functions of agencies within
Agl;xqulture and tries to relate and integrate these functions to national goals and
policies.

Farmers Home Administration does not provide technical assistance for borrow-
ers. Since the Business and Industry program is a guarantee program, wherein
lenders initiate loans and service them, we have been expecting lenders to detect
needs for technical assistance and to initiate courses to fulfill these needs.
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It would seem that since the Department of Transportation is the primary agency
in national transportation that it would have resources and ready access to techni-
cal expertise on rail transportation.

Financial assistance

Farmers Home Administration, an agency within the Department of Agriculture,
has four loan programs which together are intended to assist in the credit needs of
rural America. gfrthese four programs, it appears that one program-—the Business
and Industry Loan and Guarantee Program—would be best suited for financial
assistance to the groups pursuing purchase and operation of the Milwaukee Road.
Another loan program of FmHA, Community Programs, might be able to be of
assistance if the owners and operators were organized as a public body or a nonprof-
it corporation. .

Since it appears that the preliminary plan for purchase of this railroad is to have
the employees of the Milwaukee Road purchase and operate the line under an
employees stock ownership plan and trust, it is assumed that the trust would be
organized for profit. With this kind of organization, the Business and Industry
program would seem to be the only available financing vehicle within FmHA,
assuming all requirements of 7 CFR 1980 Subparts A and E could be met.

The Business and Industry Loan and Guarantee Program of FmHA operates in
“rural America,” which generally means any city of less than 50,000 population.
The main thrust or goal of the program is to create new jobs and to maintain or
save existing jobs.

Loans or [oan guarantees can be made for just about any legal pur, , although
we do have some aiministrative restrictions, such as those involving foreign compa-
nies, agricultural production and a number of other matters. We do not, however
have restrictions against employee stock ownership plans and trusts.

Over the last two years of operations of the Business and Industry program, the
preponderance of the financial assistance rendered has been in the form of loan

arantees, wherein the prospective borrower obtains a loan from an approved
ender and FmHA guarantees the loans. The highest percentage of loan guarantee
we can make by law is 90 rercent of the principal amount of the loan plus interest.
While we do not have legal limitations on the size of individual loan guarantees for
individual projects, we have an administrative limitation of $50 million per project
loan guarantee.

There are not sufficient funds left in the FY 1979 authorization to fund a project
of $50 million.

PART B—PARTICIPATION WITH OTHER FEDERAL AGENCIES

Farmers Home Administration can participate jointly with other Federal agen-
cies. We have a joint participation agreement on assisting in the rehabilitation of
local- lines of raiiroads with Department of Transportation and Economic Develop-
ment Administration.

Senator Baucus. We will turn to our schedule and listen to our
first panel of two witnesses. Mr. Louis Kelso is president and chief
executive officer of Kelso & Co., Inc. The second witness is Mr.
Norman Kurland, Norman Kurland & Associates.

Gentlemen, we are happy to have you here and we would like to
hear what sage advice you can give to us.

. 1Il\/lr.vKELso. Do you have a particular format you would like us to
ollow?

Senator Baucus. Since we have a good number of people this
afternoon and we do not have an unlimited number of hours, and
because you have prepared statements which can be included in
the record for anybody to look at and to read at length, why do you
not summarize your testimony as cogently and clearly as I know
you can. Let’s also impose upon ourselves a 10-minute time limit
for each person who testifies.

Somebody up here has a bell which will ring, theoretically, after
10 minutes.

I might also encourage you, Mr. Kelso, for my benefit, as well as
everyone else here, to speak as much as possible in layman’s terms.
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I know these employee organizations get pretty complicated and we
could get lost trying to figure out where all the arrows and all the
boxes go. ,

What we are really looking for in everyday common, ordinary
language is—what is possible here? What can we put together? For
my benefi’.. pretend you are a taxicab driver and you are explain-
ing to me how you put these employee and shipper stock ownershi
plans together, in 10 minutes. -

Mr. KeLso. Maybe you would like to lead off with Mr. Kurland.

Senator Baucus. Either way.

STATEMENT OF NORMAN KURLAND, NORMAN KURLAND &
ASSOCIATES :

Mr. KurLAND. Mr. Chairman, it is a great privilege and personal
honor to speak before this committee. Its chairman, Senator Long,
is the foremost champion of the ESOP’s. There are millions of
Americans who had benefited in the 2,000 companies that they are
now becoming owners of. ’

Also my pleasure is greatly enhanced by being invited to serve
on the same panel with Mr. Kelso, who was my teacher for over 11
years. He has given me something which I would like to discuss
today—his remarkable insight and a conceptual framework, both of
which are very critical in terms of understanding and analyzing
the causes of the demise of the Milwaukee Road and what we can
do about it.

KIl am doubly honored to be here on the same panel with Mr.
elso.

I am speaking today as the head of a consulting firm that spe-
cializes in the design of ESOP’s and also as chairman of the Owner-
ship Campaign, representing thousands of working Americans who
want to share in a piece of America’s future.

I come with no easy answers to the problem that precipitated
these hearings: The threatened demise of the close to 7,000 miles of
track of the Milwaukee Road. My testimony goes into the mechan-
ics of the ESOP. I would be happy to go over any of those points in
the question period.

As good as ESOP is, it is no panacea, and it is fruitless to apply
it to basket cases.

Not having access to the relevant facts for the trustees in the
present reorganization proceedings of the Milwaukee, such as the
Booz-Allen report or the SORE proposal, or any of the other mate-
rials before the Department of Transportation,.I have no way of
personally evaluating whether the ESOP or any other ownership
vehicle would work in this case. But some of my insights and
experiences in approaching hardship situations similar to this one
maw be useful in guiding those who are trying to save the railroad.

hat makes the Milwaukee Railroad crisis historically relevant
is the united and enthusiastic willingness on the part of all the
national railway labor leadership to experiment with the ESOP
concept, a remarkable shift from the atmosshete of skepticism that
the ESOP had encountered back in the days when the ConRail
legislation was being formulated.

So if, in any way, the ESOP can help save the Milwaukee Rail-
road, it should be tried. With organized labor helping to shape the

50-086 0 - 79 - 2
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ESOP, the broad-based popular constituency that Senator Long and
other proponents of the ESOP have been trying to surface can, in
fact, be mobilized.

First, before going into some concrete cases which I think may be
illustrative of how you might approach the Milwaukee Road, I
think a few general comments are in order.

Keep in mind that conventional wisdom has generally been inad-
equate and shortsighted when appraising the potential of reorga-
nizing a company under an expanded ownership strategy.

I can cite, for example, the negative study done by experts hired
by the U.S. Railway Association. This involved the proposal by
Senator Long, to see whether the ConRail could become a 100
percent employee-owned operation. The experts all voted negative-
ly. They could not find a single good feature about the ESOP.

We ought to keep this negative experience in mind when we are
considering whatever conclusions come from the Department of
Transportation.

The second situation involved the National Maritime Union,
which in 1972 was trying to save the passenger vessels. At that
time, even Senator Long was skeptical about the use of the ESOP
to save the passenger vessels. Now we have no passenger vessels.

Third, I would also like to discuss the South Bend Lathe case.
That is the closest analogy to the Milwaukee Railroad—at least the
closest success story for applying a combination of public and pri-
vate credit for accomplishing a 100 percent ESOP buy-out by all of
the employees, without any emplogee putting up a penny.

1t was all done, as I will describe, on the basis of a great initia-
tive taken by the Economic Development Administration to provide
low-interest credit for an ESOP job-saving demonstration.

Last a situation that is very relevant to any plan to save the
Milwaukee Road is a railroad that I will simﬁly have to call Rail-
road X at this time. Qur firm has been hired by a public agency to
explore the possibility of a combination of customer ownership and
employee ownership for that railroad, which has been experiencing
some of the same difficulties as the Milwaukee Road.

I might add that the public agency has already approved our
analysis and proposals, but at this time it is in delicate negotia-
tions with the railroad. Although I cannot name the particular
company, I can describe what we are proposing in general terms.

The solution to making the Milwaukee Road work on a profitable
basis, I believe, lies in an analytical framework that rejects the
traditional and antagonistic “wage system’ assumptions which I
will call “dog-eat-dog”’ assumptions. Instead, problem-solvers have
to begin thinking in more synergistic terms, the kind of terms
where everybody gains—in other words, expanded ownership as-
sumptions.

The basic premises of the new framework is that broadened
ownership is better than concentrated collective or Government
ownership. A competitive, free market system works better and is
more democratic than a regulated economy, but is politically vul-
nerable when workers lack effective ownership opportunities.

