


U. S. Department of Transportation

LINES WEST STUDIES

Contents

Letter of transmittal and Department policy from
the Acting Secretary of Transportaticn, and
attachment

FRA staff paper: A Review of Booz-Allen & Hamilton's
"Milwaukec Road Strategic Planning Studies™

Executive Summary of Reeble Associates' report,
Traffic Effects Study: The Viability of the Western
Lines of the Milwaukee Road

Study by The Cconsulting Center, Inc., USA: Assessment
of the Financial Selfsustainability of the SORE Lines
West Proposal

Study by Mark Battle Associates, Inc.: Financial
Analysis of the Impact on Labor and Labor Protection
of the SORE Lines West Proposal







THE SECRETARY OF TRANSPORTATION
WASHINGYON, D.C. 20590

L3

Honorable Harley 0. Staggers

Chairman, Commitiee on Interstate and
Foreign Commerce

House of Represencatives

Washington, D.C. 20515

fear Mr. Chalirman:

I am pleased to transmit the enclosed studies and analyses concerning

the "Western Lines" af the Milwaukee Railroad. This letter also discusses
the conclusions we draw from them and outlines for you the course of
action which we pvopose to follow concerning the Milwaukee Railroad, and
particularly the "Western Lines."

First, let me sumarize the contents of the enclosed documents.

The document titled “"A Review of Booz-Allen & Hamilton's Milwaukee Road
Strategic Planning Studies" {the BAH Review) discusses a report prepared
for the Trustee (BAH Study) to assist him in determining whether any
part of the Milwaukee system is reorganizable. The BAH Review was
prepared by FRA staf’ and addresses the fundamental integrity of the BAH
Study assumptions and procedures concerning the viability of the various
segments of the Milwaukee Raiiroad. Specifically, regarding the Western
Lines, the report to the Trustee finds that the Western Lines cénfigura-
tion would provide significantly less traffic potential than other
options for the Milwaukee Road while regquiring a substantially higher
level of rehabilitation investment. The report concludes that the 1977
contribution of the Western Lines was negative and heid out Tittle hope
that a system contiguration built around the transcontinental extension
would generate sufficient cash flow over the long-term to justify the
investment in rehabilitation required to become competitive with other
railroads in the market. In fact, according to the consultant, rehabili-
tation alone would not permit the Western Lines to generate a positive
net operating income, leaving aside any coverage of fixed charges.

Under a speculative scenario of rehabilitaticn pius Jong-term growth,
the consultant calculated that a smaii operating profit could be achieved
in 1986, Howover, the amount would not be sufficient to make up for
operating losses incurred in the meantime or to service rehabilitation-
related debt issued, even assuming that it were issued on very favorable
terms. After summarizing and analyzing the BAH Study, the FRA-prepared
BAH Review finds -ts underlying assumptions and methodology to be
reasonable and consistent.



The consultant study titled "Traffic Effects Study: The Viability of
the Western Lines of the Milwaukee Railroad” (Lines West Study) was
commissioned by FRA in satisfaction of Sectiom 303 of the Local Rail
Services Assistance Act of 1978. The lines West Study: 1) attributes a
substantial operating loss to the Western Lines for 1977 and estimates
that the lines generated revenue per route mile well below the Milwaukee
system averace; 2) identifies traffic flows on a commodity basis within
the region served by the Milwaukee's Western Lines; and 3) examines the
ability of the Western Lines to attract traffic through 1985. The study
concludes that a significant portion of the 1977 tratfic base is poten-
tially susceptible to capture by other modes (trucks and barges) on the
basis of comparative costs, and that the traffic could be retained only
through uneconomic ratemaking.

The study titled "Assessment of the Financial Self-Sustainability of the
SORE Lines West Proposal® (the SORE Study) was commissioned by the _
Office of the Secretary of Transportation in response to a request from
several Members of Congress. The study assesses a proposal by a number
of Milwaukee Railroad employees and former employees to acquire and
operate the Mi'waukee's transcontinental line and associated facilities
west of St. Paul, Minnesota. The study analyzes the SORE proposal over
a broad range of issues, technical subjects and assumptions.

The consultant genaraily accepts SORE's traffic and revenue projections
with sTight adjustments, but judges SORE's projected expenses as being
overly optimistic {i.e., too low) in relation to the traffic to be
recaptured. In addition, SORE's proposed method for acquiring the

assets (i.e., by the assumption of $152 million of existing Milwaukee
debt) is considered infeasible. Finally, the study argques that SORE
would not be able to acquire the assets of the Milwaukee Land Company to
help finance its proposal. In total, the study concludes that the SORE
proposal, as piesently constituted, cannot achieve self-sustainability

and that pursuit of the proposal would require $1.092 billion in exter-
nal financial support, including $370 million for rehabilitation,
operating Tosses and establishment of an Employee Stock Ownership Plan,
$84 million for branch line rehabilitation and $638 million for purchase
of the Western Lin2s and associated facilities. It should be noted that
the latter amouni is premised upon financing of the purchase of the

assets through Government guarantees of securities redeemable in 10 years,
with the amount adjusted for the time vaiue of money. The report attributes
a present value of $246 million to those assets. Thus, if the assets
could be purchased cutright by SORE, the total amount of external financial
support needed would be $700 million instead of $1.092 billion. The

study goes on to state that in order to achieve self-sustainability SORE
would have to cignificantly reduce operating expenses, essentially

through innovative work rule changes; avoid paying for the initial

assets assumed from the Milwaukee, perhaps by foregoing all labor claims
to the Miiwaukee estate in exchange for the assets; and receive Federal
financial support of about $286 millicn for the reguired main and branch
Tine rehabilitaticn programs as well as an initial loan to finance the
employee stock cwnership plan.



The study titled "Financial Analyses of the Impact on Labor and Labor
Protection of thc SORE Lines West Proposal" {Labor Impact Study) was
commissioned by the Office of the Secretary of Transportation to examine
the impact on labor of various approaches to dealing with the Milwaukee
Western Lines and to explore the relevance of the Employee Stock Owner-
ship Plan (ESOP) concept to these approaches. The consultant examined
four potential scenarios for the disposition of the Western Lines and
the effect each would have on the affected Milwaukee employees. These
were: 1) An emoargo on all Western Lines traffic; 2) the Western Lines
to be abandoned under existing ICC procedures: 3) the Western Lines to
be reorganized in eccordance with the SORE proposal; and 4) the SORE
proposal to be implemented in the form of a traditicnal leveraged
Employee Stock Owne:ship Plan. Recognizing the difficulties inherent in
estimating the actual job loss impact on the Milwaukee work force and
the possible restltant cost to the estate, the consultant established a
gross range of laGor protection costs. In an embargo situation judged
not to be subject to ICC autheority, the consultant assumed that few
employees would have Separation payment rights. The range of labor
protection costs was thus only $31-$167 million. The range grew to $83-
$521 million in the situation where all employees would be eligible for
separation payments or guaranteed wages under ICC abandonment regulations.
(The Tow end of the range assumes that all employees agiree to a one
time, front end settiement, versus a six-year earnings guarantee.) The
study also contains & discussion of Empioyee Stock Ownership Plans and
evaluates the concept in relation to the SORE proposal and the SORE
Study. The consultant’s general conciusion is that any Western Lines
regrganization must first demonstrate economic feasibility before an
ESOP is considered. .

From these studies and analyses we reach three major conclusions.
First, the Western Lines of the Milwaukee are not Tikely to become self-
sustaining, either independently or as part of a reorganized Milwaukee
system. Whether one takes the optimistic traffic outlouk of the SORE
Study, the more moderate assumptions of the BAH Study, or the more
pessimistic views of the Lines West Study, the conclusions in this
regard are similar. Even under optimistic assumptions, only minimal
operating income can be generated by the Western Lines, and then not
until the fifth year. Moreover, the analyses make no provision for
paying interest or principal on the initial capital investments, costs
which would be included in any normal business or public investment
analysis. Fven if the capital investments are assumed to be covered by
external sources, totai operating Tosses through 1985 far exceed total
profits in all studies. Thus, we conclude that the Western Lines have
Tittle if any lik2lihood of ever becoming self-sustaining and would not
be able to generate sufficient income to repay, or even to pay the
interest on, the large amounts of financing that would be necessary for
rehabilitation and operating expenses and, in the case of the SORE
proposal, for purchace of the involved properties.



Second, the concept of an [mployee Stock Ownership Plan for the Western
Lines of the Milwaukee does not appear lo bhe practical. As is well
demonstrated irn the lLabor Impact Study, for the sake of the employees

and the public, operations of the Vestern Lines must be shown to be
economically feasible before an ESOP can be deemed apnropriate for
consideration. Based upon these studies, we cannot say that Milwaukee
employees should invest their personal assets or rights to Tabor protection
in an ESOP for the Western Lines. We make that statement in full recognition
of the general effectiveness of employee ownership in improving operating
efficiencies. Fowever the Western Lines lack the profitability potential
te take advantaue of an ESOP. On the other hand, it may well be that an
£SOP will assist in the reorganization of a Milwaukee “core" railiroad.

In that case, the feasibility and benefits of an Employee Stock Ownership
Plan should be determined in the reocrganization process itself.

Third and given all of the above, the most responsible course of action
appears to be to preserve selected Milwaukee Western lLine services
through the transfer of those services and necessary facilities to other
railroads to the maximum extent possible. To attempt to maintain the
Western Lines operitions, either as part of the reorganized Milwaukee
Railroad or as an ndependent rail enterprise which would be dependent
on large Federal financial contributions, would be inconsistent with the
weight of sound economic analysis and would be an unjustifiable burden
on the nation's taxpayers.

Before outlining the course of action which we propose to follow to
achieve maximum preservation of economic rail services, let me review
the recent activities of the various parties.

First, the Milwaukee Reorganization Court, as you know, denied a request
from the Trustee t> embargo the Western Lines on June 1, 1979. In
denying that request, the Court ordered the Trustee to take immediate
steps before the Tnterstate Commerce Commission to abandon the entire
Milwaukee system. and to file a preliminary plan of reorganization with
the Court before August 6. Previously the Court had permitted the
Trustee to apply for $20 million in assistance under the Emerogency Rail
Services Act of 1970 (ERSA). The Trustee has appealed the Court's
denial of the embargo and the Indenture Trustees, representing major
creditors, have appealed the Court's decision regarding ERSA borrowing.
Decisions by the Court of Appeals are not expected until this fail.

The Trustee has taken the abandonment steps and is expected to file &
preliminary reorgarization plan with the Court by August 6. The plan
will be based upon continued operation of a "core" railroad, along the
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lines outlined in his previous submissions to the Court. The Trustee
also applied to us for the $20 million in ERSA assistance and we approved
such assistance in an agreement dated July 12, 1979.

The Department has taken several steps to maintain the Milwaukee's
services while appropriate arrangements are being worked out, and to
assist in implenentation of those arrangements. First, the $20 million
in ERSA assistence which we approved will be used to operate the system
while the Trustce prepares his reorganization plan and presents it to

the Court. Me expect those funds to be sufficient to maintain the
railroad's operations through the month of August and possibly through
September. Second, we and the Milwaukee have been looking for willing
buyers for the Railroad's lines in lowa, under the authority of Section
401 of the Railroad Revitalization and Regulatory Retorm Act of 1976 (4R
Act). That process has involved the State of lowa, four major railroads
and two short lines. We have made progress and are optimistic that we
can bring this restructuring in lowa to a successful conclusion.

Third, and in ccennection with the Section 401 process, we have indicated
to the parties our willingness to make funds available under Title V of
the 4R Act to assist in the transfers of those properties. This assistance
would include, where applicable and justifiable on economic grounds, the
funding of acgquisition costs through Tocan guarantees under Section 511
and the funding of rehabilitation and labor protection costs incurred as
part of an otherwise fundable project through the purchkase of preference
shares under Section 505, subject to legisiation extending the preference
share program. Encliosed for your information is a letter to the Milwaukee
Trustee, dated June 18, 1979, that spells out our commitment tp make the
Section 401 process work.

That brings you up to date on the recent activities of the various
parties. Let me row outline for you the general course of action which
we intend to foliow over the next several months.

Until now, we have felt it inappropriate to proceed with the Section

401 process on tne Milwaukee's bestern Lines, since the studies enclosed
with this letter were not completed. However, based upon those studies,
it is now appropricte to expand the Section 401 process to expedite the
transfer of Milwaukee's services on the Western Lines to other railroads.
In fact, we understand that the Milwaukee has been actively negotiating
sales of pertions o7 the Western Lines with other railrcads for some
time, and several of those sales may be consummated shortly.

In addition to us*ng the Section 401 process, we intend to work with the
states served by the Milwaukee's Western Lines to mitigate any negative
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effects of the cessation of Milwaukee service through the use of the
Local Rail Service Assistance Program. In that regard, the Federal
Railroad Administrator, who oversees that program, will work with
affected states in their rail planning process and will be prepared to
expedite applicctions for funds, whether they be for rail planning
purposes or for project related purposes. As a specific example of what
tan be done under that program, we have been working closely with the
State of South Dakota to ensure that a major coal movement from Gascoyne,
North Dakota to an electric utility plant in Big Stone City, South
Dakota will cortinue uninterrupted. We have advised South Dakota that
it may incur up to $2.3 million in costs for rehabilitation of the
Milwaukee line over which the coal moves and we are hopeful that we will
shortly be abie to obligate those funds.

One other feature of the Local Rail Services Assistance Program which

can be considered by the states in dealing with the cessation of Milwaukee
service is the provision which allows states to "rail bank" lines which
are abandoned but which may have future potential. That feature may be
particularly relevant to states wanting to keep in place rail lines

which serve potential future traffic growth areas.

Finally, we will continue to work closely with you and other members of
Congress to detzrmine what legislative action may be necessary to
facilitate all of the steps that I have outlined above. For the moment,
we endorse two provisions contained in legislation currently before the
Congress. First, it is important that the Administration's proposals

for rail deregulation and restructuring assistance be enacted.as quickly
as possible. To tre extent that enactment is delayed, however, the
extension of the 4R Act Title V preference share program beyond September
30, 1979 is acceptable as an interim measure, That extension is provided
for in both versions of the pending Amtrak Authorization Bill. We favor
the House version of the extension which expands the program to include
all railroads. J3econd, we favor amending the Bankruptcy Act for railroads
now in reorganization to provide their reorganization courts with the
ability to order necessary abandonments without first obtaining the

ICC"s approval. This would bring existing bankruptcy procedures regarding
abandonments into line with the new Bankruptcy Act, which becomes effective
for bankruptcies occurring after September 30, 1979.

We are opposed to any legislation that would freeze ihe entire Milwaukee
system and provide further Federal funds to support systemwide operations.
ERSA funds for continuation of the existing system have so far been
provided because of the desirability of completing our studies, of
providing the Trustee and the Court the time to develop a reorganization
plan, and of providing a period of notice and adjustment for affected



shippers. Those purposes will largely have been accomplished by the
time that the $20 miliion in current ERSA assistance has been fully
utilized. We envision, therefore, that we will require any future
assistance to the Milwaukee to be used only for those portions of the
system which are reorganizable.

Thank you for this opportunity to present you with our views.
Sincerely,

o Ok %z e/

<
W. Graham Claytor, Jr.
Acting Secretary

Encliosures
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Mr., Gtanley B, G, Hillman

Trustee

Chicago, Milwaukee, St. Paul
and Pacific Rellrcad

$16 West Jackson BSoulsvard

Chicago, Illinois 60606

Dear lir. Hilloman:

Tuis is to advise that we are processing your applicatiown
dated May 22, i979, for $20 million in guarantec assistance
undsr the provisions of the Emergency Raill Bervices Act of
1970, and wili inform you by scparatae letter ol the aidicional
information regyulred to complete our evaluation.

It is my stron; belief that you bave béan pursuing a very

cloar and reepvnsible approach to the reorganization of the
Hilwaukee EBoad,., In keepiny with vour overall plan, I wish to
propusa to you a concentrated effort to undertake controlled
transfer of Hilwaukee propertiea to other rallroads andé operator:s.

wWnile I recognize that the court'®s inability to grant an
embaryc of thoss lines not included in your proposed corn
alters the couise you nave set toward reorgarnization, I beliovo
it affordis an excellent opportunity to begin the restructurino
of the Milwaukse systen we all know should ocour. Therefore,

I recownend that we jolin in a coordinated plan to initiate
transfar negotiations, undar the protection &nd in accordasnca
with section 5(a)-{d) of the Departmmnt of Ytransportation aAct,
ani initielly invecive all eligible rallroads and partizs,

e suggest that our first effort be on Hilwaukee Iacllities in
thhe State of lowa, that we meet with all interested partics on
June 23 in your oiflices in Chicago and that we holu privats
msetings on June 29 with selected prospective purchasers.
Represantatives of the btate of Iowa and ICC's Ralil Sorvico
Planning Offica would be asked to attend the Juns 28 meetiny.
FR: would be prepared to mediate or participate fully in alil
Iowa nayotiations., While we anticipate that sactlon S nejo-~
tiations for transfer of portions or all of the Lincs West
will ultinately be nacemsary, decisions as to the particiyrants
in and timing of such pegotiations should await complation cof
ths studies descrived below.




In the financing areu, we would make avallable lo2nu guaranteeos
to finance acguisition coste, and subject to legislation
extending the prograu, we would make available low-cost soction
505 funds for purposes of rehabilitation and labor protection.
There are liritations as to the avallability of resources, but
the combination of resourcas of the Trustee and acquiring
raiiroads, togather with FRA aseistance, should meet the
financial requirasents necassary to make the process work. iic
balieve the participating railroads will be respoasive to our
plan for a private sector solutiorn.

we are coapleting work on two studies of specific interest to
the iilwaukes's reorganirzation plenning., Thaese are: 1} an
objective analysis of the proposal made hy representatives oI
S0rL, and 2} an earliar study of the potaential viability of
the Lines Waest in response to a Congressional reguaest. Wa &re
hopaful that bolth Btudies will be useful ¢o all parties
interested in Hdlwavkea'’s transcontinental rail services. wa
axpect to have the studias oompleted by July 5 and will make
thea available to you as soon as peggible.

Finelly, as we have said before, we are prepared to provide

the §20 million in ZKSA working capital assistance for wihich
you have applied, as long as the raquired ERSA findioys can be
made, 80 that you may promptly prepare and subiiit a prelicinery
rlan of reorganization.

Sincerely,

wa/ John M. Bullivan

JOBE M. SULLIVAN
Adwiniatrator
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weisr Reebie Associates Report ey

SR Charles Swinburn QM SJ,,,{\H-M—«
Associate Administrator for Federal Assistance

" Recipients of the Milwaukee "Western Lines" Studies

Attached is tre Cxecutive Summary to the Reebie Associates report
"Traffic Effects Study: The Viability of the Western Lines of the
Milwaukee Road." The body of the report is in the final stages of
editing and production and will be forwarded to you immediately upon
receipt by the Federal Railroad Administration. We are informed by
Reebie Associates that the contents of the Executive Summary accurately

reflect the substance of the body of the report.

Attachment
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EXECUTIVE SUMMARY

THL VIABILITY OF iHE Wi NTERN LINES
OF THE MILWAUKEE ROAD

The Chicago, Milwavkee, St. Paul and Pacific Railroad {the Milwaukee Road)
has not nhad a prospercus existence. Assembled from a miscellany of short line
operations in the years between 1875 and 1515, the Milwaukee went through bank-
ruptcy and reorganizaticn in 1928 and again in 1945. From 1975 through 1977 over
$60 million in operating losses were incurred. The Milwaukee Road declared
bankruptcy for a third time in December of 1977, and has yet to he reaorganized.

The trustee has petitioned to abandon fully 75 percent of the railroad.

The Milwaukee Road's basic service area extends from Chicago across the
Northern Plains States to the Seattle/Portland area. Several major railroads
serving this region hav2 also exhibited financial weakness, and one other carrier
is currentiy in bankruptcy. Concern for this general detericration in the
region led the Federal Railroad Administration (FRA) to initiate in mid-i878 a
study to develop a methodology for evaluating proposed railroad consolidaticn
projects in the Midwest. In October of 1978, under Section 303 of the Local
Rail Assistance Act of 1978, Congress mandated that "The Federal Railroad Admin-
istration shall promptly review the condition of the Chicago, Milwaukes, St. Paul
and Pacific Railroad and consider assisting such railroad with loans for roadbed
and track improvement." The FRA and the consultant adopted the previously devel-

2d study methodology to conduct this investigation.

Reebie Associates' efforts have been addressed to that portion of the
Milwaukee Road xnown as the Western Lines. These lines are comprised of the main
line and branch lines extending west of Minneapolis to the Pacific Coast. The
Milwaukee's trustee, Stanltey E.G. Hillman, has said of the Western Lines: "Seldom
since the Pacific Coast Extension was completed in 1909 has the Milwaukee heen
ahle to attract sufficiert business to the route to Jjustify hundreds of miles of
totally unproductive line that are included in it, and never in recent years has
it been able to do so". Given Mr. Hillman's observation, it is hardly surprising

REEBIE ASSOCIATES



that in recent years the physical condition of the Western Lines has been allowed
ta deteriorate to a point where train speeds are largely restricted to 10 to 25
mph. In contrast, on competing main lines to the Pacific Horthwest, train speeds

of 60 to 80 mph are common.
Objective

The obiective of this FRA financed study was to examine the financial
viability of the Milwaukee's Western Lines, assuming that those lines were to be
rehabilitated to permit improved operations. The analysis was also to assume
that the Western Lines would be rehabilitated and maintained as an integral part
of a surviving Miiwaukees System, not as a separate entity. The consultant was
to:

Develap forecasts ¢f traffic levels between the Twin Citiss
and Pacific Northwest and the flow of revenues generated by
that traffic.

Develop an operating cost scenario of moving the traffic.
Conclusions

The study results indicate that the infusion of funds would not trans-
form the Western [ines into a viable segqment of the Milwaukes Road. Over the
last ten years, tne Milwaukee's freight volume has been stagrant, while the
region's econcmy and competing carriers' traffic have grown. Obviously, much of
the Milwaukee Road's traffic is carried at a loss. Even after the proposad
rehabilitation of the Western Lines, the analysis indicates that the carrier
would not be able to compete effectively for much of the existing traffic.
The study arrived at this conclusion by comparing the full econcmic costs of
aiternative modes for each of the Milwaukee's traffic segments., (In a competi-
tive environment carriers may elect not to price on the basis of their ful)
costs, but their prolonged failure to do so on an aggregate basis inevitanly
leads to financial failure). Given this comp=titive cost scenario, the Westarn
Lines would suffer major traffic diversion, with 1985 ton mile vl e anounting
to only 39 percent of 1977 levels. Moreover, other rail carriers in the recion
would face similar prospects.