To make the free enterprise system work, especially in such key
industries as the railroads, organized labor must begin to negotiate
a brand-new kind of labor deal, much like the MMU offer, which I
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have attached as appendix A of my proposal. This is one major
pillar in the new framework. The new labor package would substi-
tute future ownership gains for future wage system gains. By
broadening the ownership constituency of a railroad operated on
free enterprise principles, governmént could return to its original
limited role in the economy, gradually relinquishing its redistribu-
tive and protectionist functions for a freer, more efficient, more
democratical‘liy owned enterprise system.

The second pillar of this new problem-solving framework in-
volves guiding the transition from today's wage system to a more
dynamic and just expanded ownership system. Here, government
must lift barriers and provide access to low-cost capital credit for
working people, must offer better tax incentives for ESOP’s and
Customer Stock Owneiship Plans or CSOP’s, and must develop a
new counter-inflationary Federal Reserve discount strategy, all
geared to stimulating lower cost new capital formation through
ESOP’s and CSOP’s or what you have called the SSOP or Shipper
Stock Ownership Plan. In my testimoor:iy I have attached a proposal
by the Louisiana Agricultural Commodities, Inc. for a $100 million
farmer-worker-owned enterprise aimed at uniting farmers in 18
grain-producing States for the construction of a modernized grain
elevator to compete directly for world markets with the Big Five
commodity dealers. This paper suggests a hidden new source of
capital credit for saving railroads.

There are several basic guidelines for determining the feasibility
of reorganizing a failing company like the Milwaukee Railroad to
an expanded ownership strategy.

First, you must conduct a feasibility study with competent pro-
fessionals who accept expanded ownership assumptions and goals,
but who can also understand and communicate with those operat-
ing within the realities of the present wage system.

cond, {ou must locate a management 'entrepreneurial team,
ideally within the operating company. This team must have credi-
bility with the union’s bankers, suppliers, and customers. It must
be capable of competing in the global marketplace and must accept
the expanded ownership philosophy.

As a matter of fact, the omission of this management component
largely explains why, despite $500,000 in HUD funds, the effort to
save the Youngstown Sheet & Tool Co. went down the tube.

Next, the leadership of all the unions affected must be directly
involved in developing an innovative, productivity oriented labor
package based on ownership assumptions.

And last, frou must determine the availability of access to suffi-
cient capital credit to meet both the long-range and short-term
capital needs of a Milwaukee Road reorgani along broadened
ownership lines.

I spoke today in very general terms. I am afraid I was unable to
speak on the specific cases, but essentially, Mr. Chairman, I would
conclude the ESOP and the SSOP are certainly worthwhile trying
to save this railroad.

I think it is going to be a very difficult job. I read the report onl
of the master and the court 1elroceedings;, and I can see that it will
be very difficult to turn the Milwaukee Road around. On the other
hand, I think that with the commitment of the various parties that



16

you have been able to bring together, if we can, in fact, get access
to sufficient low-interest credit, if we have a feasible project, if the
numbers hold up, I believe that this project, as I was able to do
with South Bend Lathe, can be turned around and transformed
into a successful company.

Thank you.

Senator Baucus. Thank you very much, Mr. Kurland. It is all
very helpful.

hy do we not bring out some more points later on during the
%uelastion and answer session. Why do we not now turn to Mr.
elso.

I want to welcome you, Mr. Kelso, to the hearing. You are no
foreigner here. You have been here several times and have lent
tremendous advice based upon Yyour talent and experience to this
committee, and certainly to Chairman Russell Long.

I want to personally thank you for coming to give us the benefit
of additional advice today. I appreciate having you here.

STATEMENT OF LOUIS KELSO, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, KELSO & CO., INC.

Mr. KeLso. Mr. Chairman, Senator Baucus, I am most apprecia-
tive in being called to attend and participate in these hearings. I
want to say that I reciprocate Mr. Kurland’s comments. I derive
considerable inspiration, as any teacher does, from an able student
during many years of pleasant cooperation with him.

I would request—but perhaps this would be automatic—that my
written testimony would be made a part of the record.

: Sg’nator Baucus. Your prepared statement will be, and Mr. Kur-
and’s.

Mr. KELso. I would also like to congratulate the chairman of the
Senate Finance Committee for his superb floor statement on May,
23, 1979, in connection with the introduction of S. 1240, the Em-
gloyee Stock Ownership Improvement Act of 1979. I hope that that

ill will, in fact, get passed because it would greatly facilitate the
use of the ESOP tool in connection with the Milwuakee Railroad.

Last, Senator Baucus, I want to congratulate you on your cour-
age in moving into an important matter that involves your State
and a number of adjoining States and in taking the initiative in an
innovative area where, in general, governmental timidity is rather
notorious.

I believe that with this kind of leadership we are on the water-
shed of change to a rational economic policy.

The U.S. Government, American business, and American labor
are equally responsible for the present predicament of our economy
and our society. To that list should be added we, the citizens of the
United States, who have the duty of being informed about the
economy. But though the United States was born in 1776, and the
industrial revolution dates from practically the same year, it was
not until 1958 that we had a theory—that is to say, a logic dia-
gram—for a private property market economy.

In view of the enormity of our poverty, a poverty that engulfs all
the echelons of our society descending below the very top, it should
not surprise anyone that our growth rate has been abysmally small
and that so many businesses have come to such disastrous ends.
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We have an official national economic policy that is totally at
loggerheads with the facts of life.

The national economic policy says that we must distribute
income and solve inequities of income distribution solely through
labor. Meanwhile, scientists, technicians, managers, and engineers
spend their time, day in and day out, systematically destroying
employment. Nor do they do so for malicious reasons. They do it
because cost minimization is part of the logic of private enterprise
business.

Business has operated on a strategy that involves only three
simple propositions: Maximizing production and sales, minimizing
costs, and staying out of trouble.

Business sits back, in the smug belief that this is a total compre-
hensive philosophy of private enterprise. I say that it is not a
comprehensive philosophy. One thing has been left out. It does not
explain how the customers get the money to buy, and there is no
way to have mass production without having mass consumption in
any but a Communist society. There can be no mass consumption
unless people have purchasing power. As a practical matter, they
cannot for an indefinite period get purchasing power unless they
get it legitimately.

There are two ways of getting purchasing power legitimately—
one, through selling one’s labor; the other, through private owner-
ship of the other factor of production, namely capital, land, struc-
tures, machines, and sometimes intangibles such as patents.

As technology changes the input mix, we have clung to this same
quasi-socialist, or actually truly socialist, economic policy. We insist
on solving our problems through labor, and we have even misled
labor into thinking that it can solve its problems solely through
labor—that is to say by demanding, irrespective of the law of
supply and demand, by demanding progressively more pay for pro-
gressively less work.

You need only to state that proposition to know that the Milwau-
kee and every other business in the United States is going to go
. bankrupt. You cannot predict exactly when. The timetables differ
and the agility of businesses differ. Clearly, if we are to restore the
order that nature imposed upon humankind when it arrived on the
Earth, we must institutionally compensate for nature’s original
arrangement whereby along with each month, was born pair of
hands, a pair of legs and a strong back to provide productive power
to feed that mouth and clothe that body. _

As the means of producing goods and services changes, so must
the equipment of the individual to engage in production. This
means building ownership of capital into the presently noncapital-
owning 95 percent of consumer units.

I believe that the conventional wisdom—a term which Mr. Kur-
land and I both use frequently—totally tends to underestimate the
extreme power of motivated people who own a part of the business
that they work for to do the unusual, the almost unbelievable.

He cites the South Bend Lathe case. It was a company that was
losing money for 9 out of the 14 years that it had been owned by a
Chicago conglomerate. When it became employee-owned, it became
instantly profitable, and it has grown progressively profitable year
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after year. Today it is an outstandingly profitable business and
could command a price many times what the employees paid for it.

The shippers stock ownership plan contemplated in my proposal
would be a variation of the consumer stock ownership plan that
has been market-tested in California. It would require some legisla-
tion. I would hope that Congress would move swiftly on it, if this
route is chosen. It could be done without legislation if the shippers
settle for debt instruments, debentures, or something of that sort.

That, perhaps, would solve their problem. Their main interest
being assured of transportation.

I want to close by assuring this committee that I will do every-
thing in my power to help make this an example that will move
thousands, and hundreds of thousands, of other firms, toward a
rational economic strategy: Namely, building ownership into people
who do not have it so as to make them economically self-sufficient,
and thus economically independent.

Senator Baucus. Thank you very much, Mr. Kelso.

Just so that we all know what we are talking about here, why do
not one or both of you explain what an employee or consumers
stock ownership plan is, so that we all know what the parameters
are, and what the framework is for this discussion?