RERBIE ASSOUCIATRS



The Western Lines' rehabilitation project would reguire a $115 million
effort. [t would result in improvements in operating efficiency which could be
translated into reduced operating costs and improved service Tevels. However,
even after crediting the Western Lines with these improvements (but handling only
the traffic ‘for wnich it can economically compete), operating deficits would
decrense in the 1985 scenario to $26.5 million from the estimated $27.9 million
loss in 1877. Moreoser, the 1985 deficit does not include the repayment or
financing of the rehabilitation program or operating deficits in the intervening

years.,

Considering these factors, the infusion of capital necessary to undertake
the rehabilitation of the Western Lines and to support continuing operating
deficits would appear unwarranted.

HMethodology

An existing generalized study approach, designed to provide a rapid response
analysis of a wide variety of railroad consolidation or ceordination proposals
was employed. The methodology was designed to {feccus on the dimplications of
proposed changes as they relate to a carrier's route structure, traffic volumes,
freight revenue and, ultimately, profitability.

The approach began by segreqating the carrier's total existing freight
traffic into individual traffic flows. These flows were identified by origin
and destination (citres and states), individual railroads participating in the
move, and type of commodity being transported. These traffic flows, some 35,000
in the case of the Western Lines of the Milwaukee Road, were then projected to a
198% traffic level using economic forecast information from the Department of

Commerce,

Truck and barge ca-riers offer significant competition for freight nove-
ments in the region served by the Western lLines. For this reason, the analytical
routine subjected each individual traffic flow to a preliminary assessment of the

tikelihood of its future diversion to an alternative form of transportatian. For

REERIE ASSOCIATES



each such alternative, estimates of comparative service characteristics and
average unit cost profiies were developed, with the latter portrayed at a level
sufficient to provide full torng term support for private sector operations. In
each case where the comparison indicated that railroad costs {(including not only
the transportation component but handling and inventory differentials as wall)
were within ten percent of those of the alternative means of transportation, the
traftfic was considerec likely to be retained by the railrcad. The resultant
traffic base was then reaggregated to a total railroad operating system and

analyzed in terms of the resulting revenues, expenses and profits.

Premises

The study design and methodology incorporate several basic assumptions which

must be recognized and understood to properly evaluate the findings which result.

The diversion aralysis and projected financial resuits were bas=d on the
existing railroad industry operating practices and instituticnal environment.
Major changes in tecanclogy, labor agreements, marketing programs or the regula-
torv process were nct incorporated in the study. Such issues would be more
praperly treated in a sensitivity analysis than in the base case wnich was

develaped here.

As a corollary assumption, no significant new sources of rail traftic were
allocated to the Western Lines. Coal has been, and will continue to be, the most
significant area of new opportunity. However, no new mining opesrations are now
heing developad on tha Western Lines, and the exact location and timing of future
develnpment are unsure. Little, if any, new coal could be mined along the
Western Lines before 1985, and any future production in the area could most
tikely be served equally well by the BN ¢r Union Pacific (UP). Similarly, lurber
from the Pacific Northwest cannot be viewed as a potential new source of traffic
for the Western Lines. [t does not now constitute a significant traffic secment,
and its future growth 15 distinctly limited by the growing role of Southern and
Canadian Tumber 1in malor Eastern markets, The other large potential traffic

source freguently cited for the Pacific Northwest s export grain. However,

REEBIE © =O0CIATES
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realization of these volumes would require majo? structural changes in the grain
marketing system which are unlikely to occur by 1985. Additionally, movements of
this type could be handled by competing railroads as well as the Western Lines.
Consequently, the averall traffic increases that have been projected for all
areas were apportioned among the various carriers in terms of the distribution of
freight volume found in the 1977 flow data.

A majer assumption employed in both the traffic and fimancial anaiyses was
tnhat the projected rehabilitation effort would be completed by 1985. Moregver,
the Western Lines were credited with achieving all of the projected operating
improvements and economic benefits of the rehabilitation by that time.

The financial results were evaluated without consideration of the repayment
of the rehabilitation funds, or related financing charges. In addition, operat-
ing deficits during the intermediate period prior to the completion of the
rehabilitation were excluded from the analysis. The financial resulis portrayed
for 1985, thus, should properly be viewed as relevant to that year anly, since
they exclude the assessment of any charges related to the rehabilitation program
and the operating losses for the intervening years.

Also incorporated in the analysis was the assumption that no major invest-
ment would he made in the Western Lines, unless these lines would ultimately be
able to operate profitably and not require indefinite subsidization. To satisfy
this requiremenft, the competitive modal analysis was framed in terms of full
economic costs. This approach recognized the need for revenues to cover all
elements of long run costs, including normalized maintenance and replacement of
equipment. A similar approach was adopted for all modes.

Finally, the study was developed in terms of constant (1977) dollars,

Thus, it was assumed that price increases would affect all cost components in a

nearly equal fashion,

REERIE ANSOCIATES



Findings

The analysis estimated that the Western Lines' share of total Milwaukee
System freight losces in 1877 was 327.9 miThion (aimost 63% of the total). With
rehabilitation, significant cost savings could be realized sn the Western Lines.
Even so, lJerge amounts of current rail traffic would likely be diverted to more
ecanomic altermative bransportation modes over the next 5 years. The expected
net result s that 7985 operations wouid still show a loss of $26.5 million,
exclusive of rehabilitation expense or the associated financing costs. As a
result, funding requiresments would be far greater than those needed for rehabili-

tation alone.

In addition, the $115 million proposed rehabilitation would not bring the
Western Lines' trackage up to the standards of other railroad carriers in the
region.  The track structure would be rehabilitated to a level sufficient to
permit freight traffic speeds of up to 40 mph west of Miles City, Montana, up
to 60 mph east of Miles City, and 10 to 25 mph on the branch lines. By contrast,
BN trackage on main 'ines is maintained at 60 mph standards and that of the UP at

80 moh levels,

No zone withir the Western Lines, when analyzed individuaily, would braak
even in 1885, much less show a profit. Approximately 60 percent of the currant
operating revenues on the Western Lines s generated in the western-most region
which incorporates all "ines in the westerp part of the state of Wasnington. The
fatin of revenue to route miles in this zone far exceeds that found in any other
zene of the Western Lines. However, almost 50 percent of the traffic moving in
this zone is short haul traffic. This Tocal traffic is particularly susceptibie
to diversion to truck, the low cost mode for short haul moves.

The remainder of the Western Lines, from eastern Washingion, through Mcntana
and the Dakotas to Minreapolis, produces only 40 percent of Western Lines reve-
nues. The volume of traffic moving through these states on the Milwaukee Road is
insufficient to suppurt the cost of rehabilitation and imnroved maintenance.
Furthermore, more thar 70 percent of this traffic is overhead traffic, with both

origin and destiration outside of the area. As such, this traffic merely

REEBIFK PHILATES



passes through the region and could be absorbed by competing railroads whose

route networks para.lel that of the Milwaukee Road.

In its .western-most region, the Milwaukee makes extensive use of trackage
rights agreements. Even if the Western Lines ceased c¢perating, many shippers
could still nbtain serwice from the other railroads who own the tracks over which
the Milwaukee 1is now gperating. Indeed, throughcut the Western Lines system,
continuance of rail service to most shippers is a strong likelihood, since a
significant portion of the traffic on the Western Lines originates from and/or is

destined for local ereas which are jointly served by other railroads.

The Reebie Associates analysis has determined that the Western Lines’ market
share will continue to be challenged by increasingly competitive activity on the
part of the railroads which parallel its route structure, and by other modes.
The instability of the market share held by the Western Lines, coupled with tneir
inability to generatr sufficient operating revenue on large portions of the route
network, strongly acgques against investment 1in rehabilitation of the UWestern

Lines,

REEBLE ASSOCIATES






I'RA Staff Paper
July 23, 1979

A Review of Booz-Allen & Hamilton's
"Milwaukee Road Strategic Planning Studies'

General Observations

Booz~allen & Hamilteon was asked by the Trustee of the Milwaukee Road

to assist him in carrying out strategic planning studies evaluating

the potential leng-term viability of various configurations of the
railroad’'s system. The planning studies were to be used by the Trusteae
to determine whether all or parts of the Milwaukee Recad might prove
economically viable and to assess the accompanying requirements for

rehabllitation and investment.

The results of the studies were also to aid the Trustee in developing
a reorganization plan, in determining the impact on the remalning
system 1f parts of the system were sold off or liquidated and in analyz-
ing the probabilities of success and the risk/reward characteristics of
undertaking inves:ment in various configurations. Specifically,
Booz~Allen was ashked to determine:
* The availability of traffic for varicus networks and configurations;
* Operaticnal requirements for each conflguration;
* Faciliries and euuipwent required to support operations;
¥ Pro forma finencial results for each configuration:
* (Capiral iovestments required to rehabilitate plant and equipment;

* The employment impact of each systen.
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FRA staff has reviewed the Booz-Allen studles to determine 1f the
methodology and results appeared reasonable and consistent and to determine
how the information that was developed could be useful to the Department's

in its deliberations over the Milwaukee Rcad.

As a result of that review, FRA Staff has concluded that the studies were
carried out in a preofessional manner and will prove useful to the Trustee

in fulfilling his responsibility for balancing public need against the
protection of the corporation’'s assets. The approach used by the consultants
and the criteria employed are, in the FRA staff’s judgment, valid,

consistent and reasonable, and the results will properly serve as a
preliminary guide co the Trustee in developing an operating and management
plan for a self-gustaining reconfigured Milwaukee Road, assuming that a

decision to reorgaaize 1s taken.

While the studies present a range of useful optiocns, as well as criteria
for evaluating further options, several caveats as to the scope of the

work undertaken by the consultant should be listed.

First, the studles do not encompass all of the financial analysis that

will be necessary vo develop a plan of reorganization. Pro forma results
were measured in terms of net rail operating income, a criteria that ignores,
for instance, the amorcization costs of financing the rehabllitation

associated with each configuration. Second, the studies did not examine




wow Che Trustee might obtain the [unds necessary to support each projected
configuration. Cenerally, the funds were assumed to be aveillable, with
the exception of one configuration fer which the size of the potential
investment was considered to be beyond the reach of the railroad.

Third, the overall impacts of transitioning to various configurations
including labor psotection settlements and other ancillary costs were

not examined, Finally, the studies did not evaluate the desirability or
usefulness of various lines to rail carriers other than the Milwaukee,

but simply assumed for each line that it was in or cut of the Milwaukee

network depending on the configuraticn being evaluated.

Booz-Allen & Hamilton Methodology

Booz-Allen used ¢ "'top-down" approach in developing traffic forecasts,
relying on econometriec assumpticns but also incorporating growth from
specific market opportunities that were identified by the study tean
through shipper surveys and by Milwaukee Road personnel. 1977 was used

as a base year and tvaffic was added to the base to reflect three scenarios:
market opportunitics ildentified via a market survey; short term egonomic
growth through 1981; and long term economic growth through 1986. An
internal diversion analysis was used to forecast shifts in traffie both
from and to the Milwaukee under various network configurations. In the

1951 and 1986 scenarios it was assumed that the rehabilitation necessary

to make the Milwaukee competitive with other transcontinental railrocads

had been undertaker.
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Operating expersa projections were driven by the traffic projections and

ware based on two major sources of financial data: the Milwaukee's 1977

annual report to tha Interstate Commerce Commission, and the Milwaukee's
responsgibility accounting system. Through the use of an operating

gimulation model and a financial model, pro forma cash operating income
statements were developed for the configuration being analyzed. Rehabilitation
expense was excluded from the pro forma operating income statements, but

normalized malntenance after rehabilitation was included as an expense.

Finally, the study ontlined the tradeoffs between the varicus configurations
as to the costs to rehabilitate and maintain each, the number of employees

for each, the revenue generated by each, and the risks associated with achlev-
ing various revenue and operating income levels for each. 4n additional
consideration was the adequacy of the existing pool of lo~omotives and

Cars
freight, to the requirements of each configuration,.

Much of the public debate regarding the Milwaukee centers on what to do

about those lines not included in the configuration which the Trustee has
identified as beinyg potentially reorganizable. It should be pointed out,
therefore, that the Booz-Allen methodology is not directly applicable to determ-
ining the economic merit of particular lines not included in the Trustee's
"Core" configuration. First, it is likely that rehabilitation costs on those
lines are understatad. This is primarily because Booz~Allen's assessment of the
condition of the Milwaukee's physical plant and the consequential rehabili-

tation costs were based upon 1977 information and those lines not included




in the Trustee's nreferred configuration have clearly deteriorated further
since then as a result of the Milwaukee's cash situation. Deterioration

in the Trustee's configuration has been scomewhat less because of the influx
of Federal "4R Act" funds into some of its main lines. TFurther, the studies
de not allow pinpoinc evalation of track condition and rehabiliration expense
by line, and many operating expense items, such as equipment repair, were
based on svstem zverages and do not reflect the traffic and densities of

a particular line segment. Finally, the impact of inflation was not

included in the vehabilitation estimates.

It is alsc likely thet traffic assumptions have been somewhat overstated,

as was acknowledged by Booz-Allen in the report. The overstatement was

due to the continued deterioration of the Milwaukee traffic base during

1978 and early 1979 as the railroad's service capabilities worsened.

Recovery of the iraffic lost since 1977 would be necessarv before the
Milwaukee could reach the base year levels used in the studies. Additionally,
since the studies assumed that during the periocd of the forecasts rehabili-
tation would be in place and that adequate equipment would be availatble,

they did not factor in time delays for rehabilitation, service recovery

and traffic recoverwy.

Although the sztudies do not focus on the amount of cash required to
support operating losses during the rehabilitation and projected recovery

period, they do exhibit a clear bias toward risk avoidance. The consultant's




calculations favored smaller over larger networks throughout, largely

because the diffevences in returns on an operating basis did not rise
proportionally with higher levels of investment. The studies did take

into account the availability of resources, especially the concentration of
existing equipment and wanpower levels, to determine the most favored options.
This approach optimized the Milwaukee's use of resources already in place

and minimized the need for new investment.

Study Results

Initially Booz-Allen subjected 33 different configurations of the
Milwaukee Road to preliminary amalysis. These 33 configurations were
constructed by dividing the Milwaukee Road into traffic providing segments
and arranging them i~ various combinaticns. In the preliminary studies,
market analysis was not performed and estimates were not made of future
growth., The 33 preliminary scenarios were then reduced to eight:

A System Witnout Light Density Lines — This system excluded all light

density lines that were identified on the Milwaukee Road system
diagram map dated March 31, 1978, as pending abandonment, or likely
to be abandoned within three years. (7,965 route miles--10,700 employees

in 1977)

The "Core' =-- This system included main lines between Louisville and
Duluth, Chicago and Omaha, and Milwaukee and Kansas City as well as
secondary lines to Greem Bay, Wausau, Sioux City, Siocux Falls, Des Moines
and Madison and a number of feeder lines. (3,8% route miles—-6,600

employees in 1977)



A Miles City Core -- This system included all lines in che Core system

plus the Renville, Minnesota~-Miles City, Montana,- line, the New England
branch in North Dakota, and the Sisseton branch in South Dakota.

{4,661 route miles--7,100 employees 1n 1977}

A Subcore -- This system was a reduced Core system designed to wminimize
rehabilitation reJuirements and consisted of main lines between
Louisville and Duluth, and Green Bay and Madison as wall as certain

feeder lines. {1,722 route mileg-4,400 employees in 1977)

A Miles City Subcore —- This system included all lines in the Subcore,

plus the Renville-Miles City line, the New England branch and the

Sisseton branch. (2,488 route miles—-4,900 employees in 1977)

A Kansas City Subcore -- This system included all lines in the Subcore,

with the addition of the River Junction-Kansas City line, the Davis
Junction-Sabula line, the Burlington-Beloit Junction segment and
the East Moline—Albany and Eldridge branches. (2,393 route miles—-

5,100 emplovees in 1977)

A Louisville-Transcontinental System ~- This system included all lines

in the Subcore, nlus the transcontinental main line from Renville to Portland,
as well as the New England, Sisseton, Bonner, Spokane, Coeur D'Alene
Senoqualmie ralls and Everett branches. (3,861 route miles--7,000 employees

in 1977)



A Twin Citv Transcontinental System —— This system included the main line

from 5t. Panul to Portland, as well as branches in the Sioux City-
‘Mitchell area and most branches azlong the transcontinental main line.

(4,467 route miles--4,300 employees in 1977)

Booz-Allen's studies conclude that the Miles City Subcere is the preferred

configuration. The investment commitment would be nearly double that for

the Subcore but tre downside risk would be the lowest of the options considered

across the range of potential traffic recovery. Booz-illen's assessment

of the other options Zollows:

The System without Light Density Lines produced not only the largest

managerial requireunent and investment commitment, but also the largest

potential operatirg losses on the downside (lowest potentilal traffic levels}),

On the upside, potential operating income would be modest compared to the
other options. In additien, this option would be the most difficult and

time consuming to implement.

The Core and the Miles City Core would require substantial ilanvestments,

would produce high downside vrisks if long-term traffic opportunities did
not develop and would offer barely marginal operating expenze coverage on

the upside.

The Subcore principal advantage was that it would require the lowest

investment. It would have somewhat less profit potential and downside



risk than the Milzs City Subcore. t would permit the Milwaukee the

greatest concentration of equipment and management attention.

Extending the Subcore to Kansas City would require three times the investment
commitment of the Subcore, and would provide only the same upside potential and
somewhat greater dovmside risk. Booz—Allen found that because of the

added investment the Kansas City Subcore was less attractive than either

the Miles City Subcoure or the Subcore.

The Louisville—-—-Transcontinental system would have the hizhest potential if

long term market oppecrtunities and operating improvements were to be achieved,
On the downside, at 1977 traffic levels the potential lesses would be greater

than the Subcore os the Miles City Subcore options, Further, the

Louisville option would require the second highest plant rehabilitation
commitment and thn third highest total investment commitment. Additionally,
the investment commitment would have to be largely completed bafore any
meaningful penetration of this highly competitive market could be
anticipated. Booz-£]len noted the initial risk of the Louisville

Transcontinental optivn, with the Milwaukee Road competing from a position

of weakness and facing substantial cash losses during the rehabiliration

period.

The Twin City Transcontinental option, which eguates to the "Western Lines"

considered in other studies, also would require a substantial rehabilication
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commitment with 1ittle incremental gain on the high side and increased
risk on the low side. Booz-Allen foresaw a particulér risk in the
Milwaukee having co face direct competition with the Burlington Northern
and Union Pacifi~ while having to depend on other granger railrcads to
feed business at St. Paul. Further, local traffic would be minimal.

Rooz-Allen concluded that: "

... this option would have disastrous
consequences since the Milwaukee would walk away from its direct eastern
and southern connections as well as the markets in which it has a strong

' Under the most optimistic scenario, the long term

position in Wiscousin.'
traffic growth of 17.9 percent by 1985 (from the base year of 1977) was the

lowest of the various configurations.

Booz-Allen concludsd that this segment would produce a negative contri-
bution at 1977 traffic levels, and would require more capital for
rehabilitation than would be available from Milwaukee sources., However,

in an attempt to >e respeonsive to the concerns of those states, communities
and shippers served by the Pacific Coast Extension and Milwaukee

employees, the Trustee requested Booz-Allen to subject this major portion
cf the railroad to the same level of analysis as the seven other

potential configurations.

The configuration, Boocz-Allen concluded, has significantly less traffic
potential than any of the other optioms, while requiring approximately 2.5

times the rehabilitation investment as the Subcore. The rehabilitaticon
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would also have to be essentially completed before additional service-
sensitive transcontinental traffic could be attracted, thus adding

further to the investment risk.

The Twin Cities Transcontinental option would generate 1.9 times the revenue

per carload and L percent more revenue per employee than the Subcore.
However, the Subcore would generate 2.2 times the revenue per route mile,
which Booz-Allen believed to be a more appropriate measure of the probability
of success. That belief is consistent with FRA's basic views on the seconomies
of density as developed and explained in several studies over the last

several years (prirarily the 4R Act Section 503 and 504/901 reports).

Conclusion

The Booz-Allen studies establish priorities for various system configurations
on the basis of investment requirements and avoidance of risk, after project-
ing ranges of operating income based on varying levels of traffic growth.
Increases in net rallway operating income were net in proportion to

increases in investment levels. The investment requirements ranged from

5837 million for the System without Light Density Lines down to 8§51

mlllion for the Subeoiz. The Twin City Transcontimental option produced

a 1986 net railroad cperating income of $5 wmillion under the most optimistic

traffic scenarioc and a 1986 loss of $21 million with traffiec at 1977
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levels. Even with the positive [igure the system would fall well short
of viability, consicering, ar a minimum, the debt gervice required for
the 5136 million rehabilitation investment plus funding of expected
interim operatini losses. On a conservative basis, using Booz-Allen
assumptions as Lo improvement and growth, cash operating losses would
amount to $73 million through 1985 for the transcontinental option. Financing
of rehabilitation (repayment over 25 years at the government's cost of
money) would require annual payments of an estimated $14.4 million per
year. If the interim cash operating losses were also capitalized and
financed, the combined charges would exceed $24 million per year, well
in excess of the ¢5 million operating income generated in 1986 under
optimistic traffic assumptions. Moreover, FRA's staff accords a low

probability to achievement of those assumprtions.
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EXECUTIVE SUMMARY

The Consulting Center's assessment of the financial
selfsustainability and need for external financial assistance
0f a proposal tn acguire, rehabilitate and operate the
Chicago, Milwauxee, St. Paul and Pacific Railrocad Company's
lines from M. nneapclis, Minn. to the Pacific Horthwest,
is contained in this report. This subject proposal is titled,

$.0.R.E., Lines West Proposal, 1979.

SORE prcposes to establish a new company to acguire and
operate the assots of the Milwaukee Railroad west of St.
Paul, including the necessary cars, locomotives and supplies.
The lines to be acguired include 1784.7 route miles of main
lire, 5%5 miles of secondary lines and 2038 miles of branch
lines. Thes= assets are to be acguired by assuming a percentage
of the !Milwaukee's existing debt. The commcn stock of the new
company would be purchased by employees of the railroad and
possibly some shippers. SORE's turnaround strategy 1is to
immediately offer more trains per day than are currently operat-
ing on the western lines, augment its equipment fleet to win
back traffic lost as a result of egquipment shortages, and
rehabilitate the line to reduce transit time and win back time-
sensitive tfaff;c lost to competitors.

The Consulting Center's analysis consisted of examining
a bread range of issues and technical subjects. These included

the revenue prsojections, eguipment acquisition plans, the
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rehakilitation plzn, the assumed state of the econcmy, the
bases for expanse;l expectation for preductivity improvements,
the method for acouiring initial assets, adeguacy of financinyg
interim lossces and the effect future inflation micht have

crn SORE's projecticons.