I would suggest, too, that you try to keep it fairly simple. Just
outline the bare concepts, and essential theory of it, without going
into too much detail.

Why do you not state it in your own words?

Mr. KerLso. Mr. Kurland has prepared a diagram. Maybe you
want it in the record, though, and perhaps should have it in words.

Senator Baucus. We will include the diagram in the record.

[The material referred to follows:]
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Senator Baucus. For the benefit of us here, why do you not
explain orally what an employee stock ownership plan or a cua-
tomer stock ownership Plan is and how it works?

Mr. KeLso. Since Mr. Kurland has the diagram, why does he not
eitplgin the ESOP and I will explain the shipper stock ownership
plan?

Mr. Kurland; I will explain the ESOP. I would like to comment
that I do have one difference of opinion with Mr. Kelso on the
necessity for legislation for implementing a consumer stock owner-
ship plan. Our legal analysis indicates that it could, or it is very
likely that it could, be launched today under the existing law
through the same process as we accomplished buy-outs for employ-
ees, without requiring additional legislation.

Now, on the employee stock ownership plan, the employee stock
ownership plan uses a legal trust that is available under the U.S.
tax laws to accomplish employee buy-out of stock in the company
without the employees having to put up any of their own money.

Senator Baucus. Employees here means management as well as
salary and wage-earning employees?

Mr. KurranD. Exactly. It includes all employees of a company.
They each have an account——

Senator Baucus. Including the company president?

Mr. KurrLaNnD. Including the president.

The interesting thing about an employee trust under present
laws is that it is the only benefit plan under present law and the
only tool of the world of investment finance which can be used for
buyil?g stock and using all of the future profits for paying off the
stock.

In other words, today you could not do it unless you did it
through an employee stock ownership plan, simply because part of
" the future profits now have to be taxed.

But when a company sets up a trust for its employees under
section 401 of the tax law, they can borrow money, have the trust
borrow the money, and the trust can then buy stock in the com-
pany, which then, of course, provides the company with enough
cash to do whatever it needs, whether it is an expansion program
or whether it is to buy assets from a parent corporation in a
divestiture situation. That is how we did it in South Bend Lathe.

Let me explain it in a specific case. In South Bend Lathe, the
liquidators were offering $9.2 million for the company. It was about -
ready to go out of business. We set up a new corporation. The new
corporation set up a trust that was going to cover all present and
future employees of that company. The Government was willing to
provide a 3 percent, 25-year loan. The loan was made to the trust.

The trust took that $5 million—that is what we got; $5 million
EDA loan—and that provided half of the buy-out capital, so we
were able to buy with that $5 million $5 million of new stock. We
still needed another $4.2 million. Once the Government was willing
to come forward, then we were able to borrow another $4.2 million
from two banks in the Heller Corp.

When you are dealing with the private commercial world at this
time in a situation like that, they charge many points above prime.
They charge something like 7 points above prime.

g
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Now, what happened was, now you had enou?h cash to get the
company off the ground. You pay off on an employee stock owner-
ship plan. You had to pay out the loan. The loan is all secured by
the future profits of the company. This is what makes some lenders
willing to put up the money.

~ They take money that ordinarily would have gone into a regular
benefit plan and then drained out of the company. They would use
that for servicing the debt.

Every time they pay the debt, it is a tax deductible expense
because the same dollar that is used to pay off the lenders is also
providing an employee benefit. Under the tax laws, this allowed
the debt service to be paid in pre-tax rather than after-tax dollars.
For any company, that means it is better from a cash flow stand-

int. i R

What you have is the only tool in the world of investment
finance in which you can borrow, repay in pretax dollars, and build
the benefits of that capital into all of the employees on a nondiscri-
minatory basis. _

Senator Baucus. Why do you not describe a CSOP?-.  —

Mr. KeLso. A SSOP, or shippers stock ownership plan, Mr. Chair-
man, quite naturally would be the subject of a design and feasibil-
ity study before it is perfected. In general, its outlines would be
something like this.

Shippers through a signed agreement would subscribe to either
stock or debentures or to preferred stock or to another form of
security of the new corporation. These subscriptions in general
would be proportionate to each shipper’s anticipated usage, with
machinery built into the arrangement for adjusting underestimates
and overestimates.

If a shipper says he is going to ship a million tons of coal in a
particular year and only ships a half million, it could be adjusted
for that. Or if he ships 2 million, it could be adjustedfor that. The
main thing is to give each shipper financial responsibility propor-
tionate to his anticipated usage.

That commitment would be made to the new corporation and to
a special shippers stock ownership trust. Loan financing from the
best available sources, or several sources, would then be used to
arrange loans into the trust. The trust would buy the appropriate
security from the corporation and hold it until it has been paid for
by the shipper. -

The shipper would pay for his security from his allocated share
of the profits of the enterprise year by year. Thus, in effect, he
would be utilizing the basic logic of corporate finance.

Corporations buy capital on terms where they pay for it out of
the income it produces, and then, thereafter, it goes on producing
without additional investment cost.

Senator Baucus. Essentially, under both employee and shippers
stock ownership arrangement employees would purchase stock in
the company somewhat in proportion to their salaries or wages and
the shippers would have a subscri(i)tion somewhat proportionate to
their business usage of the railroad.

In addition to the other advantages you have already outlined,
the other benefits would be that both employees and the shippers
would have additional incentive to make sure that the railroad is
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operating profitably and efficiently, because those additional prof-
its accrue to their benefit. That is the essential theory here.

Mr. KeLso. That is right.

Senator Baucus. In practice, it has worked.

Mr. KEeLso. In practice, it has worked. Valley Nitrogen Producers
-is the best operating counterpart. It was launched in California
against the opposition of five major petroleum producers of chemi-
cal fertilizers. ‘

Senator Baucus. If I understand you correctly, it should work in
every business enterprise where you have a managerial team of
employees working in skilled and nonskilled labor, when theoreti-
cally do they make sense?

r. KeLso. The CSOP makes sense only in businesses that, b
their nature, have a reasonably long, sustained relationship wit
their particular customers. Farmers buy chemical fertilizers from
their supplier year in and year out. Sometimes they buy them in
great quantities, by the train load.

Another absolute natural is the public utility, whether the public
utility is a power company, a telephone company, a railroad or
whatever. But there is a constant and continuing relationship be-
tween the supplier and the consumer. The CSOP would not be
appropriate, for example, for a watch manufacturer. If you buy a
good watch, you may buy only one in a lifetime. .

Senator Baucus. Would there be any conflict between manage-
ment and labor in wages, for example?

Obviously, management has to keep wages down and labor has to
keﬁ) wages up.

r. KeLso. I do not think so, Mr. Chairman. The initial design
would involve a very careful study of the facts. The initial design
formulas would allocate a portion of the income of the corporation
to the employees and a portion of the income to the shippers in
accordance with the plan devised by the shippers.

In a sense, they would be partners. The partnership sharing
formula would be set up in the corporate articles to begin with.

Mr. KurLaND. Mr. Chairman, in order to launch a feasible ESOP

_and CSOP, you have to start backwards, from projections for future
profits. It is like navigation. Where you start from is from raising
questions, like, what must be done to make the company profitable
in the future? When you have a company undergoing reorganiza-
tion, what you have is substantial debt that cannot be paid from
present revenues.

Somehow or other, the revenues coming into the company are
not really enough to handle all the costs. go what you really have
to do is go back to the reorganization process. The beauty of the
reorganization process is that allows the company to start off again
on a clean slate, with a reduction of its present debt load and
future costs, to the point where, initially at least, the company can
again operate on a profitable basis.

We could not have saved South Bend Lathe unless we could find
ways to produce changes that would convert its future earnings
from red numbers to black.

Unless we can start with a company that can project future
earnings, I think it is a mistake to begin to talk about financin
any buyout through an ESOP, CSOP, or any other kind of expand-

>
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ed ownership plan. It does not make sense to connect people to
basket cases.

There have been ESOPs that have been launched in an amateur-
ish way, and they failed. Mr. Kelso recalls—I think it was in
1968—that OEO set up an employee stock ownership plan. That did
not work, the company did not have good management. It had a
bad marketing situation.

There are situations where I think it would be a mistake on
everybody’s part to suggest an ESOP.

Senator Baucus. There is no use setting up this arrangement up
if Milwaukee is going down the tube anyway.

Mr. KeLso. That particular one was set up against our strenuous
objections.

éenator Baucus. How do you put together a feasibility study?
How do you put toiether a managerial team? Where do you begin? .

Mr. KurLanD. The first place to begin is with existing manage-
ment. Railroad X is a company that has certain services that are
not operating profitably. The major company that owns railroad X
wanted to eliminate the nonprofitable services. The overall oper-
ation is profitable.

What we are suggesting as the first approach is to try to deal
within the existing management team. You deal first with the top,
or you find——

nator Baucus.You cannot do that in this case. The existing
management want a bend in the railroad.

Mr. KurrLaND.You necessarily have to put together the kind of
entrepreneurial/management team that will have credibility with
your lenders. You start with that. If you do not have that or can
develop that, you might as well not get started.

As soon as you have a group together that you feel you can take
to lenders and lenders will have confidence in, then the next thing
to do, is to see what changes can be made in the operation and
modernization of the facilities. Get the numbers for that.

I think one of the basic changes will be the negotiation of a new
labor deal. The reason that South Bend Lathe became successful
was that the money that was previously put into a conventional
pension plan, that was causing the demise of the original division,
was redirected and used for employee buyout purposes. In other
words, unless we had the agreement of the local labor unions that
they would terminate the old pension plan, South Bend Lathe
could not have been saved. That step is not necessarily in all cases.
I am not saying it is necessary in this case.

Mr. KEeLso. It-did not exist in this case.

Mr. KurLanp. In South Bend Lathe, you had to make a change.
The change was that you had to redirect the money that was
drained out through the traditional pension system. Those funds
became the means by which the workers were able to buy out the
company. Had you not done this, the lenders would not have come
forward, with sufficeint capital credit to permit the employee
buggut to occur.

nator Baucus. You are suggesting, perhaps, that employee
severance benefits might be a help.

Mr. KurRLAND. It may or may not be necessary. Here’s what we
are doing with railroad X. We have suggested a number of changes
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that could increase the railroad’s marketing potential. The CSOP is
an effective incentive for restoring much of the markets that had
been lost in recent years. Many of the customers had abandoned
railroad X. '

Senator Baucus. As I am sure fyou know, there is a fairly deep-
rooted, reluctance on the part of unions and organized labor to
participate in these kinds of programs. How do you handle that
problem?

If I was a member or an officer of a union, I would look some-
;vha';; askance at these arrangements. Is that not a practical prob-
em?

Mr. KurLAND. It has been an enormous problem. Before I joined
with Mr. Kelso, I worked with Walter Reuther and so I have some
sensitivity toward the feelings of organized labor toward these
issues. I might add that I have also worked with the National
Maritime Union. I would like to give you an example of the kind of
trade-off that a national union is willing to undergo in times of
stress. I think where you have a stress situation people are very,
very creative, as they were in the South Bend Lathe case.

Shannon Wall, the president of the National Maritime Union, in
order to save the last two passenger vessels on the west coast sent
a letter to Secretary Krebs asking for 3 percent loan money for an
ESOP to buy those vessels. He said, as a trade-off we will offer the
following, and all we are looking for is the right entrepreneurial/
management team that will accept these conditions.

Here is what they offered. It is in appendix A of my testimony.

They offered a no-strike agreement. They offered their willing-
ness to change the work rules, to become much more flexible than
they had been in the past. They agreed that they would cut the
overall labor costs by 60 percent, in exchange for which——

Senator Baucus. Did they?

Mr. KurLAND. They were willing to, and they offered a 50-per-
cent cut in labor costs to Senator Long back in 1972 to try to save
the east coast passenger vessels through an ESOP. In 1978, the
NMU offered a cut of 60 percent in labor costs.

No, that deal did not go through.

Mr. KeLso. They were proposing to buy five vessels.

Mr. KurLanDp. They wanted to reorganize all of the passenger
vessels on the east coast into a sort of a COMSAT type of corpora-
tion that would be owned by management and employees.

The important thing, the reason that I cite this, is to show that
under crisis conditions, labor unions—when they see that you can
offer them expanded ownership benefits, when their members can
take their gains in new forms, in the form of stock and cash
bonuses out of profits—can help turn the company around so that
it can be profitable.

I have served companies that are generating some very substan-
tial stock and cash bonus benefits through their ESOP program.

Senator Baucus. Did the employees individually purchase the
stock, or did the unions participate as unions?

Mr. KurLanD. Neither. What is given to the employees is simply
access to capital credit. Mr. Chairman, through which they can bu
stock and pay for it out of the earnings of the underlying capital.

Senator Baucus. Have unions sometimes?
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Mr. KurrAND. No, just individuals.

Senator Baucus. What about unions?

Mr. KurLaNnD. All the union does is become a facilitator, a cata-
}_yst, for helping to bring this about. They help to negotiate a new

orm of benefit program for their members.

The union itself does not own the stock. They simply bring it
about so that their members can acquire the stock, so that their
members can get the cash bonuses, productivity bonuses, and so
that their members can get dividends flowing through the ESOP.

Mr. KeLso. The problem is to get the individual worker motivat-
ed, not to get his union motivated. Communal ownership might
have exactly the reverse effect of what you are trying to inspire.

Here I think that the tradeoffs, on the one hand, are very valua-
ble and, on the other hand, are rather harmless for business or
lfabor to make. Needless to say, we have to pull together precise

acts.

There are very sizable severance obligations. In waiving or subor-
dinating those severance obligations to whatever debt is incurred
to make a buyout feasible, workers are really subordinating obliga-
tions that will never be paid anyway, because they are going to
ke’?‘ﬁ their jobs.

e very object of the game is to keep the railroad running, keep.
the people employed, keep the shippers happy, and produce a com-
petitive atmosphere for pricing purposes and in the public interest.

Mr. KurraND. Senator Baucus, most of the American labor
unions, wisely, I think, reject the idea that the union should get
into a management position. It is terribly important that we keep
the wall of separation between the labor union as an institution
and management. I know George Meany has taken a very strong
stand against codetermination in Germany, and I agree with him
on this point. The approach that Mr. Kelso and I are advocating
would not put the union into the kind of a conflict-of-interest that
concerns Mr. Meany. Rather, all the ESOP would do is put the
union in the position where they would begin bargaining for new
forms of opportunities, new kinds of economic gains, rather than
seeking gains out of the rigid wage system. In my view, the wage
system is the cancer of the free enterprise system, in fact, is the
cancer of every economy of the globe. at we are talking about,
whether you are talking about the ESOP or the SSOP, is getting
workers into an expanded ownership system.

Mr. KeLso. GSOP, or what have you.

Senator Baucus. There is some difference of opinion as to wheth-
er new legislation is needed for a Milwaukee SSOP. Could each of
you very briefly outline what you think may or may not be needed
in this case?

Mr. KevLso. I am not ready, Mr. Chairman, to make an absolutely
definitive statement. My current belief is: To get to the pretax
dollar, in a way in which the shipper can acquire stock on terms
where it will pay for itself without his being required to pay taxes
on something that he does not get any revenue from to pay taxes
with, will require restoring, for the benefit of the corporation, the
legislation that was destroyed by the majors after Valley Nitrogen
Producers’ enormous success in 1965. They simply came tearing
back to Washington and closed that loophole—a loophole that en-
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abled the little man to become a capital owner and for farmers to
become capital owners.

Without careful and close analysis, I am not sure about the
answer to your question. I do know that if the shippers were
willing to take debt instruments, it probably could be done without
legislation. If they wish etiuity stock, as the employees will get, my
suspicions are that we will have to have some legislative changes.

Senator Baucus. Mr. Kurland? :

Mr. KuRLAND. As I said earlier, my legal counsel, the people I
am associated with, feel that CSOP legislation is not absolutely
necessary. We think it can be accomplished under existing law.

There are two tax incentives for a CSOP. One, we have to look at
in terms of how you repay the debt. Well, the repayment of the
debt will take the form of the use of patronage refunds, similar to
a tgo-o . But any corporation can get a deduction for patronage
refunds.

hIt; is a legitimate business expense, and many of the co-ops do
that. .
Using that to service debt is also done with co-ops, and therefore
we feel it can be done within a corporate form. But in any event,
theb?SOP could easily be structured as a co-op, if that was any
problem.

Senator Baucus. As I listen to both of you and studied the basic
market problems, it is obvious to me that we need some kind of
miracle worker here. We need some man or woman with tremen-
dous experience, imagination, and talent, with diplomatic skills
and understanding of the political process, who can go to work in
pulling all the loose ends and all the different, diverse statutes, and
people who are necessary together to get this thing moving.

I would ask each of you by the end of June, if you could, to
provide me and officers of any new Milwaukee organization with
suggested names.

I am going to be making the same request of everyone else
involved with the Milwaukee situation. Obviously, I cannot solve
all the problems. I do not think you can. We need somebody to
work full time on reorganizing the Milwaukee in the next 6
months who will be paid.