As a resulit of its analysis the Consulting Center has s
concluded that SORE's projections must be adjusted 1in a numbor
of respects. Tine more significant adjustments which need to
be made are bzcause SORE’s expenses are judced too optimistic; \\
SOREZ's initial rmethod of acguiring assets was judoed infeasible; |
and SORE's ability to acgquire the Milwaukee Land Company was
determined to be highly unlikely. Only modest adiustments were
made to revenuss since SORE's revenue expectations, while ‘ /
ambitious, weve accepted.

As a result, it is the opinion of the Consulting Center

T

that the SORE proposal, as presently constitutea, cannot

initially and never will achieve selfsustainacility. ToO pursue

m————

e e e ———— e

the SORE proposal as constituted will likely recuire a minimum N\

of $1.082 billion in federal support consisting of 3370 million
in federal lcocans or loan guarantees, $638 wmillion in fecerally
quaranteed Securities that are redeemable ten years from issuance
and assuming no prior interim payments of either interest or
principal, and $84 million in branch line rehabilitation arants.
In order tuv achieve selfsustainability SORZ would have to
significantly reduce operating expenses, egsentially through
innovative work rule changes, avoid paying for the initial
assets assumed from the Milwaukee, perhaps by foregoing all

labor claims to the Milwaukee estate in exchange for the assets,
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and receive fedeval financial support of about $286 million
for the reguired main and branch line rehabilitation programs
as well as an initial loan to finance the employee stock

ownership plarn.

~iii~



REASON FOR THE STUDY

The Chicago, Milwaukee 5t. Paul and Pacific Railroad
Company filed a voluntary petition for reorganization, under
Section 77 of the Federal Bankruptcy Act, in December 1977.
The order was approved and in February 1878 Mr. Stanley E.G.
Hillman began serving as Trustee of the railroad.

Since that time, the Trustee and others have been trying
to determine whether or not the railroad could be reorganized
in tcto or as & smaller system. In an April 23 submission to
the reorganization court Mr. Hillman reported his conclusion
that the railrcad could not be reorganized in its present
configuration and asked the court for permission to embargo
freight services over 7400 route miles so that the railroad coula

(1)

concentrate its resources on a 2400 mile subkcore that

stands "some chance of becoming a self-supporting system."{z)
Under the Trustee's plan, the 7400 miles not included in the
system would be sold to other railroads or otherwlse liquidated
to help meet claims against the estate.

The prospect that service will be abandoned and the rail

infrastructure possibly dismantled on lines outside the subcore

{1) The 2400 mile subcore which the Trustee hopes to reorgnize
consists primarily of the Milwaukee's maln lines between
Louisville, Chicago, Duluth, Green Bay and Madison, certain
feeder lines and a portion of the transcontinental line from
Minneapolis, St. Paul to Miles City, Montana. This system
was designated as the "Miles City Subcore”™ in an analysis
by Booz Allen & Hamilton for the Trustee.

{2) Traffic World, April 30, 1979, p. 15
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15 a grim one to employees associated with these lines and to
shippers for whom alternative service is not readily available.
Facing termination of their jobs and feeling that "the importance
of preserving service on the Milwaukee's western lines" in
particular nas "not received a fair hearing from either manage-

(1)

ment or the Trustee,” a number of Milwaukee employees
grouped together in September of 1978 to analyze the potential
viability of the Western Lines and to determine whether there
was any alternative to the Trustee's intended abandonment of
transcontinental service. Named SORE (Save Qur Railrcad
Employment) the group 1s an unincorporated association whose
members are all either present, retired, or recently furloughed
employees of tne Milwaukee Railroad.

Based upon a viability study undertaken for SORE, SORE
believes that the "Milwaukee's Western Lines can be operated

(2) The

profitably by a properly-managed private company.”
manner by which the Milwaukee's transcontinental line and
associated operations west of S5t. Paul, Minnesota, would be

acquired and overated is presented by SORE in an April 28,

1979, Lines West Proposal.

As menticned earlier, the bulk of the lines included
in the SORE proposal would have been under a traffic embargo

if the court had agreed to the Milwaukee Trustee's reguest,

(1) Supplemental Affidavit of J. Fred Simpson in Support of

{i1) SORE's Motion For Leave To Intervene, and (2) SORE's
Motion for an Order for Special Notice on Certain Matters;
In the Matter of Chicago, Milwaukee, St. Paul & Pacific
Railroad Co., Reorganization Proceedings, in the U.S. District

Court for the Northern District of Illinois Eastern Div., p.1l0

(2) SORE lLines West Proposal, p.l
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By wvarious jcint resolutions, the U.S. Congress sought to
postpone the erbargo fcr 45 to 60 days so that the SORED
proposal, as wcll as other alternative actions to an embarco,
could be stutied. Although the court denied the Trustee's
reguest on Sung 1, 1879, embargo at a later date remains a real
possikbility. For this reason and because Federal financial
assistance i1s inherent -to the SORE proposal, Congress and the
Department of Transportation were interested in obtaining an
independent assessment of the SORE proposal.

Toward this end the Department of Transportation retained
the Consultincg Center, Inc. to undertake an assessment of
the financiai selfsustainability of the SORE lines West Proposal.
The report vhich follows contains the results of this

assessment.



OBJECTIVES OF THE STUDY

The overall objective of the study was "to assess the
financial selfsustainability and need for external financial
assistance 1f the SORE Lines West Proposal were to be
implemented.” In particular, the Consulting Center was
asked to:

e Analvze the SORE assumptions and projections

to assess their reasonableness.

® Make independent assumptions and projections of

the SORE system.

e Compave the independent assumptions and projections

to those made by SORE.

® Assess SORE's ability to achieve financial self-

sustainability.

e Make an independent assessment of the reguirements

for SORE to become financially self-sustaining.



PROJECT STAFF

The Alexandria, Virginia, branch of the Consulting
Center, Inc. performed all of the work on this project with
members of Zts own staff. The Alexandria Office is comprised
of senior staff with significant railroad experience - both
within the indvstry and within governmental agencies dealing
with railrcacs. Ccllectively, we have conducted analyses
of railroad operations, evaluated alternative rail investments,
designed a financial forecasting model for the rail industry,
evaluated loan applications, and been instrumental in developing
regulatory reform proposals and other government policies
affecting the rail industry. Appendix B of this repcrt
highlights gualifications of those individuals who worked on

this assignment.



DATA RESOURCES

In the course of our study we utilized data regarding
rail performance readily available to the firm: reviewed
various docunents supplied toc us by DOT and SORE staff;
discussed aspects of the proposal with the staff of SORE for
purposes of clarification; consulted with DO officials
regarding the degree to which and under what circumstances
SORE could receive federal financial assistance under existing
programs; consulted with T.K. Dyer to clarify points pertaining
to rehabilitetion estimates for the Milwaukee railrocad; and
discussed the prospects of additional traffic for SORE's
proposed system with several shipping executives. A list of
the documents supplied to us by SORE and DOT as well as other
publicly avairable reports used during the course of our analysis

is contained «n Appendix A.



SUMMARY OF THE SORE PROPOSAL

SORE propouses to establish a new company to acquire
and operate the assets of the Milwaukee west of 5t. Paul,
including necessary cars, locomotives and supplies. The
lines to be acguired include 1784.7 route miles of main
line trackage, 595 miles of secondary main line, and 2038
miles ©of branch line. No mention is made of miles of rail
vards, sidings and passing track. Exhibit I portrays a map
of the system. SORE also proposes to acguire the Milwaukee
Land Co., "a wholly-owned subsidiary of the railroad with
extensive timber and approximately 150,000 acres of land in

Washington, Idalo and Montana.”

Acquisition of Assets

SORE proposes to acguire these assets by assuming a
percentage of the Milwaukee's existing debt. The net liguida-
tion value cf the assets SORE wishes to acguire is $370.5 million
and represents 44% of the net liguidation value of the Milwaukee's

(15

total assets,. SORE thus proposes to assume $152 million

or 44% cf the Milwaukee's existing debt.
Ownership of Tompany

As presently constituted, SORE envisions that the new
company's ccmumon stock would be purchased by employees

of the railroad although SORE staff indicated verbally that

(1) Based upon a valuation study prepared for the Milwaukee
Trustee oy the firm of Ford, Bacon and Davis.
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they hope key shippers will also contribute start up
money and share in the ownership of the company. The initial
equity contributicon would be approximately $32 million{l)
an amount based on SORE's estimate of the new company's start
up expenses and need for working capital.
As described in the SORE proposal, employee acguisition
of stock wou.id be accomplished in the following manner:
"The federal government, through the Economic Developmernt
Administration or a similar agency, would guarantee a

loan of £32 million to an ESDP(EJ

Trust which would, in
turn, use the money to0 purchase all of the common stock
of the new company. The new company would make annual
tax deductible payments to the trust with which the
trust would repay the loan. As the loan is repaid, the
shares of stock would be credited to the accounts of

individual employees, The ESOP loan would be repaid by

company contributions over 15 years.”

Turnaround Strategy

At the present time, traffic carried by the lines
included in the Lines West Proposal is not sufficient to
enable the new company to be profitable. Present traffic levels
are lower than they might be, however, for twe reasons. Firsg,

shippers who are time sensitive or whose commodities could be

{1) The Consulting Center changed the ESOP loan figure to §$36
millior in its analysis of fixed charges to correct an error
made by SORE in preparing the first year's Sources and
Applications of Funds statement.

(2) Employee Stock Ownership Plan.
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gasily damzzod, have stopped usine the Milwaukeo's westel
lines because service on the line has been cut by the Trustee
and the effect: of past deferred maintenance have substantially
lengthened the time needed for a train to traverse the line(l]
ant have precipitated an increasinc number of derailmerts and
claims due to loss ancg damage. Second, many shippers have
been forced to use other railrocads or other moedes of transportaticr
because the Milwaukee's eguipment fleet is insufficient to handle
2l the traffic offered it.
SCRE's tvrnaround strategy, therefore, is to immediately
offer more treains per day than are currently operating on the
western lines, augment its eguipment fleet to gradually win back
traffic lost as a result of eguipment shortages, and rehabilitate
the line t¢ redvce transit time and win back time-sensitive
traffic lost to competitors. These measures would alsc enable
the western lines to obtailn its share of growth forecast for
the area. The economy in the area of the country served by
the western lines is growing more rapidly than the U.S. economy
as a whole and traffic forecasts for railroads serving this
region show greater growth than the railroad industry as a whole.
SORE intenas to tackle the eguipment availability probiem
by assuming as ruch eguipment from the Milwaukee as possible,

by improving the utilization of eguipment (by running more

(1) According to testimony given by Paul F. Cruikshank, Jr.,
Milwaukee's V.P. of Operations, 10 mph is the maximum
possible speed on 162 miles cof track between Chicago & Tacoma
and transit time between Tacoma & St. Paul is 137 hours.
Subtractiny yard and stoppage time, actual transit time was
estimated by SORE at 110 hours.
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frequent traazrn scrvice and by running traing more guickly an
the track 15 rehabilitated) and by acquiring add:tronal eqguip-
ment as volume grows. SORE's rehabilitation program is thus

as critical to this eguipment plan as it is to improving
service and transit times so that traffic levels can be
increased. With this turnaround strategy, SORE believes the
new compary c¢an begin turning a profit by the third year of
operations ana make increasing profits thereafter. SORE's
projected income statements are reproduced in Exhibits 2, 3

and 4.

Rehabilitation Program

To corrert the effects of past deferred maintenance
SORE intends to increase maintenance of way expenses on all
lines to "normalized" levels and to undertake a five year
rehabilitaticrn program of its main and secondary rzir line
tracks, The program concentrates primarily oin replacing ties
and ballast (new and heavier rail is to be installed on only
140 miles of track although an additiconal 121 miles are to be
improved by cascading used rail,) This program 1s expected to
cost $118 million (1977 dollars} and SORE contemplates obtain-
ing the necessary funds for rehabilitation from the federal
government under Title V of the Rail Revitalization and

Regulatory Reform Act of 1976 (the 4R Act.)

Interim Losses

As mentioned earlier, SORE's analysis indicates that the
new company could begin turning a profit in its fourth year

of operations. In the interim, the SORE proposal
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Thousandsd

SORE Exhibit

Years
: 2 3 4 5 10

Net Fevenuc (17 20) (2s500) 2450 13475 24500 45219
fror Railwav

Cperations
Fixed Charges 11595) {6608) (7955) {10417} (8912) {8397}
Income Before (21295) (152CR) (5515) 3058 14588 36622
Taxes
Cubsidiary 4000 40C0 4000 4000 4000 6000
Farnings
Net Income (172835) (11208) {151%) 70586 18588 42822
{Loss) Before

Taxes

Source: SORE Lines West Proposal, p.8



FORLCAST CF KCT

REVENUE FROM

fAmounts Stated in Thousandes)

YEAR 1

or
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RAILWAY OPERATIONS

$143,000
6,900
136,100
1,900
3,000

$141,000

$ 600
7,200
3,300
2,300

10,500
600
81,000
3,600
9,300
28,500
2,400
200

1,500
$160,600

$(19,600)

SORE Lines West Proposal, Appendix & -~ Page 11

Exhibit 3

SORE

Exhybit
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FORECAST OF NET REVENUE FROM RAILWAY OPERATIONS

(Amouvnts Stated in Thousand-)

YEAR 5

OPERATING REVENUES

Gross Freight Revenue
Less Adjustments and Absorptions
Net Freight Revenue
Switching
A1 Other

TOTAL OPERATING REVENUES

OPERATING EXPERSES, TAXES AND RENTS

Exzcutive Departmental Budgets
Law Including Claimsg
Administration
Marketing
Finance
Operations
General Manager
Engineering
Mechanical
Transportation
Taxetc Other Than Payroll
Fetirement Charges
Depreciation Charges

TOTAL EXPERSES, TAXES AND RENTS

NET REVENUE RAILWAY OPERATIONS

Source: SORE Lines west Proposal Appendix A - Page 12

$244,500
11,800
233,100
2,200

4,50N

$239,800

$ 800
6,200
4,000
3,100

10,500
600
105,400
7,400
25,800
47,100
2,200
200
2,000

$215,300

$ 24,500
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indicates that it will finance its initial losses and debt
servicing reguicements with an Emergency Rail Services Act (ERSA)
loan of $20.2 million and with earnings from the Milwaukee

Land Company. Annual finaﬁcial contributions from the land
company are <s3timated to be $4 million for the first five years
of operation and $6 million thereafter. In cral conversations,
however, SORE representatives indicated they understocd the

new company would not be eligible for funding under the
Emergency Rall Services Act because only railroads in bankruptcy
are eligible for financial assistance under that Act. &As =z
substitute, SORE is hopeful that support for initial losses

can be obtained from shippers, in exchange for partial owner-
ship of the company, and perhaps from several state governments
as well., For purposes cf this report, however, the Consulting
Center assumed interim losses would be financed by debt.

The potential sources of that debt and the ability of SDRE to

obtain it will be discussed later in this report.

Summary of Federal Participation under the SORE Proposal

The SORE proposal readily admits that it can succeed
only with federal financial assistance. To recapitulate,
SORE hopes the government will make available:

{1) Approximately $118 million in Title V funds

for its rehabilitation program....SORE hopes

to obtain these funds at available low interest



rates and under avallable deferred payment

scnedules.(l)

(2) A loan guarantee of $32.1 million to the
employees of the raillroac in order to establish
the recessary employee owned trust to acguire
the stock ownership of the new railroad.

{3) Possibly a loan (Emergency Rail Services Act or
federally guaranteed loan of some sort) to cover

SCRE's estimated first two year operating cash

shortfall of $20.2 million.

{1} Under existing regulations, Title V funds for rehabilitaticn
of deteriorated facilities can be cobtained which carry 2-3%
rates of interest with delayed payment and which defer principal
repavmants until the eleventh year after borrowing.



ASSESSMENT OF SORE PROPCSAL

The wesiern lines SORE proposes to acgulre and opsrate
2% an indepencent entity are currently part of the Milwaukee

1

) -

roac walch has been operating under Section 77 barnkrugtoy

R

.

—*

{v

oceedin eince Jznuary, 1978B. As in the case of the

oy

P

H

1]

Northeastern railroads which went bankrupt in the earily
seventies, the cause of the Milwaukee's failure was noz
related toc Its debt structure but to more fundamental proklems:
tne Milwauheo's revenues were insufficient to cover its
goerating exrenses., The Milwaukee's problems are similar to
those of other marginzl and bankrupt railrcads operating 1L
the Midwesterrn regior of the country: average densit, levels
are much lowsr than the industry as a whole and the traff:c
carried by thzse wealer roads appears insufficiernt to Justafly
the level c¢f investment needed to rehablilitate and maintzain
their plante con an individual basis,

It is for this reason that the Milwaukee Trustec has
determined that the Railroad's resources must be concentrated
upon a smal:er, less redundant system if the reilroad 1is to
be reocrganizecd. The Trustee's strategy is to select a
contiguous core of lines whose average revenue densities
arc higher than $38,000/mile‘l’. as stated in a May 1879

Booz Allen report to the Trustee, the rationale for this

(1) Represcnts 1977 System Freight Revenues, less overhead
traffic divided by miles of road operated.
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cutoff figurc was as follows:

"Since the system as a wheole had not been profitable
with an average revenue density of $38,000/mile, the
initial definition of the CORE used that figure as
a minimur revenue density and as the starting point
to define the CORE."{I)

According to SORE, the 1977 gross freight revenue attributakble
to the lines comprising the SORE proposal amcunted to 5143
millicrn (after subtracting $35 million for lines East
division.) Without adjusting for overhead traffic, these
revenues ecuate to an average revenue per mile of roughly
$32,000 based on a total route mileage of 4417.

These rigures suggest, and are confirmed by the SORE
analysis 1tself, that the western lines cannot be operated
profitably unless traffic densities are substantially increased.
As previously described, SORE's hopes of increasing traffic
levels do not revolve around efforts to consolidate traffic
by dropging redundant lines; they depend instead upon the
conviction that traffic on these lines could be vastly increased
by offering faster, more freguent and more reliable service
and by attracting a reasonable share of projected growth for
the area.

Thrust of Consulting Center's analysis

In assessing SORE's proposal, therefore, the Consulting

(1) The Milwaukee Road Strategic Planning Studies, May 1979
Prepared by Booz Allen & Hamilton Transgortation Consulting
Divisicon, p.III-2.
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Center was particularly interested iIn answering the following
sorts of guesticns:
.
On what assumptions were SORE's projected revenues based?

How much and in what years did SORL expect to win back revenues

lost due tc equipment shortages? 1Is SORE's eguipment acquisitioni

plan adeguate to meet these goals? How much and in what years
did SORE expec* to win back time-sensitive traffic? Is SQORE's
rehabilitation plan adequate to meet these goals? What rates
did SORE assume in projecting future growth? How do these
compare wilh forecasts for the industry as a whole and for the
western region in particular? On what assumptions were SORE's
expenses based? Did expenses adeqguately reflect more freguent
train service? What improvements in expenses, if any, were

assumed over *time?

,f'l
f

/
I

/
|
|
\
J

In addition to guestions pertaining to operating projections,

the Consulting Center alsoc evaluated SORE's assumptions with
regard to thz initial acquisition of assets from the Milwaukee,
the adeguacy of start up costs, the adeguacy and availability

of funds to finance interim losses, the adeguacy of net income

toc cover fixed charges, the adeguacy of SORE's projected capital

structure, the adeguacy of the normalized maintenance program

and the effect future inflation might have on SORE's projections.

T6c analyze SORE's assumptions and to answer these guestions,

the Consulting Center relied primarily on SORE's April 28, 1979

proposal, on work papers underlying the proposal provided to us

by SORE, and on conversations with SORE staff, although a
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number of other sources listed in Appendix A were used for
comparison purposes or to provide points of reference.

Because cf the short time span within which the SORE
proposal was put together, SORE was able to provide annual
pro forma projactions to revenues and expenses only for
year 1 and year 5 of its operations. Also, due to lack of
data, SORE vas unable to present projected expenses in a
format that lends comparison to other railroads. SORE expenses
are listed by categories related to the Milwaukee Railroad's
system of responsibility accounting rather than by general
ICC accounts. To adequately assess SORE's proposal, therefore,
the Consulting Center regrouped and re-stated SORE's expenses
in an ICC account format and in making its independent forecast,
developed annual estimates of revenues and expenses for
years 1-6. These adjustments of necessity regquired some
degree of interpolation which may have resulted in small swings
in individual accounts or in the intervening years between
the first and fifth year, but the interpolation in no way
affects our overall conclusion.

The Consulting Center would like to acknowledge the
cooperation ard helpfulness exhibited to us by the SCRE staff.
To the extent »f SORE's ability, our guestions were answeregd
and except for a few items, work papers and verbal answers
enabled us ho develop our restatement of SORE expenses.

Overall Cornclusion

As a result of its analysis the Consulting Center has

concluded that SORE's projections must be adjusted in a nwnber
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of respects. The adjustments, and our rationale for making
them are discussed in detail in the following pages. To
briefly summarize the more significant adjustments: SORE's
expenses were judoged too optimistic; SORE's initial method

of acguiring assets was judged infeasible; and SORE's ability
to acquire tre Milwaukee Land Company was determined toc be
highly unlikely.

As a result, it is the opinion of the Consulting Center
that the SORE proposal, as presently constituted cannot initiallvy
and never will achieve selfsustainability. Although long term
revenue potential in the area served by the Milwaukee's western
lines is relatively promising, the cost of acguiring and
rehabilitatirg the lines to provide proper service, the cost
of financing interim losses and annual cash shortfalls, and
the cost ¢f acguiring enough rolling stock to carry the traffic,
overwhelm the earnings that could be generated from operating
the transcontinental line as a separate railread.

SCRE's Assumptions with Regard to Acguisition of Assets ;*C

SORE prcposes to acguire the rights of way and
railroad property thereon of the transcontinental line from
Minnpeapolis/St. Paul to the Pacific N.W. and associlated lines
as shown on the map reproduced as Exhibit 1. In addition,
SORE proposes to acguire the Milwaukee Motor Transportation
Company, shares in certain of the Milwaukee's investments in
switching and terminal companies, full ownership of the
Milwaukee Land Company, 44% of the Milwaukee's rolling stock
and other eguipment, and a portion of the Milwaukee's inventory

of materials and supplies. SORE's list of these assets,
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and their respective liquidation values according to a study
done for the Milwaukee Trustee by Ford, Bacon & Davis, is
reproduced herein as Exhibit 5.

SORE's liguidation value of real property is based on
the sum of acreage values by state which can be attributed
to the western lines. The liguidation value of roadway

roperty is based on a pro rata share by mileage of the total
liguidation value for the Milwaukee's roadway property. The
remaining assets, except for the Milwaukee Land Co., are
estimated at 44% of Milwaukee totals, on the assumption that
the Western lines constitute approximately 44% of the
Milwaukee's total rail system. The total liguidation value
of these assets, as defined by the firm of Ford, Bacon &
Davis amounts to $370 millicn.