It is my understanding that various organizations have begun to
raise the money now to pay the necessary fees to this person or
persons. A : .

If you could provide some names in the next week or so I would
appreciate it.

r. KELso. You are talking about an interim manager.

Senator Baucus. An interim manager who could put together
the managerial team, the entrepreneurial team, and begin to make
the applications that are necessary to and get the railroad back on
the track.

Mr. KurranD. Could I suggest that out of the banking world, as
Ms. Singletary said, I think it is the key that we are able to have
credibility with the ultimate lenders. It would be very important,
in my view, that most of that funding come out of private banks,
even though the Government can help stir that up.

I would turn to the leaders of the banking world who have
already been financing railroads in the past and find, from within
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that world, the kind of people that they have faith in, that if credit
was accessible, if the government said we will provide low-interest
credit for a reox;fanized Milwaukee, they can say those people can
run that railroad.
. ?efl‘laltmt Baucus. Thank you very much. You have been very

elpful.

I appreciate your testimony.

Mr. KEeLso. It was a ﬁleasure being here.

Mr. KurLanDp. Thank you.

[The prepared statements of Messrs. Kelso and Kurland follow:]
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STATEMENT OF NORMAN G. KURLAND

Mr. Chairman, it is a great privilege and personal honor for
me to speak before this distinguished Committee, You, Mr., Chairman,
are recognized as America's foremost champion of the Employee Stock
Ownership Plan, or "ESOP". Millions of working Americans in over
2,000 companies now own a piece of their companies because of ESOP.
But not many people realize how close the ESOP came to being prematurely
buried when our nation's private retirement system was undergoing
reform in 1974, before Senator Long came to the rescue. And today,
of course, the ESOP is alive and kicking, with eight ESOP laws and
several more in active gestation, thanks to the effective delivery
skills of Senator Long.

And my pleasure at being here today is profoundly enhanced by
being invited to serve on the same paneol as Louis 0. Kelso, the
father of the ESOP concept and many other monumental and original
contributions to human thought, which .somehow I was unaware of
before 1965. As my teacher for over eleven years, Louis Kelso has
given me something for which I can never repay him, a solid under-
standing of his remarkable insight and conceptual framework for anal-
yzing and solving some fundamental social and economic problems that
previously seemed unsolvable, Mr, Kelso's theoretical breakthroughs,
I predict, will someday earn him the Nobel Prize for Economics he so
richly deserves. So as his former Washington Counsel and close
associate, I am doubly honored to be here today.

I come here today as the head of a consulting firm that special-
izes in the design of ESOP's and other ownership-broadening vehicles
of finance and as Chairman of the Ownership Campaign, representing
. thousands of working Americans who want to share a piece of the
action in America‘'s future. But I must confess at the outset that

I come with no easy answers to the problem that precipitated these
hearings, the threatened demise of close to 7,000 miles of track

of the Milwaukee Road, for reasons that were eloquently prophesied
by writers such as Ayn Rand in her angry novel, ATLAS SHRUGGED. As
good as the ESOP is, it is no panacea and it is fruitless to apply
it to basket cases. Not having access to the relevant facts before
the Trustee in the present bankruptcy proceedings of the Milwaukee
Road, such as the Booz-Allen study and the proposal of the Associa-
tion to Save Our Railroad Employees (SORE) or any of the materials
now being studied by the U.S. Department of Transpertation, I have
no way of evaluating whether the ESOP or a shipper ownership vehicle
would work in this case. But some of my insights and experiences in
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approaching hardship situations similar to this one may be useful
for guiding those who are trying to save the rallroad, What makes
the Milwaukee Road crisis historically relevant, however, is the united
and enthusiastic willingness on the part of all the national railway
labor leadership to experiment wiih the ESOP concept, a remarkable
shift from the atmosphere of skepticism the ESOP had encountered,
with few exceptions, among the leadership of the AFL-CIO when we
first offered it in connection with the present Contail system in
1974. So if in any way the ESOP can save the Milwaukee Road, it
should be tried. With organized labor helping to shape the ESOP,
the broad-based popular constituency will rapidly surface that the
C?airman and other proponents of the ESOP have been trying to cul-
tivate,

Some Examples Relevant to the Milwaukee Road Crisis,

In the face of the Milwaukee Road's current problems, it may
be appropriate to refer back only five years ago when Senator Long
first became an advocate of the ESOP concept. The setting was the
Senate debates over the establishment of Conrail. Senator Long urged
his colleagues to consider converting the failing northeast rail
system into a 100 percent employee-owned private corporation through
a leveraged ESOP, precisely the same formula that was later adopted
by South Bend Lathe (with some last-minute help from Senator Long).
The final Conrail legislation merely called for a study by the U.S.
Railway Association of the ESOP. Such a radical departure from con-
ventional methods for reorganizing a company was then too much to
swallow, particularly by those with a vested interest in the traditional
“wage system®, But the advice Senator Long offered Conrail in 1973
is as timely today as it was then and should be heeded by every
railroad facing a productivity crisis:

. . .not having the same opportunities to
accumulate growing ownershipstakes as the few
who own most of today's railroad stock, workers
had no incentives to make the simple formula
for profits work.

The ESOP, . . would enable the entire rail-

road work force to purchase, as individuals,
without savings newly issued common stock on
credit tied to the capital requirements of

the new system and secured by its future pro-
fits. FEach worker would thus be placed in a
position where his own efforts toward cost mini-
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mization and increased production would directly
influence the size of his dividend checks and
the value of the capital estate which he can
acquire during his working lifetime. . . We can
reasonably anticipate that strikes and slow-
downs, antiquated work rules, featherbedding,
resistance to automation, and unreasonable

wage demands~- all seemingly unsolvable problems
up to now-- would gradually disappear once
workers are placed in a position to realize

how these activities work against the interests
of consumers as a whole, but also against their
individual self interests. . . .But they must
first be. . . given maXimum incentives to make
the system profitable.

wWhile Conrail initially ignored Senator Long, to the growing
anguish of American taxpayers, the employees of South Bend Lathe, Inc.
followed his advice to the letter. The experience there, which is
perhaps my proudest achievement to date, is now widely heralded as
the classic case for saving jobs through an employee buyout, where
100 percent of the equity was acquired by an employees' trust represent-
ing 100 percent of the employees using 100 percent leveraged financing.
No cash outlay on the part of any employee was required, since the
buyout funding came wholly from private and public credit sources
and was secured by the company's own assets and its projected stream
of future profits. The point we proved is that access to capital
credit is the key to restructuring future ownership patterns, even
in a company that many of my associates treated like a hot potato
because of what appeared to be five consecutive years of inadequate
or no profits.

To understand why the ESOP worked in the South Bend Lathe case
and why persons who tried to imitate it failed in their effort to
save 5,000 jobs at the Youngstown Sheet & Tube Campbell Works, one has
to recognize that a successful ESOP strategy involves a delicate
blend of sound management principles with a radically new bargain
with organized labor based on gradually shifting all interested
parties from antagonistic and feudalistic "wage system" thinking,
to synergistic "expanded ownership™ thinking. Let's examine the
history of South Bend Lathe to see what this means.

South Bend Lathe, founded in 1906 by two brothers, is a name
synonomous with excellence among machine tool manufacturers., During
the 1960's it was acquired as a division of Amsted Industries and
moved with close to 500 employees into the former Studebaker car
assembly plant in South Bend, Indiana, Because the . name Studebaker
represents a classic basket case in American industrial history,
South Bend Lathe's turn-around becomes even more symbolic.

When U.S. machine tool sales began to decline in the early 1970's,
South Bend's profits dropped to the point where the conglomerate Amsted
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began to think about selling the division. After a costly strike
by its Steelworkers local, followed by an increase in wage and
pension costs that Amsted considered prohibitive, followed by addi-
tional pension costs imposed by passage of ERISA, the decision was
clear. When no buyer emerged, Amsted turned to the liquidators.
And that's when the members of Steelworkers' Local 1722 and the
management of South Bend Lathe heard about ESOP. They came to my
office in Washington in Pebruary, 1975. Liquidators had offered
$9.2 million for the property and equipment. Out of desperation,
the workers were willing to take a 15 percent pay cut to match the
purchase price. But that was insufficient and unnecessary. What was
needed was four basic elements:

(1) A management/entrepreneurial team capable of competing
in the global market place and commanding respect from the banking
community, organized labor, and suppliers and customers, Dick
Boulis, the president of the division for over ten years, and his top

executives and sales force had these credentials.

(2) A detailed feasibi ity study of the company and its
prospects for the future. A Booz-Allen study had already been per-
formed, providing the solid foundation of facts upon which a creative
ESOP reorganization strategy could be designed.

(3) A willinyness on the part of organized labor to adopting
an innovative productivity-oriented labor contract, based on sharing
the ownersﬂgp risks aﬁi future gains from the “ownership system",
while holding the line on inflationary or non-productive "wage system"
gains., As will be explained below, the flexibility of the workers
and their capacity to bring unit labor costs to the level where
the company could become cost-competitive in the global market place
is generally the decisive factor in determining the feasibility
of ESOP financing in a crisis situation.

(4) Access to sufficient capital credit, at reasonable
rates to meet Up to 100 percent of the capltallization needs of the
company as an independent operating unit. Because of the U.S.
Econonic Development Administration's willingness to provide $5 million
through a 3 percent, 25-year "soft" loan to an employees' trust
‘to demonstrate the ESOP concept, two banks and a commercial lendexr
provided the balance of $4.2 million (at much higher interest rates)
to match the liquidator's offer of $9.2 million.

wWithin four months from the day they arrived at my office,
South Bend Lathe became virtually an instant success story. Not
only were 500 jobs saved. The company has become one of America's
most renowned 100 percent employee~owned companies. A major key
to this company's success was a radical and unprecedented overhaul
of its labor agreement which substituted ownership benefits (stock
accumulations, productivity bonus payments, and dividends) for
traditional, costly, and rigid "wage system” benefits. Our analysts
determined from the outset that the company could not be saved if
it continuved the costly pension plan negotiated between Amsted and
the United Steelworkers Union. Upon closing the deal with Amsted,
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a new company was formed and Amsted terminated the old pension plan,
insuring the older employees full pension benefits when they reached
retirement age. But to save the company, the local union agreed to
convert future employer contributions (which formerly representsd
pure cash drains out of the company to pension middlemen) into funds
for paying off the loans to buy their own company. Since traditional
pension benefits are staple items of every collective bargaining
package, the workers' decision to drop the pension plan for those
whose rights had not yet vested is probably unprecedented in labor
circles. At South Bend Lathe, it was not a difficult dilemma: the
workers saved their jobs and their future is now solidly invested

in their own company. Most healthy companies, it should be noted,
keep their pension plans when they adopt an ESOP.

Within a month after the employee buyout, production suddenly
jumped 10% and expenses from poor workmanship plunged 70%. Within
22 months, all three private sector loans, totaling $4.2 million
(one at 7% above the prime commercial rate, then 8%) have been fully
repaid, The company is cash-rich and is seeking acquisitions. Major
Chicago banks now come to the company offering prime rate loans,
Since 1975, absenteeism and turnover rates have declined; productiv-
ity has improved; sales have increased 34%; the average employee's
income has increased by 45%, including seven cash bonuses paid out
of profits; earnings per share have more than tripled (from $20.30
to $69.48); the average ESOP account holds more than $6,000 in
company stock; and the company contributes moxe than double the amount
per worker to its ESOP than its competitors pay into their pension
plans,

An intensive study by the Survey Research Center of the University
of Michigan of South Bend's ownership sharing program was conducted
about 18 months after the buyout. It concluded, "The most unequivocal
support for the effectiveness of the plan comes from the employees
themselves who indicate through interviews an unusually high level
of morale, motivation, and commitment to the success of the company.’

Not everything has gone smoothly at South Bend Lathe. While the
prograr is still strongly supported by the Steelworkers' local at
South Bend Lathe, national and regional USW officials do not share
their enthusiasm, mainly because of the unprecedented pension plan
‘decision. This problem could have been avoided had there been more
active participation of USW leadership in the process of shaping
South Bend Lathe's ESOP strategy. Fortunately for the Milwaukee
Road, this will not be a problem here.

On a much smaller scale, the prime example of the new kind of
"social contract" that organized labor must begin to negotiate with
management can be found at Allied Plywood Corporation in Alexandria,
Virginia. Few companies are as profitable or offer a more harmonious
working environment than this 20-employee, 25-year old firm, which
adopted an ESOP two years ago to enable the former owners to grad-
ually sell their ownership interest to the other employees. Workers
there are no longer part of the traditional "wage system." For the
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past two years, for example, an average truck driver who makes
$8,000 in base wages made over three times that amount in "owner-
ship system”" gains, includIng over ’ in monthly and year-end
cash bonuses and $7,000 in company stock each year, all out of
profits. As you would imagine, productivity there is high, turnover
is practically non-existent, and absenteeism averages less than two
days per employee per year. Job security is enhanced there since
even in the worst of months and worst of years, the worker-owners
,of ‘Allied Plywood can tighten their belts and ride out the rough
times together. Their monthly cash bonuses may be smaller or even
non-existent, but their jobs and ownership stakes rest on more solid
grounds than their competitors, whose workers remain shackled to
the higher, more rigid, and less harmonious wage system. This is
the ultimate promise the ESOP holds out to labor unions undergoing
re-examination of their traditional strategies.

The most advanced labor deal .ever offered by a national union,
to my knowledge, was that offered by Shannon Wall, President of
the National Maritime Union in March, 1978, (See appendix.) The
NMU threw its weight behind an “ownership sharing® package, fashioned
along the lines of the Allied Plywood model, to save the last two
U.S. flag passenger vessels on the West Coast, but could not find
the right management/entrepreneurial team to accept that offer.
This points out the critical need for a top management team who .
are willing to share ownership opportunities with their non-management
workers, As an agsocliate of Mr. Kelso in 1972, I was retained by
the NMU to try to save the East Coast passenger vessels. As Chairman
Long, who then .also chaired the Senate Maritime Affairs Subcommittee,
will recall, even he was skeptical of the NMU's last-minute ESOP
proposal in 1972, But that was before Mr. Kelso and I spent four
hours with him on November 27, 1973 to convince him to join four
other Senators .on the ESOP proposal I designad to convert Conrail
into a 100 percent employee-owned railroad. The rest is history.

The example most relevant to that of the Milwaukee Road crisis
involves a client who I cannot identify at the moment, My firm has
been retained under contract with a public agency to study the feasi-
bility of designing a buyout program for the employees and customers
of a railroad in a somewhat similar financial condition ag the Mil-
waukee Road, which I will call "Railroad X". The considerable work
we have already done for this client will certainly be useful to those
trying to save the Milwaukee Road. I am pleased to report that our
client has approved our work and analysis but is not yet ready to
approach the company or unions, pending other sensitive negotiations.
But within the next sixty days, I think this project will generate
much excitement and discussion.

Railroad X has been deteriorating for years. It has standard
contracts with the major railway labor unions. While some of its
operations are still profitable, others have been losing money and
require continuing subsidies. Proposition 13 fever makes those sub-
sidies extremely vulnerable and Railroad X management continually
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threatens to abandon these services, assuming they can get ICC
approval, Working with one of the top financial consultants in the
railroad industry, our firm has determined that the situation is
destined to go from bad to worse.

-We studied various ownership management schemes to save Rail-
road X, including public ownership. We studied the capital improve-
ments needed to improve services and the various public and private
sources for funding these needs. We studied the competition and
‘the political realities affecting the future of Railroad X, including
the impact on the communities it served. We looked into the severance
pay problem. We developed several estimates of the value of the
company for buyout purposes. The numbers developed by the railrocad
consultant suggested that any of the conventional ownership/management
-schemes, even after the capital improvements were in place,.would
not save the railroad, unless subsidies ‘were increased beyond
our estimates of politically acceptable levels, The only difference
between the various alternatives we studied was not whether the
railroad would collapse, but when.

The only feasible option developed by the rail consultant I
worked with (I regret he could not join me today because his identity
would expose our conclusions prematurely to Railroad X) was a unique
combination of an Employee Stock Ownership Plan and Customer Stock
Ownership Plan or "CSOP". (There is no practical difference between
a Shippers Stock Ownership Plan and a Customer Stock Ownership Plan
‘that I can detect.) By enabling the employees to combine with the
regular customers to buy the controlling -. " interest in Rail-
road X, the numbers suggested that the capital improvements could
be financed and the threatened services could be restored and dramat-
ically improved over time. But even more importantly, the figures
showed that this could be done profitably, with subsidy levels grad-~
ually reduced and then eliminated over an eleven-year period. Rail-
road X could then become a tax contributor instead of a tax burden.

The Plan for Saving Railroad X Through a Buyout by its Employees
and _Customers.