SORE proposes to acgulire these assets from the Milwaukee
by assuming a prvo rata share of the Milwaukee's existing debt.
Since the liguidation value of the assets SORE wishes to
acguire represent 44% of the liguidation wvalue (5832 million)
of all of the Milwaukee's assets, B0RE proposes to assume 44%
of the Milwaukee's debt. SORE estimates that it will assume
approximately $152 million of a mixture of bonds, debentures,
and unsecured debt. SORE intends to resume repayment of the
interest and wrincipal of the assumed bond and debenture
debt accordiny to existing terms of each class of debt. A
non-~cumulative 6% preferred stock would be issued to the balance
of unsecured debt assumed by the new company and SORE estimates

it can begin paying dividends on this stock by the fourth cr
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Iv.

VII.

LIQUIDATION VALUE OF ASSETS TO BE ACQUIRED

{ooo)

REAL PROPERTY OF RAILROAD:

Idaho 4029 acres
Minnesota 1768
Montana 26745
North Dakota 7218
South Dakota 30941
Washington 17504

BB205

ROADWAY PROPERTY:

Track
Signals & Communications

MILWAUKXEE MOTOR TRANSPORTATION COMPANY:

Liguidjation Value $1,330
44%

OTHER INVESTMENTS:

Longview Switching Company
Delta Alaska Terminal, Ltd.
Minneapolis Eastern Ry. Co. 40%

Minnesota Transfer Ry. Co. 40%
Trailer Train

MILWAUKEE LAND COMPANY:

CWNED EQUIPMENT:

Freight Train Cars 44%
Locomotives 44%
Work Eguipment 44%

Motor Vehicles, Shop &
Power Plant Machinery 40%

INVENTORY (Materials & Supplies):

TOTAL ASSETS

Source:

SORE Lines West Proposal, p.5

$2,075
5,000
6,080
1,500
7,650
43,057

$65,362

$112,752

1,188

$113,940

$585

$ 11
1
10
114
247

$383

$110,203

$50,568
13,050
3,673

_ 981
$68,272
$11,717

$370,462
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fifth year cf operaticns.

Consultlng_penters Assessment & Adjustments to SORE's Asset
Acqulsltlon Assumptlons

e Assets to be Acguired - In the opinion of the

Consulting Center, there are a number of problems

with SORE's list of assets to be acquired and with

the values assigned to them. These are discussed in

turn below.

(1) Rail Assets to be Acguired Overlap Assets Included
ir. the Milwaukee Trustee's Subcore.

In an April 1%73% report to its reorganization
court, Trustee Hillman identified a 2400 mile
subcore as being the system he felt the railroad
should attempt to reorganize. This subcore was
termed the Miles City Subcore irn the Milwaukee's
Mey 1979 Strategic Planning Studies Report. As
carn be seen in the map of that Subcore, Exhibit 6,
tne Trustee's system overlaps the proposed SORE
proposal from Minneapolis/St. Paul to Miles City,
Montana.

When asked about the overlap, SORE staff
responded that Trustee Hillman had indicated a
willingness to drop the Minneapolis tc Miles City
extension from his Subcore if the SORE proposal
were implemented. For purposes of this report,
therefore, the Consulting Center has assumed
that the overlap would not exist. Since Mr. Hillman

has subsequently resigned as Trustee, and the State
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of South Dakota 1s negotiating with TRh to obtaill,
rehabilitation funds for secti&ns of this line,
however, the new Trustee and the Soutrn Dakota govern-
ment will probably wish to have & sey in the
ultimate designation of this line segrent.

{2) Equipment.Assets to be Acquired Qverlap Assets to
be Included 1n the Milwaukee Trustee's Subcore.

The SORE proposal indicates thzt it wishes to
acquire 44% of the Milwaukee's rolling stock and
other equipment. Since the Miiwaukee presentl:
owns about 24,000 cars(lz one can presume that
SORE hopes to acguire about 10.000 cars. A&ccocriing
to the Milwaukee's Strategic Planning Studies,
however, the Trustee will need 17,000 cars to
meet present eguipment shortages and provide for
long term growth(z). The Consulting Center has
assuﬁed the Trustee would have first rights to this
egquipment and has therefore adiusted SORE's eguipment
expenses to reflect SORE's need to acguire additional

equipment. The adjustments mads arc examined irn the

discussion of net rents.

(1) Excluding Trailer Train Cars and cars over 40 years old.

{2) Based on Exhibit VI-4, Freight Car Summary, Milwaukee
Strategic Planning Studies. This total represents the
freight car requirements of the Trusteec's subcore
excluding the Miles City extens:ion.
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SORE's proposed acguisition of the Milwaukee
Land Co. 1s unacceptable.

SORE proposes to acguire the Milwaukee Land
Co. a wholly owned subsidiary of the Milwaukee,
in addition to the rail assets needed to operate
the western lines as a separate railrecad. SORE's
desire to acguire the Land Company stems from
two factors. First, the Land Company owns
properties SORE considersessential to its long
run viability. According to SORE, "These
properties include the proposed Fife Yard site
for the new western terminus at Tacoma, the
washington, Idaho and Montana Railroad, and
industrial lands which have potential for feeding
substantial traffic over the lines of the new
company." Second, SORE hopes to use some of the
land company's earnings from timber harvesting to
help cover debt servicing reguirements in SORE's
early years and to help cushion future declines

in income due to economic slowdowns.

.

In the opinion ¢f the Consulting Center, A

——— R -

neither the Milwaukee Trustee nor the reorganization

—

court will permit the SORE group to acguire the

—— e e—e—

t1ilwaukee Land Co., particularly for an amount

considerably less than its full net liguidation
value. The firm of Ford, Bacon and Davis estimated

that the net liquidation value of the land company )
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is $110 million. Yet SORE proposes to acguire

this company plus an additional $260 million worth

cf assets by assuming only $152 million worth of ,'"
aebt. Creditors, possibly including the U.S. L
government which has issued loans to the Milwaukee

for rehabilitation projects, will seek to block.any
suth transfer because the Milwaukee Land Co. is one

of the Milwaukee Railroad's most valuable and most
liguid of assets. Indeed, if the Penn Central case
can be looked to for comparison, the Milwaukee Land

Co. may become the framework around which liguidation
of assets not included in the subcore or SORE are
managed. The only way SORE could acguire the Milwaukee
Land Co. would be to provide the estate with cash or
equivalent securities egual to the value of the
company. Since the Land Company is presently being
operated as a profitable going concern, the value of
the company should be based on going concern value,
not ligquidation value. The firm of Day & Zimmerman,
in an assessment of the Milwaukee's Estimated Liguidation
Value, commissioned by FRA, concluded that the Land
Company is "potentially more valuable as a going

concern.“(l) According to an assessment of a

(1) Assessment of the Estimated Liguidation Value of the
Chicago, Milwaukee, St. Paul & Pacific Railroad,
March 2, 19789, prepared by Day & Zimmerman.
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(1}

{2)

Filwaukee's Section 505 Loan Application, the Land
Company's average annual pre tax income over the 1972~
18976 periocd was $8.6 million.(l} 2 five vyear
projzction developed by the Landg Company indicated
the future will be more promising; net income is
expaected to average $10.8 million over the 1875-1983
period.fz)
For these reasons, and because any objective
assessment of the future selfsustainability of the
western lines must be based upen the potential
earning power of those lines alone, the Consulting
Center has assumed that the Land Company would not
pe among the assets acguired by SORE. Instead, we
have assumed that an agreement could be reached
among SORE, the Milwaukee Land Co., the Milwaukee
Trustee and the reorganization court to allow SORE
t¢ acqguire the needed yard site at FPife and controlling
interest 1in the Washington, Idaho and Montana
railroad. We have accepted SORE's valuation estimate

of rail assets to be acquired to include the purchase

of these special assets.

Analysis of Milwaukee's Interim Corridor Project, 505
Loan Appllcatlon prepared by James Hanscom for FRA,
culy, 1977.

i1l1lwaukee Land Co. forecast prepared by A.L. Nance
for R.V. Nugent, Jr., V.P. Finance of the Milwaukee,

June 13, 1978.




(4; Miror Problems with Othor Assots

7o similar prebler may exist with respect to
e ——————mn

SCRE's antention to acsulre the
— —
Transportation Cco. That company is also a coins

— e

concérn and its g goins corcern value may be highsr

than its net liquidation value. Accerding to a report
. NG SR | _ _
cone for FRA » truckinc earnings centribotes §1.7
million in pretax income to the Milwaukee in 1%74.

s described by Ford, Bacon & Davis 94% cf the net

iguidation value of $1.3 million represents eguipment

[

(net of okiigation=.) Ford, Bacen & Davis did not
attribute much value to the operating certificates
held by the truckinc company but these are oftel
amons a motor carrier's more valuable assetsi .

Tre amocunt involved is relataively smalil, however, so
the Consulting Center ignored the assst in summing
the value of rail assets to be acguired by SO0ORL.

Additional problems may exist with BORI 's

intenticn to acguire percentaoes of the Milwaukee's
syttt ¥

e

—r—— = e et

investments 1n varlouq terminal and Shltcblﬁ”

-t e e ——
e —

companies. Since the M:ilwaukee does nobt have o
HlEs

— il
controlling interest in any of these companies, it

is uncliear to what extent SORE would benefit frorm

acquiring minority shares in these companies. Moreover,

(1) P.3, Analysis of the Chicago, Milwaukee, St. Faul &
Pacific Company's Intermin Corridor Project, 505

Loan Application, by James Hanscom

(2) Unless entry provisions in the trucking incdustry are
scbstantially eased.
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the values listed by SORE for these shares are
based on book values and may not relate to selling
values. Since the values are so insignificant,

the Consulting Center has ignored them in the

analysis.
Method of Acguisition 1¥£i

In the opinion of the Consulting Center, SORE's

—— )
Froposal to acguire $370 million worth of assets by
e e i i, e

assuming $152 million worth of debt will not be accepted
B T a——-‘-"'"__—__.-d—-_— -

—_— —————— — T N . -
by the Milwukee Trustee, the Milwaukee's reorganization

court, or the Milwaukee's creditors. Although a similar
techrnigue was followed in the case of employees' acguisi-

tion of the Chicago & Northwestern railroad, the

circumstances of that acqu151tlon were entirely different,
e,

First, cthe debt assumed by the employees of the Chicago &

Northwestern amounted to approx1nately $405 million and

e ma— Pt A

i i e e e e e e e e e e
the book value of the assets assumed amounted to approximate-

1y §440 wllllon{ ). Second, the Chicago & Northwestern

___'_._.-u-—llﬂ—"""““"‘""'
transaction involved a going concern railroad and was

based on an arm's length negotiation between the acguirers,
and the railrocad's holding company. Creditors presumably
apprrved the transaction because their status with respect

to exrsting lines and future repayment remained unchanged.

(1)

Aggregate debt assumed from Mcoody's Transportation
Manual . Book value figure is from balance
sheet %fotal as of December 31, 19872, alsc according
to Moordy's Transportation Manual.
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The SORE propesal does not offer so close an exchancge

of debt for assets, nor involve transferring a going concern
from éne cwner to another at an arm's length agreement. More-
over, creditors have more alternatives open to them in the
Milwauke=z situation than they did in the case of the Chicacgo
Northwestern becavse the Milwaukee railrocad is currently
operating unrder Section 77 bankruptcy proceedings and the
Trustee has already determined that the railroad cannot be
regrganized as presently constituted. Since Secticn 77
reguires the Trustee and the court to balance interest of
creditors, employees, shippers and the general pubklic, creditors
may not we able to block any Trustee proposed reorcanrizaition.
On the octher hand, 1f such a reorganizaticn cannot be
accomplaished without federal financial assistance, creditors
may be able to argue that the venture is not a true reorganiza-
tion and that they will agree to it only if the government
guarantees the value of securities given them.

- Regurdless of the outcome of the Trustee's plan, creditors
S will most certainly argue that any assets not needed by the
}(/TruStee should be liquidated. This liguidation in no way
f precludes selling these remaining assets to cother railrocads or

to a group such as SORE, but in our opinion, 1t means that
U _

buyers will have to pay at least net liguidation value for the
W e m———————
assets. Furthermore, the means of payment will have to be

e

———— e

cash or some form of security which promises repayment of net

ligquidataion value, adjusted for the time value of money at some

future date. More than likely, these securities would have to be
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guaranteed by the Federal Government,.

Tha Consulting Center's opinicons on these points
are necessarily speculative but we believe them to be
the mnsc consistent with precedent. It should be empha-
sized however, that these conclusions depend upon legal
interpretations of law and precedent and that they should
be submitted to legal authorities for verification.

Revised Assumptions with Respect to Assets

To summarize, the Consulting Center assumed that
SORE would acguire the fcllowing assets at the following
values:

I. Real Property

88205 acres $65,362,000 {unchanged)

II. Roadway Property
Track $112,752,000

Signals & Communications 1,118,000

$113,940,000 (unchanged)

IIZ. Eguipment 55,000,000(1’
1v. Inventory {Materials &
Supplies) 11,717,000 (unchanged)

TOTAL: $246,019,000

Secondly, the Consulting Center assumed that SORE
would have to obtain a Federally guaranteed loan for
this amount or issue securities guaranteed by the

Federal Government to the Milwaukee estate which are

Assumes SORE could only acguire 30% of Milwaukee owned
freight cars and that acguisition price of the eguipment
would be net liquidation value not excluding cutstanding
obligations.
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redeemable at some future date for this amount, adjusted
for the time value of money. If the securities were
redeemable in year 10, for example, the ampunt issued
would have to egual $638.1 million assuming the money

could rarn 10.0% annually, if otherwise irvested.

SORE's Assumptions with Regard to Rehabilitation and (i?—————
Maintenance of Way.

The SORE proposal includes a five year program for

rehabilitation of the system's main lines. In SORE's
words, "the program has been designed to allow ratiocnal
tpgrading of the plant without the excessive cost which
would incur 1f it were attempted to repair tne results of
twenty years deferred maintenance in one year." The
rehabiliation program 1is expected to bring the systen's

maln lines up to Class IV standards (€60 mile per hour

time table speed.) At these speeds, train service should be
competitive with other railroads serving the transcontinental
voute particularly since the Milwaukee's line 1s reputed to
be "the shortesr route between Puget Sound and the Midwest
as well as the least grade and curvature.”

As previcously mentioned, rehabilitation of the western
maln line is critical to SORE's potential success. Without
1t, SORE cannot hope to offer freguent, reliable service
necessary to retain and augment present traffic levels nor

to win back time-sensitive traffic. Moreover, without it,

SORE cannot achieve planned improvements in equipment utilization
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(shorter avnrrage cary cycle days) inherent to its equipment
acguisition program. In analyzing SORE's rehabilitation program,
+herefore, the Consulting Center soucht to determine whether
SCRE's rehabilitation prodram was adeguate to accomplish the

Cesired improvements to the system.

h

Surmenary o

~the Rehabilitation Program

SCRE's vrehabilitation program is spread over five
vears and 15 designed to rehabilitate the most seriously
cctericrated sections of the system's main and secondary main
lines. Most of the programmed work calls for replacement of
cross ties and ballast although the plan includes installation
of new 132 pouand rail over 140 miles and the installation of
115 pound second-hand rail over 121 miles. 1In constant 1977

dellars, the aznnual amounts to be expended ave:

Cost No. Miles Improved(l)

Year 1 $12.3 million 170
Yeay Z $25.9 million 280
Year 3 $28.2 million 282
Year 4 $27.2 million 272
Year 5 $24.4 millicn 274
TCTAL: $118.0 million 1,278
Average Cost per Mile Improved = $92,000

In addition to the rehabilitation program, SORE's expense

{1} Based on interpolation of SORE's detailled rehabilitation
plan.
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projections include annual maintenance of way expenses
at normalized levels for the first five vears. Normalized

levels were calculated by SORE as follows:

Cost/Mile No. Route Miles Cost
Mairniinec 510,000 1,785 $17.7 million
Secondary
Mainlines 6,500 595 3.8 million
Branch Lines 3,500 2,03E 7.1 million
Total: - _4,412_ 528.6 ;Ellion(l)

In addition, SORE included $3.6 million (crowing to §7.2
million in year 5) of system programmed maintenance in its

(2) According to the SORE proposal,

expense projections.
this total maintenance of way budget will hold or

gradually improve territories not immediately scheduled

for major rehabilitation.

The SORE proposal does not provide for the rehabilita-
tion of branch lines because SORE believes the branch lines
can ccntinue to be operated if maintained at normalized
levels until funding becomes available for their
rehabilitation. According to the proposal and conversations
with staff, SORE intends to rely upon State and shipper

assisted programs to provide funds for branch line

rehabilitation.

(1) This amount was confirmed by SORE's work papers and
is included in the General Managexr Account in SORE's

experse projections,

(2) This amount is included in the Engineer's account in
SORE's expense projections,
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e Adeguacy of Rehabilitation Program >(’

Tc assess the adequacy of SORE's rehabilitation
procram, the Consulting Center examined several other
estimates for comparison. First was the Milwaukee
Railroad's Interim Corridor Rehabilitation Project
which was approved and funded by the FRA. BAs presented

n (1) on that

in a "Recommendation Package Memorandum
application, the Milwaukee's rehabilitation program on

that corridor consisted of the following:

# Route Miles Total Cost Cost Mila
1. Section fran Milwaukee
misconsin to the Minn. 194 %) $14.2 million  $73,000

St, Line

2. Section from Minn. St.
Iine to Newport, Minn. 118.5 $ 8.2 million £68,600

According to descriptions of those projects, the bulk of
these funds were to be expended on resurfacing and replacing
cross ties; vwvery little (a total of 25 track miles)
installation of new rail was included in the two projects.
The Consulting Center also reviewed the rehabilitation
estimate made by T.K. Dyer in conjunction with Booz Allen

& Hamilton's report, The Milwaukee Road Strategic Planninc

Studies. For the Twin Cities Transcontinental alternative

{which as noted earlier is virtually the same system as

the SORE Lines West proposal), Dyer estimated the following

(1) Recommerdation Package: Milwaukee Road, Section 505 and
Section 3511 Projects Docket Nos. RFA 505-76-1 and RFA 511-
76~2, Memorandum from RFA-10 to RFA-1, July 31, 1978,

(2) Based on mile post data.
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rehabilitation program.{l)

Total Rehabilitation Net Rehabilitation
Requirement to bring track to Minimum reguirement in
competitive levels at the end excess of ten year normalized
of 1977 mainterance

$258 million $130 million

There are several important differences between the Dyer

estimates and SORE's. First, the Dyer estimate includes

rehabilitation of branch lines as well as main and

secondary lines. Second, the Dyer estimate was designed

to rehabilitate the main line track to Class IV standards

from Minneapolis to Miles City, Montana, but only to

Class 111 standards from Miles City to the Pacific Northwest.

Third, Dyver's net rehabilitation estimate, which is the

one which should be used assuming annual maintenance of way

expenses are at normalized levels, was based on a rehabilita-

tion program spread over ten years. If branch line

rehakilitation is removed from the Dver estimate, Dyer's

gross rehabilitation program equates to a cost of $59,000

per mile.{z)
Besed upon these comparisons, the Consulting Center

believecs that SORE's rehabilitation program for its

system main lines, is adegquate to accomplish the intended

improvements. This conclusion was buttressed by a

{1) From Exhibit VI-7, Milwaukee Road Strategic Planning Studies

(2) Based on figures in Appendix L{3), Milwaukee Road
Strategic Planning Studies.
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telephone coenversation with T.K. Dyer. Mr. Dyer stated
that he did not doubt that SORE's rehabilitation program
was adeguate to raise its system main lines to Class IV
standards. On the other hand, SORE's intention to
undertake this program within five years may be somewhat
ambitious, but we have assumed the work can be accomplished
within that timeframe.

Effect of Inflation on Rehabilitation Estimate

SORE's rehabilitation estimate was based on 1977
prices. Yet the rehabilitation program will be spread
over the first five years and will most certainly cost
more than planned in current dollars. To estimate the
current doilar cost of the rehabilitation program, the
Consulting Center multiplied the 1977 annual dollar
estimates by the Chase Econometric's June 1979 Long Term
Forecast of the Wholesale Price Index for Industrial
Commodities as shown in Exhibit 7. According to these
calculations, SORE's rehabilitation pregram will total
166 millicn current dollars.

Adegquacy of MOW Expenses

S0RE's first year maintenance of way expenses
total $32.2 million net of depreciation. Allocating $0.7
million of SORE's total estimated retirements and
depreciation, the Consulting Center adjusted this number
to $32.9 wmillion. This maintenance of way estimate eguates
to 23% of SORE's first year revenues. By contrast,
the ratio of maintenance of way expenses to revenues

developed by Booz Allen for its Twin Cities Transcontinental
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system was 27.3%.

SORE's maintenance of way budget was developed on the
basis of system route miles. These mileage figures do
not include yards and passing tracks. When guestioned
about the need for budgeting maintenance of way expenses
for these tracks, SORE staff responded that it felt its
budget cvould cover these expenses since the normalized
maintenance budgeted for lines to be rehabilitated could
be allccated to yards and sidings. 1In the opinion of the
Consulting Center, however, the normalized estimates
cannot be manipulated in this manner because they are
based on average costs per mile. As a conseguence, and
because ¢rnmparisons indicate that SORE's MOW budget may
be somewhat on the low side to start with, the Consulting
Center added an annuzl $4.0 million to SORE's maintenance
of way budget.

The derivation of the $4.0 million adjustment was
as follows:

According to data contained in the Booz Allen report,
vards, sidings and passing tracks represent 29% of the
Milwaukre's track mileage for main, secondary and branch lines.
Since there are fewer yards in the western lines (but passing
tracks exist every 4 miles on the transcontinental line accord-
ing to SORE staff) we assumed these tracks represented only 20%
of the western lines total system. We therefore added an addition-
al B83.5 miles to SORE's total route mileage of 4,417.7 miles.

Using a maintenance cost of $4,500 per mile for these tracks,



EFFECT OF INFLATION ON SORL's

REHABILITATICN PROGRAM

SORE's ANNUAL REAABILITATION PROGRAM

Year

Year

Year

Year

4

TOTEL:

1977 dollars

$12.3 mill.

25.9 mill.

28.2 mill.

27.2 mill.

24.4 mill.

$118.0 mill.

Inflation Factor

1.22
1.30
1.38
1.47

1.57

Fl)

Exhibit 7

Current 5{2)

15.0 mill.
33.7 mill.
38.9 mill.
40.0 mill.

38.3 mill.

$165.9 mili.

{1} Based upcn Chase Econanetric's June, 1879 long Term Forecast
of the Wnolesale Price Index for Industrial Commadities as shown

Be

{2) Assuming SOPE's Year

1o

1978
1979
1980
1981
1982
1983
1984

7.3
8.1
6.7
6.6
6.8
6.9
6.9

Cumulative Increase

1.15
1.22
1.30
1.38
1.47
1.57

1 is 1980,
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as recommended by T.K. Dyer, we determined that SORE
should jincrease its maintenance of way budget by 4.0
million ennually. The adjusted MOW budget represents
26% of 30RE's revenues in its first year.

® Adeguacy of Rehabilitation Assumption for Branch Lines

As mentioned earlier, SORE did not budget any

rehabilitetion funds for branch lines. Instead, the
proposal mentions that SORE will seek such financing
from shippers and state and local governments. To
determine the likely extent of such financing needs, the
Consulting Center made the following calculation.
According to REppendix L(3) of the Booz Alilen report,
gross rehsbilitation expenses for the Milwaukee's
total branch lines amounts to $173.2 million. Dyer advised
us that the net rehabilitation expense for branch lines
would be $86.6 million if annual maintenance on these
branch lines were held at normalized levels. BAccording
to SORE, branch lines on the western lines total 2038
miles or £68% of the Milwaukee's total branch lines. Based
on this percentage, rehabilitation of SORE's branch lines
would ccst approximately $60 million although since SORE's
normalized MOW budget of $3500 per mile for branch lines may
be somewhat low, a more conservative estimate of the neat

. sy 1
rehabilitation cost of SORE's branch lines might be $70 mllllon[ )

(1) Even this figure is probably too low since SORE staff
reported that the Milwaukee estimated in an abandonment
proceeding it would cost $48 million to rehabilitate only
the Rapid City Line.
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Based on existing brancn line subsidy programs, the

Consulting Center has assumed that the cost of rehabilitat-

ing these branch lines would come entirely from shippers

or state and local governments in the form of grants, not

locans. Using the same annualized breakdown proportions of

the main line rehabilitation program for the reguired branch

line program the Consulting Center estimates a branch line

rehabilitation program cf %84 million, inflated.

Consulting Center's Assessment and Adjustments to SORE's

Projected Revenues

SORE's revenue projections for the first five years of

operations ore presented in Exhibit 8. fThese figures were

obtained from a SORE work paper and were based on the following

assumptions:

(1)

(2)

(3)

(4)

That based on the Milwaukee's revenue flow map

1977 revenues attributable to the western lines

were $166 million.

That $35 million of that base should be subtracted

to reflect lines east divisions.

That all annual revenues would grow at 3% due to

growth in the general economy.

That, based upon a traffic survey done by the

Milwaukee and talks with shippers, SORE could recapture
traffic lost because of eguipment shortages by
increasing its ownership (or rentals) of eguipment.
SORE assumed recapture of eguipment sensitive traffic
would yield $12 million in revenues in year 1; $15 million

in year 2; $13 million in year 3; and $10 million in year 4.



SORE's REVENUE PROJECTIONS

Year 1

Lines West Revenues by Line Segment
less Revenmes Attribatable to Lines East Division
Total Base Revenue

Additicnal Revenues Avallable if Egquipment
Availability is Improved

TOTAL:

Year 2
Year 1 Revenues plus 3% growth

Additional Revenues Available if BEquimment
Availability is Improved

TOTAL:

Year 3

Year 2 Revenu=s plus 3% growth

Additional Revenues Available if Equipment
Availability is Improved

Additional Revermes fram Recapturing Time-
Sensitive Treffic

TOTAL:

Year 4

Year 3 Revenues plus 3% growth
Additional Revenues Available if BEguipment
Availability is Inproved
Additicnal Revenues Fram Recapturing Time—
Sensitive Trafric
TOTAL:

Year 5
Year 4 Revenwes Plus 3% Growth

Additional Rovenues from Recapturing Time-
Sensitive Traffic

Additional Coal Revenues

SOURCE: SORE work paper, 2/1/79

Exnibit 8

$166 million

35 million

$13]1 million

12 million

$143 million

$147.3 million

15.0 million
$162.3 million

$167.2 million

13.0 million

6.0 million
$1B6.2 million

$191.6 million

10.0 milliaon

10.0 million

$211.6 million

$217.9 million

10.0 million
10.0 million

$244.9 million
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{5) That, based upon the same information, SORE could
recapture time-sensitive traffic if it could improve
transit time and service reliability by increasing
the freguency of train service and by rehabilitating
the track.

Each of these assumptions will be discussed below.
® Base Ravenues Attributable to the Western Lines
SCRE's $131 million estimate of the revenues
attributable to the western lines is substantially below
those made in two cother studies reviewed by the Consulting
Center. Booz Allen & Hamilton's estimate of revenues
attributable tc the Milwaukee's western lines in 1977

(13 The firm of Reebie Associates

was $158.8 million.
estimeted that 1977 revenues attributable to the western
lines amounted to $189.6 million in a recent preliminary
draft report to the Federal Railrocad Administration. The
Feebhie Assoc.'s analysis, however, was based on route
miles of 4,265; +the Booz Allen estimate was based on a
4500 mile system, virtually the same in size as the
SORE proposal.

To reconcile the difference, the Consulting Center
attempted to determine whether or not the additional

revenues contained in these two studies were related to

volume or to assumptions with regard to on-line divisions.

{1) Exhibit VvI-1, 1977 level statistics, the Milwaukee Road
Strategic Planning Studies, May 1979, Prepared by Booz
Allen & Hamilton Transportation Consulting Division.
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We therefore compared each study's assumptions with

regard to 1977 levels in carlcads. According to work
papersz, and conversation with staff, SORE assumed that

its first year's total carlocads would amount to 200,750.
1977 revenue carloads for the Twin Cities Transcontinental
system were listed by Booz Allen as 270,000. Reebie
Associates' carload figure was 257,495, On the basis

of these carload comparisons the Consulting Center determined
the differences were related to volume rather than to
discrepancies regarding the allocation of division revenues.
As a result, if any adjustment was to be made to SORE's
base revenue, a similar adjustment would have to be made

to SORE's base operating expenses.

The Consulting Center decided not to make any
adijustments to SORE's first year revenues for two reasons.
First, SORE's estimates were based on 1977 traffic levels.
Since that time, traffic levels on the western lines have
dropped drastically (traffic is down 70% according to SORE
staff) »ecause the Trustee has cut train service on these
lines to one train per day in order to save cash and has
diverted equipment from the west to the midwest to meet
shortages there. Hence, the SORE system may have difficulty
reaching its own estimate of 1977 traffic levels in year 1,
much less higher ones. Second, SORE staff assumed the new
company could recapture in year 1 $12 million of revenues
lost due to eguipment shortages in addition to its base

revenies. While SORE may be overly optimistic with regard



_41_
to the speed with which it can reverse current trends,
the Crnsulting Center decided to accede to SORE’s initial
revenuz estimate.

Assessment of SORE's 3% Annual Rate of Growth

In the opinion of the Consulting Center, SORE's
use of a 3% annual rate of growth factor is too optimistic
for the feollowing reasons: it ignores cyclical downturns
in the economy; it assumes all commodities carried by the
new company will grow at the same rate; and it 1s higher
than justified based on current forecasts of the economy's
long term macro outlook.

As chown in Exhibit 9, historic trends reveal that
tonnage.on the Milwaukee Railroad and the U.S. rail
industry as a whole, has grown more slowly than the GHNP.
Yet, as shown in Exhibit 10, the Milwaukee's coal traffic,
except 1in the last few years which may reflect the Milwaukee's
financial difficulties, has been growing faster than non-
coal traffic and faster than the GNP, To better assess
the potential growth of revenues on the Western lines,
therefore, the Consulting Center first broke down SORE's
revenues 1nto coal and all other. This adjustment was
made vsing SORE's estimates of coal carloads and revenues
per carload. The Consulting Center then applied separate
rates of growth for these two groupings to develop pro
forma r=venues for SORE's initial six years of operations.
The rates of growth used in our analiysis were developed
by the Consulting Center in conjunction with another

assignment and were tied to Chase Econometric's December
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1976 long term economic forecast.(l) The Consultinc
Cente;'s complete set of projections are contained in
Appendix C of this report.

Thz arnnual growth in revenues used by the Consulting

Center to adjust SORE's revenues were:
($ millions)

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Coal 0 .88 .91 .95 1.0 1.7¢
211 other carodities 0 (2.44) 2.51 2.8 3.15 3.89
Over the six year period these numbers egquate to all
average annual growth rates for coal of 4.22% and fer all
other commodities of 1.85%.

Assessment of SORE's Revenue Gains Due to Recapture of
Traffic Lost as a Result of Eguipment Shortages

SORE based its eguipment-related revenue additions

This Chzse economic scenario includes a high probakility of

a recession or period of slow growth in 1979 and in 1880.
Fundamental to the prospect of a downturn is Chase's assump-
tion that the dollar will deteriorate further in international
markets, that OPEC will implement a 15% oil price increase

and that the federal government will gradually achieve a
balanced budget by 1986. As it turns out, the assumption
with regard to OPEC may have been exceedingly optimistic.

The following gloomy forecast appeard ir Hobart Rowen's

column in the June 21, 1879 Washington Post:

"Accerding to word passed to administration officials
in Peris last week by a leading cartel produvcer (not S.Arabia),
the price might be pushed to $20 to $21 a barrel next week in
Geneva. That would be a whopping 20% over the June 1 weighted
avg. price of $17.22, including surcharges, and 57% higher
than the 13.34 official OFrC benchmark price at the end of 1978.
anything close to that range would be a staggering burden for
the rest of the world, already punchy from a reoaring inflation.

it would boost inflation here and in the industrial world
by about 1-1.5% within a year or so, (assuming no further
real price increases) and slow sconomic growth by the same
1.0-1.5 points, Carter administration officials estimate.
It would jast about assure a worldwide recession.”
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on a study develeoped by the Milwaukee's rvraffic department
during 197&. Since the study was discounted by some
Milwzukee officials, the Consulting Center requested a

copr of the study and checked with some of the shipping
executies who would indeed influence some of the additicnal
businecs i1gentified in the study in an effort to evaluate its
conclusions. Since the shippers with whom we spoke were
arxious to see the Milwaukee westernr lines remain in
operation, they asserted that they would indeed give the
Milwaukee more traffic if equipment shortages were met

ané service made reliable. These remarks reflect good
intentions but do not necessarily underpin the additional
revenue levels assumed by SORE. Considering the principal
competing ratlroads from whom the western lines would have
to win back this traffic (the Union Pacific... operating

in conjunction with the Chicago Northwestern, and the
Burlingvon Northern) one could guestion the reasonableness
of SORE's assumptions. Nonetheless, the Consulting Center
was impressed by the SORE staff's familiarity with shippers
and potential markets in the west and with its plans to

try to go after short hauls up and down the west coast,
automobile traffic from Japan, the increasing import-export
traffic due to the substitution of the American land bridge
for the Panama Canal, and efforts to increase traffic
originating in the Minnesapolis area by developing new

relationships with other rail carriers in the Midwest.
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SORE did not increase revenues to reflect these possibilities.
For this reason and in the interest of giving SORE every
reasonable benefit of the doubt, the Consulting Center
accepted SORE's assumptions regarding the extent to which
revenues could be augmented by increasing its equipment

fleet.

Assessmznt of SORE's Assumptions with Regard to Time-
Sensitive Traffic

SORE assumed that it could recapture time-sensitive
traffic by improving freguency and reliability and by
increasing transit speeds. As discussad earlier, the
rehabilitation program is critical to any improvement in
transit times. SORE assumed that it could begin recapturing
this traffic as early as year 3. 1In the opinion of the

!
"

Consulting Center, SORE's assumption that the rehabilitation
program will have yielded enough benefits by that time to (
recapture time-sensitive traffic is too optimistic. We :
feel this is particularly true because SORE's projections are
already optimistic with respect to the speed with which
traffic levels will return to 1977 levels and with respect
to tne ecase with which eguipment-sensitive traffic can be
recaptured. As a result, we have adjusted SORE's revenues
by assuming that all additional time-sensitive traffic

would be delayed by one year.

Revised Kevenue Forecast

The Consulting Center's revisions to SORE's revenues
are summarized in Exhibit 11. Despite our adjustments,it

is our opinion that this revenue forecast is still an



Base Year - (oal
Base Year - All Other
Total Base Year

Coal Growth

Growth All other -~ GNP related 0

Adional due to Equipmant

Additional Time-sensitive

2dditional Coal Train

Gross Freight Revenues
less Adtd, & ABS

Net Freight Rev.

Switching

All Other

TCTAL OPERATING FEVENUES

Exhibit 1

CONSULTING CENTER'S ADJUSTMENTS

TO SORE's REVENUES

(5 millions)

Year 1 Year 2 Year 3 Year 4 VYear 5 Year 6
20.8 20.8 21.68 22.6 23.6 41.6
110.2 122.2 134.8 150.3 166.1 182.3
131.0 143.0 156.5 172.9 192.7 223.9
0 0.88 .91 .95 1.0 1.76
{2.44) 2.51 2.8 3.15 3.39
12.0 15.0 13.0 16.0 0 0
0 0 0 6.0 10 10
0 0 0 0 17.0 0
143.0 156.4 172.9 192.7 223.9 239.0
6.9 7.54 8.33 9.29 10.8 11.5
136.1 148.9 l64.6 183.4 213.1 227.5
1.9 2.0 2.0 2.1 2.2 2.2
3.0 3.0 3.0 3.5 3.5 4.3
$141.0 $153.9 $169.6 5189.0 3218;5 $234.0
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optimistic one. This is particularly so when one examines
averace revenue per carlcad assumptions which underlie

them. SORE work papers indicate that revenue yield will
increase from an average $712 per car to $840 per car

over the five year period. Since the forecast is in
constant dollars, one can only conclude that the SORE fore-
cast assumes a very favorable change in commodity mix over
time. The Consulting Center did adjust SORE's assumptions
with regard to projected carloads; but in the interest of
being conservative, we did not change SORE's yield per
carload assumptions. Even the adjusted forecast, therefoere,
remains optimistic.

Assessment and Adjustments to SORE's Operating Expenses

As described earlier, SORE did not have access to enough
data to forecast operating expenses in an ICC format nor enough
time to develop projections for year 2-4. After reviewing
SORE's work papers and clarifying points with SORE staff, the
Consulting Center restated SORE's year 1 and year 5 expenses as
shown in Exhibit 12. Next, the Consulting Center estimated
SORE's operating expenses in years 2-4 by gradually improving

(1)

SORE's year 1 operating ratio of 97% to its year 5 ratio
of 78%. This exercise yielded annual estimates of SORE's net

railway operating income. To this figure we then made a series

(1)

Based on toval year 1 expenses of §167.1 million. This amount was
used because the Consulting Center determined that SORE

neglected to include $5.5 million of budgeted maintenance

of eguipmeni expenses in its first year's total budget and a

$1.0 million addition error.



Exhibit 12

RESTATEMENT OF SORE EXPEKRSES

BY ICC ACCOUNT(3)

($ millions)

YEAR ] YEAR 5
Maintenance of Way ‘'’ $32.9 $36.7
Maintenance of Equipment (%) 10.3 34.5
Traffic 2.9 3.1
Transportation 69.1 96.9
General & Administrative 15.9 16.8
Rents:(3)
Locanotive & Net car Hire 23.8 23.1
Trailer Train 4.3 4.5
Total Rents 28.1 27.6
Taxes(4) 2.4 2.2
Total Operating Expenses‘”) $ 161.66) $217.8

(1) Includes depreciation and retirements of $.7 million in year 1 & 5

(2) Inclwles depreciation and retirements of $1.0 million in year 1
and ¢1.5 million in year 5.

(3) Includes a recent SORE adjustment to increase its net rents in
vear 5 fram $25.1 million to $27.6 million.

(4) Taxes not including payrcll taxes or federal incame taxes.

{3) Total operating exvenses for years 2, 3 and 4 were estimated by
reviewing and projecting discrete camponents which totaled
$172.7, $180.5 and $190.2 million respectively. Total operating
expenses in year 6 were projected to be $220.5 million.

(6) Incluacs correction of $1.0 million addition error.
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of adjustments, based on our analysis of the SQORL expenses in
detail. These adjustments are summarized in Exhibit 13 and
discussed below. Since many of the adjustments related to
egquipment reguirenents, the Consulting Center's work shect

in this area iJs included in Appendix D.

s o

° Recuctiorn in ixpenses to Reflect Consulting Center
cjustmencts to Revenues,

Since the Coneulting Center reduced S0RE's future trafiic
levels, wc &iso had to reduce SORL's cpeérating expenses.
In making this adijustment the Consulting Center reduced
SORI's volune reiated expenses in proporticn to our
recuctions of traffic levels.

-

° Credit *o SORT for Lease Costs in Year 1 f////

As already discussed, SORI cannot acguire the Milwaukee

b

owned cars 1t had noped to if the Milwaukee decides to

reorganize arouni a subcore. Hence the lease costs for
acguirinc Milwauvkee leased cars that SORE had ircluded in
its exprenses were too hich. The Consulting Center

conseguently reduced net rents for year 1.

-

® Lease Costs Inadeqguate to Cover Budgeted Eguivment Additions’/

The SCRE propesal and work papers state that SORE intends
to acguire 3650 units of additional eguipment over the
first 3 vears. SORL’'s intention 1is to acquire these units
by means of lease arrangements. The Consulting Center
examined SORE's estimates of these costs and determined
that they were too low. Wwe therefore increased SORZI's net

rents to reflect more realistic costs.



Exhibait 13

CONSULTING CENTER's ADJUSTMENTS TO SORE'S NROI

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

NROI (Loss) (19.6) (18.8) (10.9) (1.2) 1.0 13.5
Adjustments to NROI

Expense Reduction Due to

Lower Volumne o 1.4 3.8 5.7 7.8 10.0
Credit to SORE for lease

Costs in 1.2 1.3 1.4 1.5 1.6 1.7
leases ilnadequate to cover

budgeted eg. addstions 0 (3.0) (7.0) (5.0) (9.3} {9.3)
Additional Eg. Aog. Costs {12.2) {1.4) (1.4)
Lover TTX usage than assumed 1.1 1.1 1.2 1.3 1.4 1.4
Aritlmetic Error - amitted

odgeted 5.5 for MOE fram

total (5.5) - - - - -
Inc. in MOE to account for

worse initial bad order ratio

than assuamed (1.9 (.7
MOW inc. for yards/sidings (4.0} (4.0) (4.0) (4.0) (4.0) {4.0)
2dijustaed NROI (40.9) (22.7) {15.5) (5.7) (2.9) 11.9
Erosion due to Inflation {1.51) (1.4¢6) (1.53) (1.61) (1.83) {1.84)
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Lease Cnsts Inadequate to Provide Level of Equipment Needed
to Servzs SORE's Traffic Levels (As Adjusted by the Consulting
Center

Despite the increases described above, the Consulting Center
determined that SORE's net rent account was not high enocugh
to cover the costs of acguiring enocugh eguipment to serve
projected traffic levels particulariy in the first year.
Accordingly, the Consulting Center further increased the

net rent account. We believe we have been very conservative
by not taking exception to SORE’'s projected improvement

in on~line car cycle time from 16 days in year 1 to 7 days
by year &. SORE did not adjust the off-line car cycle

time of 9 days in its forecast. Indeed an annual rate of
improvement in eguipment wtilization of 15% would be
extraordinary; Conrail only realized a 4.7% improvement

from april 1978 to April 1878.

Lower Trailer Train Costs

Based on carload estimates, the Consulting Center determined
that SCRE over-estimated expenses related to the usage of
trailer train. Accordingly, we reduced SORE's net rent

acccount to reflect the revised estimate.

Arithmetic Error by SORE

According to SORE's work papers, SORE's year 1 estimate

of main“enance of eguipment expenses was $14.8 million.
$9.3 million was included in SORE's "mechanical" expense
category. The other $5.5 million was meant to be included

in the "General Manager's" account but work papers show
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these funds were not added to that account. Accordingly,
the Consulting Center added $5.5 million to SORE's first
year operating expenses. (SCRE did include this expense

in its 5th year expenses.)

Maintenance of Eguipment Expenses Inadecuate

At the present time the Milwaukee Railroad‘s equipment
bad order ratio is among the worst in the country. (The
1977 R1 veport shows a bad order ratio of 13.1% for
equipnent and 46.4% for locomotives, both as of February
28, 197%.}) According to SORE staff one reason for the high
ratios is that the management has "bacd crdered" every car
requiring nmore than $500 in repairs as a cash preserving
measure. Many of these cars, SORE asserts, can be returned

to service with relatively little effort. Since the Trustee
will prohably wish to retain the best of the Milwaukee

fleet for the subcore, however, SORE's initial bad order

ratio will undoubtedly be higher than assumed. Accordingly,

we have increased SORE's MOL expenses, but even so, considerable
latitude was given to SORE's hopes.

MOW expenses Increased for Yards/Siding ///

As explained earlier in this report, the Consulting Center
determined that SORE's MOW budget did not reflect normalized
maintenance of trackage contained in yard and sidings.
Accordingly, SORE's MOW budget was increased at the rate

of $4500 per mile for the miles of track estimated to be in

passing track, sidings and yards.



—40-

Adjusted Net Railway Operating Income

As shown in Exhibit 13, the effect of all these adjustments
on net railway operating income is to increase SORE's
operating losses of $25.2 million over two years to $95.4
million over five years. According to our adjustments,
therefore, SORE's turnaround could not occur until the sixth
year of operations.

Estimate of Cash Flows/Cash Shortfalls

As reviswed earlier, SORE identified a nunber of other
loans and other reguirements that would eventually have
to be met by the railrecad's cash flow from operations.
These included: financing the ESOP loan; financing debt
assumed in exchange for assets acgquired from the Milwaukee;
financing an ERSA lcocan to cover initial operating losses;
financing a capital program needed to rebuild part of a
vard in Tacoma, Washington; and financing a Title V loan
made to obtain rehabilitation funds. Since SORE has
already determined it cannot obtain an ERSA loan and since
the Consulting Center's adjustments result in greater
losses than anticipated, the Consulting Center has assumed
that all cash shortfalls not otherwise identified with
specific sources of funding will be financed with debt at
an interest rate of 10%.

In estimating these annual shortfalls the Consulting
Center made several other adjustments to SORE's financing

reguirements. First, we treated the cost of financing
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assets uassumed by the Milwaukee as a separate calculation
in order to better focus upon SORE's cash needs due to
operating the railroad. Second, we increased SORE's capital
program to reflect the cost of building the Tacoma Yard.(l)
Third, we increased the initial ESOP loan of $32.1 million
to $36.1 million to reflect an arithmetic error in SORE's
year 1 Sfources and Application of Funds statement. Fourth,
the Consulting Center assumed, as did SORE, that the Federal
Railrcad Administration would extend a loan to SORE for its
rehabilitation program under Title V of the 4R Act. For
purposes of the analysis we assumed FRA would require no
repayment on this loan until the elventh year and that
the interest on the loan would be at a 2% rate.(z)
Th2 results of this analysis are shown in Exhibit 14.
As seen therein, the Consulting Center projects that SORE's
cumnulative cash shortfall will be $167.7 million by the
end of year 6. Again, this shortfall does not reflect the
financingy of SORE's rehabilitation program nor the
financingy of initial assets.