In analyzing the problems of Railroad X, we posed several
questions to ourselves,

Under extremely adverse economic conditions, is there any
solution to the structural problems facing our free enterprise system?
Is there a way to hold controllable costs in check and still accel-
erate productivity and capital growth of the private sector, while
spreading equitably and efficiently the fruits of private enter-
prise? 1I1s there a way to restore competitive market forces, so
that the laws of supply and demand can replace rule by clout in se-
curing economic values?., Is there a way to begin to cut the need for
subsidies, to infuse new private and public sector funding into
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modernizing a privately-owned and managed rail system, to motivate
employees and their unions to raise productivity and hold down
labor costs, to create a new unity of interest between railroad
management, owners, employees, their union representatives, and
bankers?

An answer suggested itself, It works because it would be
directed to the self-interests of all the parties. Although it has
never been tried to save a railroad, we thought it would work with
Railroad X. And we felt certain it would not require any additional
Congressional legislation. With appropriate administrative interpre-
tation, it could be accomplished all within existing laws and with
existing resources.

The key concept is ownership sharing, a tradition as deeply
imbedded in the fabric of America as our democratic political ideals.
In fact, many would argue, as did Jefferson and Adams, that our
political ideals can never be realized without a democratization
of ownership of productive property. Ownership sharing today need
not involve taking property away from anyone. Rather, it depends
primarily on future gains and equitable sharing of future ownership
opportunities,

In the case of Railroad X, an ownership sharing strategy would
rest on three legs: an Employee Stock Ownership Plan, or "ESOP", a
Customer Stock Ownership Plan, or "CSOP", and an adjustment of
labor understandings that would substitute higher gains from expanding
ownership benefits for more costly traditional labor benefits. The
new bargain would not require reductions in previous wage-and benefit
levels,although this could be left to negotiation. It would offer
the many unions in the picture a new way to get "more and. more",
in the words of Samuel Gompers. Future increases, coming in the
form of cash bonuses and equity sharing, would be -linked directly
with profit increases of the company.

Let us here turn to the first leg of the stool, the ESOP, and
its potential benefits to Railroad X, its employees, the various
unions who negotiate with its management, and bankers who make loans
to help meet its capital budget requirements.

What is an ESOP?

In formal legal terms an Employee Stock Ownership Plan is an
employee benefit plan which is "qualified" under Section 401(a) of
the Internal Revenue Code. It usually uses a stock bonus plan as
its core element, but it may be combined with a money purchase plan
and even a profit sharing plan to increase its flexibility. Because
of its potential for strengthening the free enterprise system,
Congreses has given ESOP's some special incentives not available
to other benefit plans.
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An ESOP is an instrument designed to lift all workers
of a company out Of the traditional wage system, into a systenm
of ownership sharing. By creating a direct proprietary in-
terest among all workers individually in ownership concerns
such as capital formation, productivity and corporate profits,
an ESOP goes well beyond most profit sharing programs. And
it builds a direct ownership stake in each worker, in sharp
contrast to the remote “collective” interest of workers in
most pension and profit sharing plans.

An ESOP combines many elements into a single package.
It is an employee benefit program. It is an incentive and
productivity program for all employees. It is a retirement
program. It is a reward system, workirng best when a modest
base salary is supplemented with cash bonuses and equity shares,
linked to the proceeds of operations. It is a two-way account-
ability and communications system between management and non-
management employees. It is a means for workers to participate
as stockholders in corporate direction. It is an in-house
tax-exempt stock exchange, for both new equity issuances and
repurchase .f outstanding shares. It is a tax-deferred means
for workers to accumulate equity. It can offer workers a
source of current dividend incomes. An ESOP is all of these
and more; but one of its most unique features is that it is
a basic innovation in corporate finance.

An ESOP is the only tool in the world of investment
finance that can generate new sources of capital credit for
corporate growth or transfers of ownership, insulate its
eventual owners from direct personal risk in the event of
default, and allow repayment of its entire debt in pre-tax
corporate dollars. The so-called leveraged ESOP works on
forward credit, secured by and repaid from future profits.
Whereas traditional uses of leveraged corporate credit work
only for present owners, the ESOP uses credit for the benefit
of employee-stockholders. . .

How Does an ESOP Work?

A company sets up a “qualified" ESOP trust. The
primary purpose of the trust is to acquire stock of an em-
ployer as "deferred compensation®” for the benefit of all
employees. No cash is required on the part of employees to
become owners. They in effect "earn® their ownership rights
when their employer contributes company stock to the trust
or cash to buy company stock.

Where a large block of stock is to be purchased
for employees from present owners Oor as stock newly issued
for capital expansion, the trust can borrow funds for stock
purchase, creating a leveraged ESOP.
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Assume the company needs $1 million for new plant
and equipment and has a bank willing to extend it credit of
that amount. Models I And II in the diagram appearing on the
following page show graphically the difference between con-
ventional debt financing and ESOP financing.

If a company borrowed $1 million directly, it has
to earn $2 million, of which it must pay $1 million in coxp-
porate taxes (assuming a federal and state marginal tax rate
of 50%) and $1 million to the bank to repay the loan principal.
Interest, not principal, is normally tax deductible.

Instead of borrowing directly, the company has the
ESOP trust borrow $1 million on behalf of all employees.
The trust invests $1 million in the company. In exchange,
the company issues $1 million worth of stock to the trust
and invests the proceeds in plant expansion.

The stock, of course, is not distributed immediately.
It is first held in an "unallocated account". Stcck becomes
allocated to individual accounts only as the loan is repaid.
Actual distribution of shares is generally postponed until
the employee retires.

The real security behind the loan to the trust,
however, is the same as under any conventional loan: that
is, the general credit and the capacity of the company's manage-
ment and non-management employees to generate future profits.
Under a leveraged ESOP, the bank will not only require tra-
ditional forms of security for the loan but also a guarantee
that the company will synchronize its future cash contributions
to the trust in amounts sufficient to repay the trust's out-
standing debt obligations. Without these cash payments, the
ESOP won't work. But by repaying the capital credit through
an ESOP trust, the company improves its cash poslt}on. Why?

By servicing the capital expansion debt with the
company's cash contributions to the trust, the loan is re-
paid in pre-tax dollars. Up to certain limits a contribution
to a qualified trust is tax-deductible. Thus, the company
no longer has to earn $2 million to repay the bank, making
it a far more serviceable loan. And the tax deduction of
$1 million produces $500,000 in extra tax savings for the
company compared to a straight loan.

How much more cash savings will result from increas-
- ing labor productivity associated with employee ownership
will vary from company to company. But studies show a posi-
tive relationship between profitability and the extent of
company stock held be employees.
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There is an additional savings to the company: the same dollar
spent for the company's new plant and equipment creates an additional
dollar for raising employee benefits. In contrast to the traditional
"wage systen" forms of employee benefits -~ which are wholly cash
drains on the company, never help meet the company's own capital
requirements, and have no direct influence on labor productivity --
ESOP benefits enable workers to join the "ownership system".

What is a CSOP?

A CSOP is a flexible tool, aimed at enabling all regular cus-
tomers of a highly capital intensive enterprise like a railrocad or
utility to become owners on a systematic and equitable basis, so that
they can participate as stockholders in the decision-making and fruits
of the enterprise. Eligibility and many other details in developing
and operating the CSOP would have to be worked out in advance. Like
the ESOP it depends on access to capital credit. And how the owner-
ship pie should be divided among employees and customers is a vital
issue to be discussed below. B

A trust would be set up, with individual stock accounts for
each cugtomer tied to monthly billing accounts. It would be em-
powered to borrow from public and private sources, use the funds
to buy company shares, allocate shares to each customer's account,
receive tax-deductible patronage refunds from the company in the
form of cash or company stock, and repay any debt of the CSOP with
pre~tax corporate dollars. The CSOP could acquire stock in one of
three ways, as a leveraged CSOP, unleveraged CSOP, or contributory
CSoOP.

The Leveraged CSOP

Under a leveraged CSOP the trust would borrow money
to invest either in outstanding stock (held now by other
stockholders) or to buy newly-issued or treasury stock
directly from the company. As in a direct loan to the
company, .the CSOP's loan would be secured by a binding
commitment by the company to pay out of its pre-tax net
profits sufficient patronage refunds to customers partici-
pating in the CSOP program to enabla the CSOP to repay its
stock acquisition loan. The company's commitment to make
patronage refunds would normally be backed up by the general
credit of the railroad, generally taking the form of a cor-
porate guarantee of the trust's loan obligation and, in
some cases, reinforced by a pledge of other railroad assets.

The loan would be without recourse to the CSOP
beneficiaries, thereby insulating them from personal
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liability in the event of default on the loan.