Outlook Beyond Year Six

hccerding to the SORE proposal, the western lines will

begin showing a positive net railway operating income in

(1)

{2}

Using $7.% million as the total capital program is very con-
servative. Considering the western railrocad's capital
programs per revenue dollar and taking into consideration the
portion of MOW expenses to be perceived as capital items, the
Consulting Center believes that a 5 year capital program totaling
$30 million would not be unreasconable.

hn FRA official connected with this program agreed that such
terms were available under the Act but stressed that FRA
could not approve the loan unless it was assured that the
rehabilitation program was adeguate to accomplish the planned
improvements and that the loan could be repaid by the
railroad.



Exhibit 14

CONSULTING CENTER'S CALCULA_‘IEO_N OF SORE'S
CASH SHORTFALLS

Year 1 Year 2 Year 3 Year 4 Year 5 Year &

Total Adjusted NROI (42.4)  (24.2)  (16.8) (7.3) (4.7)  10.1
Depreciation 1.7 1.9 2.0 2.1 2.2 2.3
Capital Program (1.5) (4.0) (2.0)

ESOP Loan (4.5) (4.5) (4.5) (4.5) (4.5) (4.5)
Annual Cash Shortfall (46.7)  (30.8)  (21.3) (9.7) (7.0) 7.9

Financing of Shortfalls (cum) (4.25) (7.44) (10.1} (11.9} (13.6) (12.9)

Cur. Shortfall 1s2.7) s7.7) &

(1) The effects of financing the main line rehabilitation program amd any
acguisition loan, if required, are not included in this total since
it is assumed that the rehabilitation loan will be federally funded with
no payments due until the eleventh year and that the assets would be
exchanged for the foregoing of tabor claims.
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vyear 3 &nd thereafter would continue to become more
profitsble. Work parvers show that SORE believes net rail-
way operating income will increase by 11-14% each subseguent
year. The Consulting Center believes sustained improvement

.

of this wmagnitude is unrealistic. Although revenues may

he

rt

continve Lo grow as SORE is able to take advantage of

0

9!

al}

grewing 1nport-export market in the Pacific Northwest
other rarkxeting opportunities, we do not believe net

income levels can grow at even higher rates. The Consulting
Center has estimated that net railway operating income

will reach $22.3 million by year 10, assuming a continuaticn
of year & growth levels and a 75% operating ratio. Over

the loncer term, we would exvect growth in income levels

to flatten out.

Selfsustainabllity of the SORT svsten b////

Even with sustained improvement ¢f net income levels over

the long term, the Consulting Center has concluded that
SCRE's casn flow would never be great enough to repay the
$168 million needed to finance cash shortfalls over the first
six years, the $118% million dollar rehabilitation loar

(166 million inflated aollars) nuch less to finance the
acquisition of assets. If long term securities are used

to acgulire these initial assets, the Cecnsulting Center

calculates that SORE will need to pay $638 million for

_ —_— T

redemntivn of these securities in year ten.

— e —_—

——— —— e ——— NS

Governmznt Financing of the SORE Proposal

SORE's proposal is too risky and too unproefitable to



erable it to obtain private capital to finance any of

its needs for funds. If the SORL proposal is implemented
therefnre, it will acquire the following financial
assistance from the Federal Government:

(Current § millions)

Loan or Guarantee at
Federal Guarantee Redeggg}Eng_ Grants

bizinline lehablilitation 5 166
Branch line rehabilitation $ 84
Casn Shortfall 168
Purchase of Assets S 638*
Frclovess' Investment in

E=or 36

*
Su>totals: $ 370 $ 638 $ B84
cumlacive Federal Involvenent $1,092

* Tnis figure is the redemption value of initial assets
cf $246 million compounded at 10% per year for ten
vezrs assuuing no prior payment of principal or interest.

Othery Factors which May affect SORE's Viability
There are a number of other factors which might affect

SCRL's vlcvimate selfsustainability although the Consulting
Center did not make any adjustments to reflect them. One
is the possibility that start up costs may be greater than
assumed by SORE. This is particularly true given the potential
preblems involving the sorting out and splitting up of the
Milwaukecs's eguipment fleet between the Trustee®s subcore
and SORE,

Aacther is that SORE's equipment acguisitions program

and our adjustments to them, are based on SORE's belief that
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it can reduce car cycle turnarounds from 25 days to 16 V/ﬁ
days. Since the industry average is 22 days, this
improvement 1s very optimistic. If SORE projected improve-
ment in car cycle time is recduced by one half, total capital
reguirements would increase by $90.4 million, the car lease
expense would increase to $13.3 million per year by the
fifth year and every year thereafter, and annual per diem
expenses would increase to $3.5 million by the
fifth yeaxr. P
A third problem is that we have not adjusted SORE's \///
assumptions with regard to locomotive reguirements since
SORE did not attempt to rigorously review these needs and
adequate data was not available to make any responsible
judgments on our part.

A fourth problem is that the economic outlook is 4

worsening and would affect SORE during its formative years,
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REQUIREMENTS FOR SORE TO ATTAIN SELFSUSTAINABILITY

The SORE proposal as presently constituted is not self-
sustainable because the earnings generated by the system are
not great enough to cover the costs of financing interim
losses, eguipment acguisitions, and the acguisition of initial
assets. In order to achieve selfsustainability, therefore,
sone way would have to be found to curb initial losses and to
lower debt obligations, The Consulting Center has identified
several possibilities by which such ends might be advanced.

If all these possibilities were realized, the Consulting Center
believes SORZ's chance of becoming selfsustainable would be
greatly enhanced, although further analysis would bhe needed to
develop a definitive judgement as to whether altimate success
is attainable by these means alone. These possibilities are

discussed below.

Reducing Interim Losses

As previpusly discussed, the Consulting Center has
estimated that SORE will need to obtain $168 million in debt
to finance cash shortfalls in Years 1-5. SORE's initial losses
could be reduced and subseguent profits increased if SORE
could further improve its ratio of revenues to expenses.
Except for the possibility of improving this margin by implementing
selective rate increases(l), the Consulting Center does not

feel the revenue side of the ratio could be increased much

beyond levels already assumed. Operating expenses ould be

(1) Proposed deregilation legislation would enable SORE to 4o
50.
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reduced, however, if employees and labor unions were willing
to agree to a number of changes which should reduce the
company's labor ratio.

Such chan¢es include: changing the basis for employee
compensation from the existing rules ({such as the 100 mile
per day crew law)] to ones based on the performance of a
specific task or ones based on total hours worked; changing
crew consist rules to allow 2-3 man crews instead of 4-5 man
crews; changing seniority districts and craft rules to
rermit employees to perform more than one job or to change
jobs to reflect seasonal work reguirements.

According to the Milwaukee's 1977 R-1 Report to the ICC,
the ratio of employee expense (including wages, pension, health
and welfare and payroll taxes) to operating revenues was 55.6%.
If this ratic could be reduced to about 40%, SORE should save
in the order of $30 million per year. If implemented from the
start this amount would just about eliminate SORE's cumulative

(1) Further study

cash shortfalls for the first five years.
would be needed, however, to determine whether such work rules
changes are attainable and if they are whether they would result
in savings of $30 million per year.

The Consulting Center recognizes that employees and
railroad labor unions have been reluctant to agree to work rule

changes in tle past. If SORE were to be owned and operated by

employees, however, this reluctance might be overcome.

{1) Of course, to the degree earnings are still overstated that
much more will be needed from the labor accounts.
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Acguisition of Assets

In the opinion of the Consulting Center, SORE will have
to pay $246 million (in 1877 dollars) or $638 million (in
1987 dollars) to acguire initial rail assets from the Milwaukee
estate. As stated earlier, SORE's potential income could not
possibly support this cost. Some other way of financing this
acguisition must be found if SORE is to have a chance of
achieving selfsustainability. Since SORE is to be employee
owned, one possible apprcach would be for SORE employees to
consider giving up their employee protection claims against
the Milwaukee estate in exchange for the assets attributable
to the western lines.

According to the testimony of Lawrence W. Harringten,
Vice President, Management Services for the Milwaukee Trustee,
potential labor protection claim costs could total $1.068
billion if the Milwauvkee were liguidated, all employees dismissed,
and New York Dock Railway Protective Conditions used to calculate
employee protection payments. SORE staff has reported that
2800 emplovees are currently associated with operation of the
western lines. BSORE has also reported that it would have toO
employ alditional employees, up to a total of 3,500, soon after
start up in order to undertake its rehabilitation program and
increase traffic levels. Based on a ratio of 3500 employees to
10,833 (the total level of Milwaukee personnel in 1978), labor
protection claims for potential SORE employees could amcunt to

$34§_Ei;1in.(l) In view of this potential claim SORE

(1)

On the other hand, SORE representatives estimated that labor
protection claims applicable to employees on the western lines
would total only $60 millicn.
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employees cculd consider giving up all rights to these

claims in.erchange for acguiring the rail assets needed to
operate the western lines as a separate entity. 1If this
exchange could be accomplished, SORE's beginning eguity ratio
would be far bealthier than now projected in SORE's pro forma.
The exchange would also allow SORE to offer liens against
these assets in exchange for new financing.

The Consulting Center cautions, however, that this trade
may not be easy to arrange because the actual liability of
the HMilwaukee estate to pay these labor protection claims in
the event of liguidation is not clear. BAs Mr. Harrington
testified, resolution of labor protection claims

"involves the laws and principles governing the

Commigsion and courts, the relative roles of the

Commission and the Reorganization Court, and the

constitutional rights of creditors and the estate.

It is impossible to predict the status or priority

of such claims in reorganization or liguidation,

the control the Reorganization Court would have over

the amount actually paid out, or the limits the

constitvtion places on them."
Nevertheless, there would appear to be enough potential merit
to this approach to warrant SORE's consideration of it as a
way to acgqguire the necessary assets from the Milwaukee estate.
However, SORE's employees would also have to consider what they

would be giving up if SORE's new company did not achieve self-

sustainability.
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APPUNDIX A

Documents suvpplied by DOT/FRA:

SORE Proposal for Rehabilitation and Operation of

Milwaukee Lines Between Twin Cities and West Coast, Jan 2, 1979

SORE, Linec West Proposal, April 28, 1679

The Milwaukee Road Strategic Planning Studies, May 1979,
Volumes F and I1; prepared by Booz Allen & Hamilton
Transportation Consulting Division.

Liguidaticon Value of the e Chicago, Milwaukee, St. Paul &

Pacific Railroad, November 29, 1978, prepared by Ford
Bacon and Davis Construction Company.

Assessment of the Estimated Liquidation Value of the Chicago

Pllwaukee, Sk, Paul & Pac1fip Railroad, March 2, 1979,
by Day & Zimmerman, Inc.

Annual Report (R-1) To the Interstate Commerce Commission

for the Year Ended December 31, 1877 of the Chica ago

Milwaukee, St Paul & PalelC Rallroad Company.

Annual Report {(R-1l) To the Interstate Commerce Commission
for the Year Ended December 331, 1978 of the Chica ago
Milwaukae, St. Paul & Pacific Railroad Company.

Milwaukee work papers pertaining to potential traffic
levels of the western lines; trasnmitted from Thomas F.
Power, Asslstant to the Trustee to Mr. Danforth Walker,
Departmen: of Transportation.

Traffic Fffectg_§§3§x, the Viability of the Western Lines

of the Milwaukée Road, Preliminary Drait Report, June 1979,
Prepared by Reebie J Asaociates fer DOT, FRA.

In Re M1lwaukee Reorganlzatlon Proceedl ngs

—————— Testimony of Paul F. Cruickshank, Jr.

—————— Testimony of Peter C. White

______ Tesiimony of Richard V. Nugent, Jr.

—————— Testimony of Lawrence W. Harrington

------ Supplemental Testimony of Thomas F. Powers, Jr.

FRA Memoranda

—————— Closing on the Milwaukee Road Section 511 Equipment
Repair and Environmental Control Facilities Projects
znd Secticn 505 Track Rehabilitation Project, July 28,

—————— Recommendation Package; Milwaukee Package, Milwaukee
Road Section 505 and Section 511 Projects Docket Nos.
RFA-5-5-76-1 and RFA 511-76-2, July 31, 1978.

1978.



Recommendation Packacge: Milwaukee Interim Corridor
Froject, July 14, 1977,

Chicagc, Milwaukee, St. Paul & Pacific Co., Interim

Corridor Project 505 Loan Application, Analysis by James

Hanscom, July 11, 1877

Documerts Supplied by SORE:

Package of Work Papers

Copy of a June 13, 1978 Letter and Five Year Financial
forecast of the Milwaukee Land Co. prepared by A.L.
Nance and sent to R.V. Nugent, Jr., VP Finance of the
Milwaukee Railroad.

In Re Milwaukee Reorganization Proceedings

Affidavit and Supplemental Affidavit of J. Fred Simpson,
Tebruary 8, 1979 and March 5, 197¢2

Written Statement by the Association To Save Our
Railroad Employment in opposition to the Trustee's
"Petition for Direction with Respect to Partial
Embargo of Freight Operations, Financing Remailning
Operations and Related Relief”

The State of Montana's statement In Opposition to
the Trustee's (Embargo) Petition

Taie State of Montana's Objections and Responses to
~he "Report of Special Master, Milton E. Gray, Etc."”

Other Documents Used During the Course of Study:

]

Moody's Transportation Manual, 1978

Prospectus For Change, Department of Transportation October,

1878.

Chase Econometric Associates, Long Term Macro Economic
Forecasts, December 1978 and February, 1979

Assoc.ation of American Railroads, Egquipment Car Cycle
Time Revort
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RUSSELL F. MURPHY

Executive Vice President

As Executive Vice President, Mr. Murphy's primary
responsibility is to foster the firm's domestic business,
particularly in the field of transportation. Toward that
end, Mr. Murphy brings extensive expertise in dealing with
the management of complex transportation analyses and the
evaluation and determination of solving issues.

Mr. Murphy has been the project manager of all the
domestic trensportation studies undertaken by the Consult-
ing Center.

Prior to joining the Consulting Center. Mr. Murphy was
Vice President, Finance and Operations at the United States
Rallway Association with responsibilities that included the
monitoring of Conrail's operaticnal and financial perform-
ance. While tne Director of the Office of Financial
analysis, Mr. Murphy's primary responsibilities were to
forecast earnings, cash flows, and investment needs for the
Consolidated Rail Corporation and any strategic alternative
under consideration. Prior to joining USRA, Mr. Murphy was
Chief of the Industry Analysis Division in the U.S5. Depart-
ment of Transportation and in that capacity was extensive.ly
involved in analyses of the transportation industry.

Educational Background:

B.A., Aeronautical Engineering {1958), Polytechnic
Institute of Brooklyn
M.B.A., (1963), Harvard Graduate Schocl of Business



PAUL D. JOHNSON

Vice President

Mr. Johnson has over ten years of experience as a rail
analyst and planner. He recently joined the staff of the

Consulting Center,

At the present time, Mr. Johnson's primary activities
are to aid the federal government in the litigation of the
value of assets conveyed to ConRail. 1In his capacity as
consultant, he advises the government parties on methods
and techniques for evaluating the going concern value of
these assets had governmental intervention in the reorganiza-
tion of bankrupt railroads in the Northeast not been
forthcoming. His areas of specialty include rail operations,
f:nance and costing analysis.

Before coming to the Consulting Center, Mr. Johnson
was Assistant Vice President, Operations and Finance for
the United States Railway Association, where he was responsible
for implementing operational and revenue monitoring of
ConRail. At the Association, he undertook financial,
operaticonal and marketing analysis of railroad mergers and
conscolidations, using extensive guantitative methods.

His railroad experience includes the Atchison, Topeka
and Santa Fe Railroad, where he was Director of Cost Analysis
and Posearch, and the Southern Railway System, where he was
a Senior Economist. At Santa Fe, Mr. Johnson was responsible
for determining rail transportation costs both for existing
rail service and new business proposals; the financial
analysis of new asset acquisition; and analysis cof economic
conditions and their potential impact on business performance.
At Southern Railway, he forecasted business volumes and
evaluated busincss performance against expectations. He also
evaluatcd the potential impact of proposed governmental
regulatiors cn the rail industry.

Educational Background:

B.A., Economics [1962) Kent State University, Ohio

Graduate studies (1963) Kent State University, Ohio

Course work completed for Ph.D., Economics, University
of Virginia.



RICHARD G. TRENERY

Director

Mr. 7Trenery joined the Consulting Center as senior
policy and financial analyst in 1877. To date, he has been
a key participant on contracts involving cost analyses,
econometric financial forecasting of trucking and railroad
industries. In addition to general financial and economic
expertise, Mr. Trenery brings extensive experience in statis-
tical analyses.

Prior to joining the Consulting Center, Mr. Trenery,
while employed by Conrail, was responsible for the design
and implementation of a computerized model which generated
multiple year financial forecasts. While at USRA he had
comparable responsibilities and was also engaged in a broad
based anzlysis involving the propensity for rail traffic to
be diverted to regulated and non-regulated motor carrier
transportation.

Educational Background:

B.S5., Finance and Economics, (1968), American University
M.B.A., Finance {1972}, American University



JANE E. M. HOLT

Director

Mrs. Holt joined the Consulting Center as Senior Policy and
Financial analyst in April of 1977, To date she has been a key
participant on contracts involving policy and financial analyses
of the railroad and trucking industry, including the assessment
of the railroad industry's future capital needs for the FRA.

As do other members of the firm, Mrs. Holt brings extensive
experience in the field of transportation to the firm., Immediately
prior to joiningthe firm, Mrs. Holt was employed by the United States
Railway Association as a finmancial consultant. In that capacity,
she participated 1n most of the major financial decisions involved
in the creation of Conrail as well as in support activities such as
developing the process by which the proforma financial statements
would be generated, and evaluating the Conrail alternatives. In
addition, she wrote the bulk of the Financial Analysis Chapter of
the PSP and much ¢f the Capital Structure and Financial Programs

Chaptcer in the PSP,

Prior to this, Mrs. Holt was employed in the office of the
Assistant Secretary for Policy at the DOT, where she conducted
financial and policy analyses involving all modes of transportation
and was awarded 3 Special Achievement Award and the Secretary's

Award {for Meritorious Achievement.

Educational Background:

B.A., General studies (1966)....Harvard University
M.B.A., Finance {(1970)....Boston University
Executive Education Program....Harvard Business School

CONSULTING CEHTER
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MILWAUKEE ROAD INDUSTAY TREND TONNAGE PROJECTIONS

PROXY FELATIVE MARKET SHARE

oMM ITY PRODUC—

i Youih o TI(N[N‘LEXJH
1) 2) 1987=100

OR.I(;II\IA'I‘&D_/ MIIiN, W. RAILL U.S. Rall., 1977 1381 1986
COM-ODITY BEEIVED W.RADL U.S5.RATI. PROD, TOTAL TOLAL TOTAL 1977 1981 1946

9] L062 .69 643.6 20,70 24.18 21.55
Graan H .007 2.44 2.7 2.4 144.7 132.1 154.0

Ocher o] _046 .177 323.6 11.47 8.77 7.5%
fam R .0a7 1.48 1.34  1.16 128.7 126.1 136.9

o) .045 L2564 3372.9 40.16 - -

coal R .08 33,41 - - 123.0 141.2 176.8

5 018 .350 1226.4 1£.32 14.17 12,72
Nom Hacal R 004 2.74 2,25 2.0l 113.7 124.5 150.9

Graln Ml o] L 082 .619 2M.5 11.%0 9.85 B.50
K .0l6 2.11 1.92 1.66 146.5 154.3 168.1

Erverages o] .120 LT46 93.0 8.72 9.07 9.19
R . 004 .51 .57 .57 143.7 166.1 190.5

Other Pood 0 .053 .583 389.3 12,29  10.42 9.22
R .02} 5.21 4.52  4.00 126.9 132.5 141.4

Forwst 0 .1l08 .352 565.1 21.40  20.17 19.09
R . 008 1.9 L4 .41 124.9 131.0 159.0

Othwr Ilumsbher 0 .048 .125 214.6 6.97 6.4 5.86
R .1oo 14.37  13.37 12.21 144.4 159.3 200.4

Poapar o] .057 .415 85.7 2.03 1.91 1.82
R .090 3.18 3.02  2.87 135.2 146.6 169.7

Paper Boards o 195 .425 13.7 2.78 2,51 2.29
R . 045 64 .58 .53 140.9 158.5 187.1

Other Pulp O .om? .351 199.1 5.37 5.28  5.00
R .108 7.54 7.40  7.02 140.7 158.0 186, 4

Chamirslg 0 011 .560 642.4 1.86 3,80 3.78
R .050 18.13  17.30 17.16 162.3 185.5 230.0

Comatruct ion 0 .031 .87 507.2 6.00 5.35 4.78
R .034 6.66 5.87 5,25 118.1 134.6 162.3

Prim. Metals 0 .062 .202 479.7 6.02 4.87  4.07
R 132 ’ 12,80 10.3% 6.66 L14.7 130,39 157.9

February 26, 1y79

1977

2995
153
1476
130
4940
4108
1855
312
1743
339
1253
74
1584
672
26713
45

2075
275
430
341

755
1061
626
2943
709
784
691
14648

1367
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R L075
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3)
deemed more appropriate,
4)

MILWAUKEE ROAD INDUSTRY TREND TONHAGE PROJECTIONS

.152

. 283

.295

-5%0

240.0 4.84
6.66

245.5 B.40
1.07

61,1 1.41
1.32

1394.4 13.19
$.40

4.71
6,42
6.88
1.10
1.37
1.9
10.54
7.73

4.79
6.52
8.2%
1.02
1.21
1.14
9.42
6.91

145.0
114.7
138.6
133.7

l61.5
130.9
153.2

147.3

(cont'd)

198.2
157.9
178.9

177.6

Tl {ex coal) Tona

AN 3

Yotal (e, BA ooal) Tons

MGR %

factors are applied at 50% of their historic levels beginning in 1982.

Coal market ahare factors were not developed as Booz's shipper survey results were

Commodity production growth indexes based on Chase Econometrics, Standard Forecast

of Decemper, 1978,

February 26, 1979

1966 to 1977,

and industry forecasted commodity market share factors are developed
by assuming a positive impact to deregulatiom whereas the growth {decline) share

and industry forecasted commodity market share factors were incorporsated at
the average annual growth {decline) rates for the historic period,

707
965
963
123
196
183
1678
1257

13145

44154

761
1037
1162

144

210

198
1553
1139

35112
(.00

949
1292
1303

16}

216

204
1673
1227

38500
1.02
50549
1.50
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CALCULATION OF NET EFFECTS OF ADDITIONAL
PUUIPMENT REQUIREMENTS ON NET INCOME

Year 1 Year 5
Beginning Fleet Size 24269 1)
Fleet Reg. of EBastern Core 17000(2)
Net Egulp. available to SORC 7269
Residuzl Fleet after ret. ?004(3) 5172(3)
STPE carloadings//day excl. TTX 515(4) 667(11)
SO System Ldgos/da 334{4) 487
Foreign Car Ldas/day 180 ‘4 1804
On~ling days 16 (4) 7 (4)
ff-line daye g (4) g (4)
SORE Proj. Bad Order Ratio 6%(4) 6%(4)
Service Reserve Ratio 10%(5) 10% (5)
6 ieguired Fleet 9765 (©) 90g5 (&)
I~18 Reguired AdZitions 2761 3913
—_ - : - (7)
i~20 Cost Per Unit (1677 $) 35349
2Z Capital Cost of Additional Cars
{$ millions) net of SORE's planned (8) (93
Purcrhase of 3€50 £97.6 $9.3
. 10
§ Bffect of Addt'l Regiby year (Smillions) g$12.2 10 s1.410

n

OCRCE

(1) Booz Allen arnalysis which netted ocut useless equipment and traller traln equipment
reported in R-1 Reports. SORE staff accepted this estimate as responsible and
the one to usec.
{2} Booz Allen analysis for subcore not including Miles City link,
(3) Apply 1977 REtirement ratio of .073 to base fleet. Use % of this factor in
first year then full rate thereafter.
(4) Factors developed by SORE
{5) Factors subsequent]y acknowledged by SORE staff as required.
(6} Determined by L8 x (110 + L11) x 1.06 x 101
{7) Derived by adjusting SORE's box car est. of avg. unit costs of $38,000 (1978 §) by
Chase Econametrics equipment  Infl rate.
{8} SORE only planned to acquire addt'l equip in yrs 2 & 3 (1730 & 1927). Therefore
the net effect of addit'l equip will ke felt in at least years 1 and 5.
(9) Deteimined by L5 + 3650 (SORE's additions) less L 16
(10} Pevived by assuaing annual cost of a 15 yr lease at 12% int rate with 15% salvage
value credited in determing lease.
(11) Desived by using new revenue projections & SORE's year 5 yield factor
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EXECUTIVE SUMMARY

The Chicago, Milwaukee, St. Paul and Pacific Railroad voluntarily
filed a petition for reorganization on December 19, 1977. The court-appointed
Trustee of the bankrupt railroad, Mr. Stanley E.G. Hillman, commissioned

a study by Booz, Allen and Hamilton, The Milwaukee Road Strategic Planning

Studies. On the basis of this study, the Trustee concluded that the rail-
road could not be reorganized in its current configuration and requested of
the U.S. District Court permission to embargo freight services over 7,400
route miles of traffic, including a substantial percentage of the jines west

of St. Paul, Minnesota, the subject of this report.

Subsequently, Save Our Railroad Employment (SORE), a group of present
and furloughed employees of the Milwaukee Railroad who were faced with the
potential loss of employment in the event of liquidation or in the eventuality
that the proposed embargo was approved, submitted on April 28, 1979, the
SORE Lines West Proposal to acquire and operate the Milwaukee's transconti-
newtal lines and asscciated operations west of St. Paul, Minnesota. A map of

the lines proposed for operations by SORE is presented as Exhibit A.

On June 11, 1979, the 0ffice of the Secretary of the U.S. Department of
Transportation (DOT)] requested that Mark Battle Associates, Inc. {MBA), conduct

a Financial Analysis of the Impact on Labor and Labor Protection of the SORE

Lines West Proposal. This report is the result of that analysis.

TQ simultaneous study was conducted for DOT by Consulting Center, Inc. (CCI),
an Assessment of the Financial Selfsustainability of the SORE Lines West
Proposal. Resulte of the CCT study are the basis of selected MBA conclusions
in the Scenario 4 analysis.
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The obhjectives of this study were to determine the financial impact
on labor and the potential cost of labor protection under the four scenarios
described below:

Scenario 1. Lines west of the Twin Cities have an embargo
imposed on traffic.

Scenario 2. Lines west of the Twin Cities have trackage
abandoned under existing ICC abandonment
procedures.

Scenario 3. Lines west of the Twin Cities are reorganized

in accordance with the SORE proposal.
Scenario 4. The SORE proposal is implemented in the form
of a traditional employee stock ownership plan.
Additionally, MBA was requested on June 26 to extensively examine, in the
context of Scenario 4, the dimensicons and limits of an ESOP as the major
vehicie for raising capital in conjunction with acquisition of Lines West,
or to examine the orospects for the ESOP to assume a more dominant role than

proposed by the SORE group.

Study Findings and Cenclusions

The estimated costs of labor protection and the financial impact on
Tabor under each of the four scenarios examined are presented below.
» SCENARIO 1--LINES WEST OF THE TWIN CITIES HAVE
AN EMBARGD PLACED ON TRAFFIC
Depending on subsequent decisions by the courts and by the ICC, this
scena~io could recult in either one of the following three developments:
Scenario 1A. Embarge goes into effect, Milwaukee Road service
west of the Twin Cities is shut down and the ICC

does not impose directed service on the affected
lines,



Scenario 1B.

Scenario 1C.

The estimates for labor impacts and protection costs

alternatives undey

Empargo goes into effect and the ICC imposes directed

service by a separate carrier for up to 240 days on

Lines West of the Twin Cities.

The courts rule, after potentially protracted litiga-
tion, that the imposed embargo is a detfacto abandon-
ment as defined under 79 USC 8 10903.

2

Scenario 1 are summarized below.

under sach of tne

Estimated Financial Impact on Labor

j ) Number of ‘ Number of
! Number of Lines West | Lines West
f Lines West Emplioyees | Employees
Estimated Employees } Losing Labor ! Facing
Labor Losing Jobs J Protection I Reduction
Protection Over Long Term/ QOver Long Term ! in Wages
Scenario Cost (5 years) | (5 years) | and Fringes
scenarto 1A= /o351 mitiion to 3,534 2,207 1 2,207
df?“’ argo, no $167 million (100%) (62%) , (62%)
1re;ted (5 years) :
service :
Scenario 1B-- i
Embargo, $21 million to ,534 2,207 2,207
directed $167 million (100c) (62%) | (62%)
service . (5 years)
imposed '
Scenario 1C--
Embargo is $83 million to 3,534 0 0
ruled to be $521 million (100%) (0%) (0%)
a defacto (6 years)
abandonment |

2

The estimated lapor protection costs and the accompanying estimated financial

impacts on labor For each scenario required making a number of assumptions.
These assumptions are provided in detail in the body of the report (see

Chapter 11).
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) SCENARIQ 2--LINES WEST OF THE TWIN CITIES HAVE
TXACKAGE ABANDONED UNDER EXISTING ICC ABANDON-

MENT PROCEDURES

Under an 1CC-sanctioned abandonment, all affected employees would be

entitled to either the Oregon Short Line Conditions or conditions no less

protective than the Amtrak Conditions with respect to the portions of the

railroad sought to te abandoned.

is described in Chapter II.)

{The substance of these provisions

Depending upon subsequent decisions by employees

now operating Tinec west of the Twin Cities (such as whether to elect to take

a lump-sum separation pay or wage continuation payments), total labor protec-

tion costs over a six-year period could range from $83 million (if all eligible

employees receive a one-time lump-sum separation payment) to $521 million

(if all eligible employees receive wage continuation payments aver the full

six-year period).

. . . 3
The estimates of labor impacts and protection costs

are summarized

below:
! Estimated Financial Impact on Labor
| Number of Number of
. Number of Lines West lLines West
Fstimated Lines kest Employees Employees
Laboh Employees Losing Labor Facing
Protection Losing Jobs Protection Reduction
Cost Over Long Term | Over Long Term in Wages
Scenario {6 years) | (5 years) (5 years) and Fringes
Scerario Z2-- [%83 miliijon to 3,534 a 0
ICC Abandon- ' $521 million {100%) (57) (0%)
ment ; .
| | L

3The estimated 1avor protection costs and the accompanying estimated financial
impacts on labor for each scenaric required making a number of assumptions.
These assumptions are provided in detail in the body of the report (see

Chapter 11).




) SCENARIG 3--LINES WEST OF THE TWIN CITIES ARF
REORGANIZED TN ACCORDANCE WITH THE SORE PROPOSAL

Scenario 3 is based upon the assumpticn that the SORE Lines West
Proposal is viable as is and assesses the labor protection costs and the
financial impacts on labor accordingly. (Scenario 4 considers the revised
projections for s=1fsustainability as prepared by the Consulting Center,

Inc.}

Spokesmen Tovr SORE have indicated that all employees currently employed
on Tines west of the Twin Cities would be employed by the reorganized company.
Also, recently furloughed Lines West employees and other new employees are
also to be hired. Under these conditions, and assuming the financial viability
of the SORE proposal, there would be no labor protection costs and no adverse
financial impact on labor as no jobs would be lost, no labor protections would
be foregone and no employees would face a reduction in wages or fringes.

° SCENARIO 4--THE SORE PROPOSAL IS IMPLEMENTED IN THE

FORM OF A TRADITIONAL EMPLOYEE STOCK OWNERSHIP PLAN

If sources of necessary funding are otherwise available to meet the
capital and operating needs of a new Lines West railroad, then there is no reascon
why an employee stock ownership plan could not be used as a conduit for that
funding and, at the same time, to vest stock ownership in the employees. The
ESOP could be either of the stock bonus or stock purchase variety, although
SORE proposes only a Kelso-type stock bonus plan. Utilizing EDA grant money
available as Toars from the communities served, as well as funds Lorrowed under
Farmers Home Administration guarantees, the Lines West ESGP could provide the

estimated initial casn of $60 million required during the first year of a
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five-year program. It should be made perfectiy clear, however, that the use
of an LSOP does not assure funding availabitity. There 1s certainiy no magic
in a Kelso-type ESOP {(where the employer corporation pays twice for the funds
made available to 1t through the ESOP as explained on page II-45). Moreover,
in the case of Liries West, there is no clear-cut tax benefit to Lines West,

and it is that ta:; benefit that makes an employee stock ownership plan feasible
for most corporations. Without the tax deductible feature, an ESOP can, from
the employer's viewpoint, be merely a serious drain on cash flow given the

fact that a fixed payment schedule must be observed in order for the ESQP to
repay its loans of public moneys. 1t is the very question of projected cash
flow that determinas the utility of an ESOP, not the reverse. In short, tngﬂ\
Lines West railroad first must be perceived as a viable option with regard to '
the future of the Milwaukee Road--viable in terms of economic feasibility.

1€ that is the conclusion of the funding agencies, then the use of an ESQP |
should definitely be considered in an overall plan for the Milwaukee Road. j
Additional options, including other means of employee participation in owner-
ship, should perhaps be considered. For example, it is clear that the new (
venture would benefit from maximizing equity investment while minimizing its
debt burden and demands on cash flow. Another approach could be an employee
perhaps the stock bonus approach. In point of fact, an ESOP-type approach
might be appropriate for employee cwnership participation in whatever final

plan evolves from the Milwaukee Road reorganization.
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CHAPTER 1
FINANCIAL ANALYSIS OF THE IMPACT ON

LABOR AND LABOR PROTECTION OF THE
SORE LINES WEST PROPOSAL

Background and Objectives

The U.S. Department of Transportation (DOT) retained Mark Battle
Associates, Inc. {MBA), to conduct an-analysis of the financial impact on
labor and the potential financial cost of labor protection under the SORE
Lines West Proposal to acquire and operate the Chicago, Milwaukee, St. Paul
and Pacific Railroad Company's lines between St. Paul, Minnesota and the
Pacific Northwest. Additicnally, a like analysis of lator impacts and costs

was to be conducted cn three alternative scenarios:

® Lines west of the Twin Cities have an embargo
pleced on traffic

. Lines west of the Twin Cities have traffic abandoned
uncer existing ICC abandonment procedures

® The SORE Lines West Proposal is implemented in the
form of a traditional employee stock ownership plan
(ESOP)

This study was alsc designed to determine whether a traditional ESOP can he
utilized under a revision to the financial framework of SORE, in which the

LSOP plays the cominant role in the financing, while other aspects of the

SORE proposal remain as presented by SORE or in accordance with adjustments

recommended in the Assessment of the Financial Selfsustainability of the SORE

Lines West Proposal as prepared by the Consulting Center, Inc., July 9, 1979.




Methodology
The approach Lo conducting this analysis included the following basic

steps:

1. Literature Review--A wide range of documents, papers, transcripts
of testimony and other literature was assembled and reviewed by
the project team. A listing of bibliopgraphical references is
inciuded in the Appendix.

2. Conduct Interviews--A number of individuals knowledgeable with
respect to the facts in the subject case were interviewed by
project team members.

3. Analysis and Reporting--Due to the brief time frame available for
this effort, methods of collecting and analyzing data did not
always permit the team to validate information sources. As a
result, a number of assumptions were made and are noted in the
text. Wherever possible, sources of data used for calculations
throughout this study were validated through a second source.

Contents of the Report

The first section of this report is the Executive Summary, which briefly
summarizes the project findings. Chapter I provides the backgrcund, objectives,
methodology and contents, and Chapter II presents the analysis and findings

under each of the fYour scenarios.
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CHAPTER 11
ANALYSIS AND FINDINGS

SCENARIOQ 1

Lines West of the Twin Cities
Have an Embargo Imposed on Traffic

Background
The Trustee cof the Milwaukee Rocad, Mr. Stanley E. G. Hillman, requested

on April 23, 1978, permission from the reorganization court to embargo rail
services over the majority of the Tines proposed for acquisition by SORE. The
objective of this scenario analysis is to determine the financial impact on
labor and the financial cost of labor protection in the event traffic on the

Lines West is embargoed.

Labor Protection Costs

With respect to the law, if the western Tines were simply shut down
(embargoed), Sec*tion 77 of the Bankruptcy Act, 11 USC § 205 would not provide
any protection tc the employees who would simply be furlcughed. Additionally,
no employee protections would normaliy be imposed by the ICC in an embargo.
The Milwaukee could immediately cease all Lines West operations after it moves
the present traffic off the lines. It could start abolishing immediately un-
needed positions while traffic is being removed and, once removed, could abolish
a1l other positions except those few needed for the security of the facilities.
For purposes of this analysis, it has been assumed that all pesitions would

be abolished within a six-month period.



However, all of the Shop Craft Unionsl and the Brotherhood of Railway,
Airline and Steamship Clerks (BRAC) currently have agreements with the Milwaukee
Road requiring employee protection in the event of discontinuance of service,
whether the cessation is based upon an ICC-sanctioned abandonment, an embargo

or other cause.

The total ~osts of labor protection for affected members of unions
covered with Tabor protection under Scenario 1 could range from as low as
$31 million to a worst case of $167 millien. Yearly ailocations and calcula-
tions are provided in Exhibits 1.A. through 1.E. These figures may be deceptive,
however; the Milwaukee reputedly does not have the funds to provide the labor
protection paymeats short of full liquidation. It is probable that long and
costly arbitration proceedings and/or litigation would be required to enforce
the appiications as the estate is likely to challenge the Tlabor protection
agreemants. [t could take years before final decisions are made. In the
interim, Shop Craft and BRAC employees would be limited to Railroad Unemploy-

ment Insurance Bencfits (see Exhibit 2).

Members o€ other union52 are not covered by labor protections under
an embargo and affected employees not covered would be entitled to Railroad
Unemployment Insurance Act benefits only. Railroad Unemployment Insurance (RUI)
benefits shall not exceed 3$25.00 per day and may continue for a period of up
to 260 days maximum. The qualification requirements and benefits are briefly

described in Exhibit 2.

]The Shop Craft Unions include the Sheet Metal Workers International Associa-
tion, the International Asscciation of Machinists and Aerospace Workers, the
International Brotherhood of Firemen and Oilers, the Railway Carmen of the
U.S. and Canada, the International Brotherhood of Boilermakers and Black-
smiths and the Interrational Brotherhood of Electrical Workers.

2

A full list of unicns and the membership of each currently employed on lines
propesed for acquisition by SORE is provided in Table T,

I1-2



TABLE 1

TOTAL EMPLOYEE ROSTER FOR LINES WEST

{By Union Membership)

Number of

Unicn EmpTloyees
Sheet Metal Workers International 15
Association (SHW)
| International Association of Machinist 78
and Aerospace Workers (IAM)
Shop International Brotherhood of Firemen 120
Crafi and 0ilers (F&0)
Railway Carmen of the U.S. and Canada 216
{Carmen)
International Brotherhood of Boiler- 30
mekers and Blacksmiths (B&B)
International Brotherhood of Electrical 103
Workers (IBEW)
Brotherhood of Maintenance of Way 466
Employees (M of W)
Brotherhood of Railway, Airline and 765
Steamship Clerks (BRAC}
Brotherhood of Locomotive Engineers (BLE) 317
United Transportation Union {UTU) 1,050
American Railway Supervisors Association 102
{ARSA)
Crotherticod of Railroad Signaimen 103
American Train Dispatchers Association 29
{ATDA)
Railroud Yard Masters of America (YM) 40
Officials 100
TOTAL 3,034
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EXHIBIT 1
SCENARIO 1: EMBARGD IMPOSED ON LINES WEST

A. Worst Case Labor Protection Cost Estimates

:Number of Employees 1
Number of Employees| Eligible for Labor [Number of Employees! Contingent Labor
Furtoughed Protection 5 Required Under ( Protection
Year From Lines West! | Under Embargo [Mrected Services | Cost Cstimations
(980 . 1,934 3,534 2,600/ None 236 1
1980 UDrBﬂm&l(ﬂn"4moglJ— 1,327 _ﬁorSnms)ﬂfordnmsJ Up to 335 i
- . — — Vo
1981 3,251 1,185 None Up to $33.7 mm
I —

982 2,991 1,099 Nene Up to $33.2 mm
1983 2,752 1,010 None L_Up to $32.6 mm
1984 2,532 930 None & Up to $32.2 mm

Total Up to $166.7 mm_J

Note: In Scenario 1, only the Brotherhood of Railway and Airline Clerks (BRAC) and the
Shop Craft employees are entitled to labor protection payments. The legal
opinion is that the ICC would not impose protection payments under an embargo
situation. However, due to collective bargaining agreements, both BRAC and Shop
Craft employees are entitled to up to five years of payments.

1Tota‘% Milwaukee employees--10,266 as of April 30, 1979; total Milwaukee employees on

Lines West--3,534 as of June 26, 1979 (see Table 1). From 1981 through 1974, an
attrition level of eight percent (the industry average) is assumed.

2 .
In 198@, the number is the sum of Shop Craft and BRAC employees. 1In 1981, a 10 percent
attrition level (employees reaching retirement age, finding employment elsewhere, etc.)

js assumed. In subsequent years, an attrition level of 8 percent (the industry average)
15 assumed.
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EXHIBIT 1 (Continued)

B. Labor Protection Cost Calculations Where A1l Eligible Employees Take Lump Sum1

Number of Average
Emplcyees Lump Sum
Number of Taking Lump- | Average Annual| Separation Total Total (
Eligible Sum Separa- Company Cost Pay Per 3 Separation Protection |
Year Employees tion Pay Per Employee Employee Pay*? Cost® i
1880 1,327 1,327 $26,400 $23,638 $31,367,600 $31,367,600 {

|

—

]This protection cost is the same (if all eligible employees take Tump sum) whether or not there

is directed service.

2

4

5

Total BRAC employees {Lines West) or 765 plus total Shop Craft employees (Lines West) or 562
3equa1s 1,327,

See Table 2.

Average separation pay per emplioyee multiplied by the number of employees taking lump-sum

separation pay.

Sum of total wage continuation payments and total separation pay.



TABLE 2
LUMP-SUM SEPARATION PAY

According to Milwavkee management, the average per day rate of compensation
per employee fs }74.98. For our calculations, this oumber has been rounded
off to $75.00. Eligible employees who opt for a Jump sum settliement receive
a certain numoer of days pay based on length of service. The schedule js based
on the Washington Job Protection Payment Agreement of 1936:

Section 9. Any employee eligible to receive 2

cogrdinaticn allowance under Section 7 hereof may, at his

option at “he time of coordination, resign and (in lieu of

all othev benefits and protections provided in this agree-

ment) arcept in a tump sum a separation allowance determined
in accerdance with the following schegule:

Length of Service Separation Allowance
1 year & Yess than 2 years 3 months' pay
2 years & less than 3 years £ months® pay
3 years & less than 5 years 9 months' pay
5 sears & less than 10 years 12 months' pay
IC years § less than 15 years 12 months' pay
15 years and over 12 months® pay

In the case of employees with less than one year's
service, five days' pay, at the rate of the position last occupied,
for each menth in which they performed service will be paid as
the Tump sum.

{a' Length of service shall be computed as provided
in Section 7.

{£) One months' pay shall be computed by multiplying
by 30 the daily rate of pay received by the
empioyee in the position Tast occupied prior to
time of coordination.

The percentage of various Milwaukee employees eligible for 30 days' pay

to 360 days' pay is:

Nc. Employees &) lowance Daily Rate
8.5V & 30 days $75.00
2.8 0 75.00
1.9% 180 75.00
5.90 270 75.00

B0.72 360 75.00

Therefuore, the total separation pay for all employees of Lines West is:

No. Employees Mlowance Daily Rate Amount

303 30 days $75.00 t 681,750

101 S0 75.00 681,750

69 180 75.00 $31,3500

208 270 75.00 4,212,000

2,853 360 75.00 77,031,000

Total 3,534 $83,538,000

This amounts to &n average of $23,638 per employee.
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EXHIBIT 1 (continued)

C. Labor Protection Cost Calculations with Directed Services
Where One-Tnird of Eligible Employees Take Lump Sum

1
2

See Table 2.

In 1980, the number is the sum of Shop Craft and BRAC employees.

Number of Number of
Employees Average tmployees Average Wage
Humber of |Taking Lump Sum|Average Annual Lumg Sum Total To Receive Continuation Total Wage Total
Eligible , [|Separaticn Pay | Company Cost |Separation Pa¥ Separation Wege Continua Payment Continuation Protection
LEFEF Employees® FAssumes 33-1/3%)| Per Employee ! Per Empioyee Pay tion Paymentsd Per Employeet Pdysenisd Cost®
. 885 (for 4 264 4
196C 1,327 442 26,400 $23,638 $10,648,000 months only) $26,400 $15,576,000 $26,024,000
- Applicabie 1n Applicable in {Applicable in
1981 797 first yr. only 28,250 first yr. only |first yr.only 797 28,250 22,515,000 22,515,000
. Applicable in Applicable in |Applicable in
1982 733 first yr. only 30,200 first yr.only |first yr.only 733 30,200 22,136,000 22,136,000
Applicable in Applicable in |Applicable in
1983 674 first yr. only 32,340 first yr.only |first yr.only 674 32,340 21,797,000 21,797,000
Applicable in Applicable in |Applicable in
1984 620 first yr. only 34,600 first yr. only |first yr.only 620 34,600 21,452,000 21,452,000
Applicable in ' Applicable in |Applicable in | 570 {for 8
1985 570 fFirst yr anly 37,000 first yr. only |First yr only months ) 37,000 14,100,000 14,100,000
TOTAL $120,235,000

3The year one {1980) figure is the difference between the tota) number of entitled employees and those taking Jump-sum separation payment

The year 1981 reduction is due to a 10 percent attrition factor.