The CSOP loan would be repaid out of pre-tax
corporate net earnings, distributed in the form of
patronage refunds. Under the Federal tax laws,
patronage refunds made by a corporation to its
customers are tax~deductible business expenses, the
same as contributions an employer makes to a
qualified ESOP. The patronage refund payments to
the trust would be synchronized with the debt
service obligations of the leveraged CSOP. Thus,
a leveraged CSOP would have the same financing ad-
vantage as a leveraged ESOP, attracting external
credit repayable with pre-tax dollars. .

The entire block of stock acquired with the pro-
ceeds of a loan would first be held in an unallocated
account in the CSOP until the shares were paid for.
As the loan was repaid shares would be released
in equal installments and allocated among the CSOP
accounts of individual participants. A major ad-
vantage of the leveraged CSOP is that the customers
gain control of a sizeable block of stock as well
as the material advantage of capturing any appreci-
ation of value of the stock over the repayment period.
This generates an immediate and risk-free advantage
to attract new customers, with a built-in proprietary
stake for every participant to continue and urge
others to begin patronizing the system.

The Unleveraged CSOP

In an unleveraged CSOP, credit is not used for
acquiring company stock. The railroad can contribute
either stock or cash as patronage refunds out of pre-
tax profits. Because a stock contribution is a
non-cash expense for tax purposes, this furtherim-
proves the cash flow position of the company by the
full amount of the refund. Patronage refunds taking
the form of cash can be used to make quarterly,
semi-annual, or annual purchases of outstanding stock
from other outside stockholders, in-
cluding the company's ESOP. The 1lisadvantage
of the unleveraged CSOP is that the initial overall
equity stake held out to railroad customers may be
too small to capture the attention of potential cus-
tomers and attract them away from competitive modes
of transportation. Also, CSOP participants would lose
any appreciation of equity values that they might
have gained from the larger block of shares that they
could purchase under a leveraged CSOP.
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The Contributorv CSOP

Neither the leveraged nor the unleveraged CSOP
requires any cash outlays by the railroad user,
other than the normal charges for rail services.

A portion of the buyout price of stock could con-
ceivably be met by offering customers an opportunity

to buy shares with cash, directly or through a con-
tributory CSOP. A disadvantage of this approach

is that it involves a "sale" of securities and thus
imposes normally costly registration and legal fees

of a public stock offering. Where stock is acquired
under a “"patronage refund” program aimed basically

at increasing revenues, customer base, and profitability
of a company, a "sale" is not involved.

Another disadvantage of the contributory ap-
proach is that many of the potential users may be
unwilling to risk what limited savings they have in _
an industry whose securities over the last several
decades have lost their "blue chip" status. Without
doubt, the advantages Of almost universal partici-
pation in ownership that can be spread among all
present and potential users of the system would be
lost to the extent that rail customers would have to
find cash to buy stock in the South Shore. Besides,
to the extent that the profitability of the overall
system improves, such cash outlays may be unnecessary.
CSOP shares, if properly financed, should and can
pay for themselves wholly out of future profits.

Formula for Allocating CSOP Shares

The allocation of shares acquired by the CSOP should
be rather simple, especially if integrated into a system of
computerized monthly billings, as in most utilities. :

Shares acquired by the CSOP would be allocated to
individual CSOP accounts based on each participant's relative
use of the railroad's service. This is an easy operation for
a computer to tabulate. The results can appear directly on
each customer's monthly bill.

The trust would hold regular voting common stock
of the railroad. It would, however, be "restricted stock"”,
subject to a right of first refusal in order to allow the
CSOP, the Company or the ESOP to purchase the stock at the same
price offered by any third party buyer.
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The Issue of "Control™ in an ESOP/CSOP Owned Company: A Delicate
but Kanageable Problem.

Who gets how many shares and who votes those shares is always
an issue in a leveraged buyout. This problem becomes slightly more
complicated when an ESOP is coupled with a CSOP.

Today's laws are extremely flexible for resolving this problem,
thus permitting all the parties having a vested interest at stake
to work out a solution tailored to their own competing interests.
Some companies pass the voting power on stock held by the ESOP
Trustees to the employees, Others do not, figuring that the
Trustees are legally bound to vote in the best interest of the
ESOP beneficiaries, a paternalistic but certainly an understandable
mindset within today's feudalistic "wage system". Since I believe
it eventually will work itself out, in most cases I would not force
this issue. A giant step toward full ownership is better than
no step at all,

In a crisis situation, however, I feel that a voting passthrough
on all allocated and vested stock will help unite all parties and
increase trust and confidence between management and the new owners
to whom they should be accountable. The South Bend Lathe ESOP
passed through the vote, for example, and it seems to be working
well, despite the fact that the non-management workers are still
represented by the United Steelworkers. Two-way communications
are improved by the voting pass-through.

Under a leveraged ESOP or CSOP, the creditors have a major
voice in resolving this issue., It is their funds, after all,
that are at risk. The initial block of stock will either be pledged
as collateral on the trust's debt or it will be held in an "unal-
located account" until the stock is paid for. Although the control
issue is negotiable, the creditors usually place enormous power in
the hands of the new management team during the loan repayment
period. For without a management team that inspires confidence in the
the lenders, no loan would be made to initiate the ESOP or CSOP,

So even if voting power is initially controlled by top management,
they remain subject to oversight and accountability to all affected
parties, including the unions and the workers., Then as the stock
is allocated and vested, the vote also can be passed through.

To label employee-stockholders as "amateur managers®, as some
ESOP proponents do, confuses this highly complex issue. Certainly
there is a valid distinction between "ownership™ and "management®.
Granted, not all stockholders are qualified to manage a company.
But it is unjustified to treat mature individuals who acquire
ownership undexr an ESOP or CSOP as "second-class stockholders.”
It is demeaning. And it is inconsistent with the basic premises
of a democratic society. To hold otherwise, one would have to
argue that the ballot should be denied to anyone not qualified
to hold public office. It misses the basic point about democracy
and reflects a lack of faith in the capacity of rank and file
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people to defend their own interests.

The owners of ESOP and CSOP held stock should therefore have
the same kinds of information, voting privileges, access to stock-
holders meetings, and other ownership powers that are enjoyed by
other shareholders. To build in checks and balances and some
continuity of management policy, a staggered-term board of diréctors
is probably desirable in making a transition from a highly cent-
ralized ownership structure like.the railroad today to one where
ownership is being systematically broadened through ESOP/CSOP

mechanisms.

Productivity Implications

In 2 recent study completed by the Select Committee
on Small Business of the U.S. Senate, entitled "The Role of
the Federal Government and Employee Ownership of Business",
January 29, 1979, the Committee concluded:

Employee ownership of companies has worked.

The Overwhelming preponderance of evidence
shows that employee owned firms are both more
profitable and productive than conventional
firms and that employee ownership results in
better working conditions for everyone. Most
importantly, where employees have bought

their companies, it results in the preservation
of jobs that would otherwise be lost.

In a study in the plywood industry, . . . em~
pPloyee owned firms had 30 percent higher pro-
ductivity and 25 percent higher wages than
conventional firms. . . 1In the Survey Research
Center (of the University of Michigan) Study

of 100 employece-owned firms, profits were 1.5
times higher in employee-owned firms than non-
employee-owned firms, and the greater the equity
owned by employees, the higher the profits. . .
Managers surveyed in the study reported much
higher levels of employee satisfaction with em-
ployee ownership compared to the prior conven-
tional ownership of their companies. They also
contended that employee ownership improved
productivity and work atmosphere.

Some additional evidence of the productivity impact
of a well-designed ESOP was given to the Senate Finance Com-
mittee in its July 19-20, 1978 hearings on ESOPs and General

Stock Ownership Plans (GSOPs).
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For example, a spokesman for Lowe's Companies, Inc.,
a building materials retailer with over 4,000 employees,
credited his company's ESOP for the following advantages Lowe's
enjoyed over the top five non-food retailers in the country:

The range of the top five retailers, according

to Fortune Magazine ranges fron $25,000 sales

per year to $49,000 sales per year. Last year,
the average Lowe's employee accounted for $123,000
in sales per year.

In terms of net profit before tax per employee,
the five leading retailers ranged from $1,000
per employee to about $3,500 per employee.
Lowe's last year was $8,800 net profit, before
tax, per employee.

E-Systems, Inc., an electronics manufacturer with
over 9,000 employees, told the Joint Economic Committee on
December 12, 1975 of its experiences during the three years
following its adoption of an ESOP:

Employee turnover has declined 50%. . . Our
absenteeism has declined. . .suggestions sub-
mitted have increased 140 percent with a marked
increase in suggestions regarding cost and

- waste reduction and ef