4The carrier is gbligated to compensate each employee according to length of service and average annual pay.
employee's wages, fringes, salary increases and cost-of-living increases.

5
payment.
6

The sum of total wage continuation payments and total separation pay.

Subsequent years have an 8 percent {industry average) attrition facter

Total compensation includes tre
Table 3 shows how the numbers were calculated.

This figure is the result of multiplying the total nunber of employees receiving wage protection payments by the average wage continuatcn
For "directed services,” a four-month payment period is used instead of the full-year figure,



TABLE 3

AVERAGE ANNUAL COST PER EMPLOYEE

Milwaukee management has indicated that the average annual wage
per employee is $18,000. The total cost to the company includes the
fringes which average 33 percent of base pay. Therefore, in 1979 the
cost per employee is $24,000. The following table indicates the
company's expected cost, including wage increases and cost of 1iving
increases. The caltculation for 1980 assumes a 5 pevcent wage increase
and a 5 percent cost of living increase or 10 percent overall. A 7 per-
cent increase is assumed for each subsequent year. This is within the

President's wage guidelines.

Annual Average

Year Increase Employee Cost
1980 5% wage; 5% cost of living | $26,400
1981 a 7% | $25,250
1982 | 7% $30,200
L1983 5 $32,340
1984 7% $34,600
1985 | 7% $37,000
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EXHIBIT 1 {continued)

0. Labor Protection Cost Calculations Without Directed Services

1

Number of Number of Average
Employees Average EmpToyees Wage
Kumber of Taking Lump Wverage Annual | Separation Total to Recelve | Continuation Total Wage Total
Eligible 1 [Sum Separatior Company fost Pay Per Separation Wage Continua-| Payment Per continuatiqn Protectjon
Year Employees {Assumes 33%!| Per Employee Employee Pay ! tion Payments] Emp1uyee1 Payments Cost
1980 1,327 442 26,400 $23,638 $10,448,000 B3S $26,400 $23,364,000 $33,812,000
Applicable 1n Applicable in | Applicabie in
1981 797 First yr only 28,250 first yr.only | first yr only 797 28,250 22,515,000 22,515,000
Applicable in Appticable in | Applicable in
1982 733 first yr.only 30,200 first yr.only | first yr only 733 30,200 22,136,000 22,136,000
Applicable in Applicable in | Applicable in
1983 674 first yr.only 32,340 first yr.only | first yr.only &§74 32,340 21,797,000 21,797,000
nplicable in Applicable in Appliéﬁb]e in
1984 620 First yr. only 34,600 first yr.only | first yr. only 520 34,600 21,452,000 21,452,000
Total $121,712,000

See footnotes 1 through 6 on Exhibit 1.C.
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EXHIBIT 1 (continued)

See footnotes 1, 3, 4, 5 and 6 on Exhibit 1.C.

L

£. Labor Protection Cost Calculations Where A1l Eligible Employees Take
Five-Year Payout Without Directed Services
Number of
Employees Average
Number of Average Annual To Recejve [Wage Continua- Total Wage Total
Eligibie Comnany Cost | Wege Continuad tion Payment | Continuation Prutection
Year Employees Per Enployee | tion Payments| Per Employee! Payments! Cost!
1980 1,327 $26,400 1,327 $26,400 $35,032,800 $35,032,800
1981 1,194 28,250 1,194 28,250 33,730,500 33,730,500
1982 1,099 30,200 1,099 30,200 33,189,800 33,189,800
1983 1,010 32,340 1,010 32,340 32,663,400 32,663,400
1984 930 34,600 930 34,600 32,177,500 32,177,500
Total $166,794,000




EXHIBIT 2
RAILROAD UNEMPLOYMENT INSURANCE ACT

Brief Qutline: Qualification Requirements and Benefits

QUALIFICATION REQUIREMENTS

An employze shall be a "qualified employee” 1f the Board finds that his
compensation wiil have been not less than $1,000.00 with respect to the "base
year“! and if such employee has had ng compensation prior to such year, that
he will have had compensation with respect to esch of not less than five months

in such year.

BENEFITSZ

Daily Rate:

Duration of
Banefits:

Sixty percent of the daily rate of compensation for employee's
last employment in the base year but shall not exceed $25.00
per day of such unemployment.

Maximum number of days of unemployment within a benefit year:3

Mprmal unemployment benefits: 130 days within a benefit
year except the total amount of benefits paid an employee
shall not exceed the employee's compensation in the base
wear., ({(ELarnings §n excess of $775.00 fn any months shall
not be taken into account.)

Extended benefits: An unemployed employee who has exhausted
his "mormal benefits" 1n a benefit year shall be entitled to
the following additfonal benefits:

o Less than 10 years service--65 days but total extended
penefits shall not exceed 50 percent of the employee’s
compensation in the base year., (Earnings in excess of
$775.00 in any month shall not be taken into account.)

¢ Ten years and less than 15--65 days.

» 15 years and over--130 days.

]Base Year = Completed calendar year immed{ately preceding the
"benefit year."

zThesn RUI benefits are not payable whiie the empioyee §5 eligible
and is receiving compensation under any agreement providing pro-
tective payments or under any conditions imposed by ICC. However,
RUI benefits will commence at the expiration of such payments and

w111 continue so long as the employee fs unemployed for the dura-
tion as outlined above.

3

Benefit Year » Twelve-month period beginning July 1 of any year

and ending June 30 of the next year.
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Alternative Labor Protection Requirements

It is coaceivable that any of three situations could arise in the event

of an embargo.

1. The ICC could impose "directed service” by another carrier
for up to 240 days on shut-down portions of the Milwaukee.
Under this arrangement, the Federal government would be
respensible for compensating the directed carrier or car-
riers handling the service for any losses incurred, plus a
six percent profit. It is not clear at this time exactiy
how many Milwaukee employees would be used o perform such
services. Mr. Lawrence Harrington, Vice President of Manage-
ment Services for the Milwaukee Trustee, estimated 2,000,
whereas the directed railroad may use far less than that
number and prior to the expiration of the 240 days, shippers
would, no doubt, be encouraged and would find other means cf
moving their traffic. Thus, over this period, the need for
service and employees may decrease. For purposes of this
study, however, 2,000 employees were assumed. The employees
not used by the directed railroad, approximately 1,500,
would be furloughed immediately; those used would be fur-
Toughed as the demand for service declined; and all would be
furloughed at the end of 240 days. Under this arrangement,
the estimated Tabor protection costs could range from $37
million if all eligible employees take a Tump-sum separation
payment to $120 million if only one-third of the eligible
employees take the lump-sum separation payment (see Exhibits
1.B. and 1.C). It is possible that no eligible employees
would take the Tump-sum separation payment. In that event,
the total labor protection costs would be $167 million (see
Exhibit [.4.).

2. The ICT could refrain from imposing directed services. Under
this arrangement, estimated labor protectiom costs could range
from $37 million to $167 million (see Exhibits 1.A, 1.D and 1.E).

3. The courts couid rule, after potentially protracted litiga-
tinn, that & proposed embargo is a defacto abandonment as
defined in 49 USC & 10903. 1In such a case, the abandonment
procedures of the Interstate Commerce Commission would be
applied. The resulting labor impacts and protection costs
are described under Scenario 2.

Impact on Labor
In both of the above-cited cases in which an embargo is actually

effected, the impacts on labor are dramatic {1 and 2 above). In each case,
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all 3,500 employces lose their jobs within 240 days. In both cases, 2,200
employees are not provided with labor protection and 1,200 are provided with
contingent labor protection in the event of victory in probable litigation
against the estate. Als¢, in both cases, all furloughed employees' "actual
wage levels” are iikely to be reduced to the Railrocad Unemployment Insurance
levels of up to $25.00 per day; the exception being the 2,000 employees re-
tained for directed service for 240 days. In the case of this group, seniority
by craft and class determines which employees are retained. Where junior
employees are replaced by senior employees, the seniors are likely to incur
reductions in wages. Since many individual decisions will be made, it is

difficult to projeit the number of employees which would be so affected.
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SCENARID 2

Lines West of the Twin Cities Have Trackage Abandoned
Under Existing ICC Abandonment Procedures

Statutory Framework

In the case of an abandonment, the procedures of the Interstate

Commerce Commission {ICC) would be applied as set forth below:

11 USC § 205(0) states:

The trustee or trustees from time to time shall determine
what lines or portions of lines of railroad and whatever
property of the debtor, if any, should be abandoned or sold
during the pendency of the proceedings in the interests of
the debtor's escate and of ultimate reorganization .

[Ulpon order of the judge . . . authorizing any such aban-
donment or sale, but only with the approval and authorization
of the Commission when required by Chapter I of Title 49 . .
the truste. or trustees shall take all steps and carry out all
proceedings necessary for the consummaticn of any such abandoen-
ment or sale in accordance with the order of the iudge .

The language of the barkruptcy law clearly required ICC approval of
any abandonment autnorized by a judge in a proceeding to reorganize a bankrupt
railroad. The case iaw clearly holds that railroads being recrganized under
Section 77 are not exempt from the provisions of 49 USC § 10903 (formerly

49 USC § 1a), which mandates ICC approval of any abandonment or cessation of

service by a railroad. Thompson v. Texas Mexican Railway Company, 328 U.S.

134 {1946); Smith v. Hoboken R.R. Warehouse and S.S. Connecting Co., 328 U.S.

123 (1946). See In re Central Railway Co. of New Jersey, 485 F.2d 208 (3rd
3

Cir. 1973), cert. denied 414 U.S. 1131 (1974).

31t should be noted that Judge Henry J. Friendly has, on &t least two occasions,
suggested that imminent cashlessness could relieve a debtor railroad from these
requirements. In re Penn Central Transportation Co., 384 F. Supp. 895, 919
(1974); Matter of Valvation Proceedings Under §8 303{(c) & 306, 439 F. Supp.
1351, 1376 {1977).
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Therefore, any proposal for the abandonment of facilities of the
Milwaukee Railroad will have to be approved by the ICC pursuant to the proce-

dures set forth in 49 USC 3 10903, et seq.

49 USC § 10903(b)(2), formerly 49 USC 8 l1a(4), <tates:

On approval, the Commission shall issue to the rail carrier

a certificate describing the abandonment or discontinuance

approved by the Commission. Each certificate shall also con-

tain provisions to protect the interests of employees. The

provisions shall be at least as beneficial to those interests

as the provisions established under Section 11347 of this

title and Section 565(b) of Title 45.

The Interstate Commerce Act thus requires that any abandonment authorized
by the Commission contain provisions to protect the interests of railroad em-
nloyees. The reference to 45 USC & 565(b) is to the so-called "Amtrak Condi-
tions" set forth in the Tegislation which created the National Rail Passenger

Corporation ("Amtralk").

The employ<e protective conditions which the Commission routinely applies

to all current abandonment situations are set forth in Orecon Short Line Rail-

road and the Union Pacific Railroad Company--Abandonment--Goshen, 354 ICC 76

(1977). These conditions spell out in great detail the protections provided to
ratl-2ad employees and the financial burden which must be borne by the railroad

in providing these protective conditions.

Therefore, the ICC would be required in approving any abandonment proposal
for the Milwaukee Railroad to impose either the Oregon Short Line (0SL) Conditions or
conditions no less protective than Amtrak Conditions with respect to the portions

of the railroad sougnt to be abandonedl4 Although the Interstate Commerce Act

4, . .
This assumes that the abandonment plan would be part of a reorganization of the

railroad pursuant to Section 77, not a liquidation of a totally insclvent
railroad.
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requires the ICC to balance a variety of factors in determining the appropriateness
of the abandonment, including the financial condition of the railroad, the
imposition of protective conditions is mandatory and may not be avoided by the
Commission even though compliance by the railroad with such protective conditions

might be financially burdensome.

Labor Protections

The Oregon Short Line Conditions, as promulgated by ICC, include
a modification of Sections 4 and 5 of the Washington Job Protection Agreement
(Washington Job Agreement of May 1936) requiring the railroad to give the represen-
tatives of the empioyees 90 days advance notice of the proposed abandonment
together with all detajls affecting the employees and require the consummation of
implementing agreements with each union prior to effecting the abandonment.
Failing agreement, either party may submit the unresolved issues to final and
binding arbitratior. The neutral arbitrator has authority to set forth the

terms of the implementing agreement.

The OSL Conditions, then, impose as a combination with the above
"notice and agreement” provisions, the Amtrak Conditions. These Conditions
give the employees a maximum of six years (not to exceed years of service prior
to date affected) protection against any financial loss from such employment
including protection against any loss of fringe benefits such as, but not Timited
to, free transportation, health and welfare, and hospitalization coverage,

pensions, etc.

To protect the employee against financial loss, the Conditions provide

that the employee will receive no less in compensation each month during his
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protective period than the monthly average of the total compensation received
during the 12-month period immediately preceding the date affected, including over-
time and all monies as well as arbitraries received by the employee. This monthly
guarantee is reducad during the protective period by other ouside earnings. If

the affected employee has sufficient seniority to centinue employment with the
railroad, his guarantee is termed & "displacement allowance"” and is reduced by

his continued railroad earnings. If he displaces an employee, that employee

immediately becomes eiigible for these same protective conditions.

If the employee is required to move his place of residence to continue
his railroad employment, the Conditions reguire the railroad to reimburse the
employee for all moving expenses and if he owns a home, to protect him from any

loss in its sale from its fair value.

If the employce cannct obtain another position with the railroad,
the employee is furloughed, that is, he continues to retain his employment
relationship with tne railrcad and retains his seniority but there are no jobs
available to him. The employee guarantee, when furloughed, is termed a
“dismissal allowance" and is computed in the same manner with the same duration
as the “"displacement allowance." Such allowance is also reduced by other outside
earnings. Both the aisplacement and dismissal allowances are increased by

subsequent general wace increases.

A furloughea employee who qualifies for a dismissal allowance aiso has
the ontion of resigning from the services of the railroad znd accepting a
“"separation allowance" in lieu of all other benefits. The separation allowance

is determined as follows:
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Length of Service Separation Allowance

Less than one year 5 days pay for each
month worked

One year, but less than two years 90 days pay

Two years, but less than three years 180 days pay

Three yezrs, but less than five years 270 days pay

Five years or more 360 days pay

Labor Protection Costs

Under an ICC-imposed abandonment of Lines West of the Milwaukee Road,
labor protection costs could range from an estimated low of $83 million (in
the unlikely event that all employees elected the less lucrative lump-sum
separation payment) to a high of $521 million {in the worst case in which
all employees rlected the full six-year wage and fringe benefits payment op-

tion). Yearly allocations and calculations are provided in Exhibits 3.A.

through 3.D.

Impact on Labor

The positive implications regarding the impact on labor should the ICC
approve the abandonment of Lines West of Twin Cities and impose in its order
cmployee protecrion would be the equivalent of wage payments given the employees
for up to six years (80 percent of Milwaukee employees have six or more years
of service) or until new employment is found; in additicn, the fringe benefits,
such as hospitalization and health and welfare benefits, are continued for the
employee and family at no expense to the employee during this period. At the
end of the protective period, if the employee is still unemployed, he becomes
eligible for RUI benefits. A1l employees are entitled to the labor protection
payments; approximately 80 percent would be entitled to wage continuation pay-

ments at full salary levels for six full years due to their length of service.
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EXHIBIT 3

SCENARIO 2: T1CC ABANDONMENT CONDITIONS
[MPOSED ON LINES WEST

1
A. Worst Case Labor Protection Lost Estimates

i Number of Numpey of
Employees Employees
Furlougheu Eligible for Labor Contingent
{Assumes 8% Protection Payments | Labor Protection
Year Attrition) Under Abandonment?| Cost Estimations
1980 3,534 3,534 Up to $93 mm
1981 3,180 3,180 Up to $9C mm
1982 2,862 2,862 Up to $86.4 mm
1983 2,634 2,634 Up to $85 mm
1984 2,423 2,423 Up to $83.8 mm
1985 2,228 2,229 Up to $82.4 mm
Total Up to $521 mm
Note: In Scenario 2, all é;pioyees are assumed td_ggnentit]ed to

Tabor protection payments. 1t is assumed that the ICC would
impose the Oregon Short Line Conditions and each affected
employee would be entitled to a choice of Tump-sum separation
pay or up to six years of wage continuation payments with
each amount based on length of service.

1 ; :
Total Milwaukee employees--10,266 as of April 30, 1979; total
Milwaukee employees on Lines West--3,534 as of June 26, 1979.

2

A1} eligible employees of Lines West.
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EXHIBIT 3 {continued)

B. Labor Protection Cost Calculations Where A1l Eligible Employees Take
Six-Year Wage Payments Option

]AII erployees of Lines West.

2See Scenario 1 footnotes,

sible case}

Numbe: of
Number of Employees Avorage
Number of Employees Average Annual| To Receive | Wage Eong1nu- Total Wage Total
Eilgibie Taking Lump- 2 Company Cost [Wage Continu- o stion Payments| Continuatign Protection
Year Employees ] |Sum Separation| Per Employee ption Payments’ per fmoioyee Payments . Cost
1980 3,534 None 126,400 3,534 $26,40¢ $93,297,600 $93,297,000
1981 3,180 Mone 28,250 3.18¢ 28,250 89,815,000 89,835,000
1982 2,862 None 30,200 2.862 36,200 86,432,400 86,432,4 0
1983 2,634 None 32,340 2,634 32,340 85,184,000 85,184,000
1984 2,423 None 34,600 2,423 24,600 83,835,800 83,835,800
1985 2,229 Hone 37,000 2,229 37,000 82,473,900 B2,473,900
Total $521,058,000
{worst pos-

3The 1980 figure is the difference between the number of eligible employees and those taking the lump-sum cption.
The 1981 figure assumes 10 percent attrition for 1980; thereafter an 8 percent attrition rate is assumed.




te-T11

C.

EXHIBIT 3 (continued)

Labor Protection Cost Calculations Where One-Third of A1l Eligible

Employees Take Lump Sum

1
2

Number of l
Number of Average Employees Average ,
Humber of Employees Average Amnual| Separation Total To Receive |MWage Continu- Total Wage ! Total
Eligible Taking Lump 1 Company Cost Pay Per Separation |Wage Continu- | ation Payments Continuatiqn ' Protectﬂon
Year Employee51 Sum Separation] Per Employee Employee2 Pay tion Paymentsl fer Employee Payments ' Cost
|
1980 3,534 1,177 $26,400 $23,638 $27,846,000 2,357 $26,400 $62,224,800 $90,979,800
Applicable 1in Applicable in
1981 2,121 first yr only 28,250 first yr.only Hone 2,121 28,250 59,918,250 59,918,250
Applicable in Applicahle 1in P
1982 1,951 first yr only 30,200 first yr.only Hone 1,951 30,200 58,920,200 38,322,200
Applicable in Applicable in i -
1983 1,795 First yr. only 32,340 first yr.only Kone 1,795 32,340 59,845,300 59,345,300
Applicable in Applicable in .
1984 1,651 first yr.anly 34,600 first yr.only None 1,651 34,600 57,124,600 57,724,600
Applicable in ¥ Applicable 1n e s
1985 1,520 first yr.only 37,000 First yr only None 1,520 37,000 56,240,000 55,240,000
Totail $322,717,000

See footnotes fn Exhibit 3.B.

Sea Table 1.
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EXHIRIT 3 {(continued}
D. Labor Protection Cost Calculations wWhere A1l Employees Take Lump Sum

Number of Average !
Number of Employees Average Annual] Separation Totatl Total i

Eligible Taking tump 7| Company Cost Pay Per Separation Protection
Year Employees Sum Separation] Per Employee Emp]oyee1 Payl Cost /
1980 3,534 3,534 $26,400 $23,638 $83,538,000 $83,538,000:
. !
Total $83,538,00G]
|

!

See footnotes in Exhibit 3.B.



The remaining 20 percent, or approximately 700, having less than six full years
of service, would receive labor protection costs for a period not to exceed

their years of service prior to the date affected.

The negative implications are that the Trustee has indicated that there
is no money available to pay any employee protective payments and any claims
for such would have to eventually be settled by the estate. Again, this would
require years of litigation, during which time the only benefits available to
the empioyee would be those provided under the RUI Act. Cther negative impli-
cations, of course, involve the immediate loss of empleyment for all 3,500

workers.
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SCENARIQ 3
Lirnes West of Twin Cities Are Reorganized in
Accordance with the SORE Lines West Proposal
For the purpose of analyzing the financial impact on Tabor and the cost
of labor protection for Scenarios 3 and 4, both are treated as one since

the results would be identical (see Exhibit 4).

Spokesmen for SORE indicate 111 the employees {approximately 3,500)
currently emplioyed on Lines West of Twin Cities would be employed by the re-
organized company. SORE spokesmen also contend the decline in traffic on Lines
West is directly tied to the railroads’ decline or deterioration in service
to the shippers. SORE's primary objective is to improve and provide additional

service as quickly as possible.

This plan, along with a plan for an accelerated rehabilitation program,
will require the recall of currently furloughed employeces and the hiring of
additional new employees to provide improved services to the shippers. Under
these conditions and assuming the financial viability of the SCRE proposal,
there would be no adverse financial impact on labor, as all the present emplioyees
would be continued in employment resulting in the payment of no employee pro-
tection. Thus, there would, of course, be no employee protection costs. Nor
would there be any financial drain on the Railroad Unemployment Insurance Fund.
There is also no basis for assuming that any employees would face a reduction
in wages and fringes, although this is a possibility on a voluntary basis under

a stock purchase plar discussed in Scenario 4.
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EXHIBIT 4
SCENARIOS 3 AND 4: EMPLOYEE STOCK QWMERSHIP PLAN

Worst Case tabor Protection Cost Estimates]

Number of Number of

Number of Employees Employees Labor

Employees Retained on Direcied Protection
Year Furloughed by SORE Services Obligation
1980 None 3,534% None None
1981 None 3,534* None None
1982 None 3,534 None None
1983 None 3,534 None None
1984 None 3,534 None None

Note: Under the Scenarios 3 and 4 all employees eligible for
protection payments are employed; therefore, no labor
protection liability is incurred.

1
Total Milwaukee employees--10,266 as of April 30, 1979; total
Milwaukee employecs on Lines West--3,534 as of June 26, 1979.



Focus of Analysis on ESOP

Because quastions regarding the labor protection costs and the financial
impact on labor are moot assuming viable operations, and given the focus of
Scenario 4 on the potential of a traditional ESOP as a mechanism for financing
the SORE proposal, the balance of the analysis of Scenario 3 is focused on ESOP

considerations and characteristics as a basis of comparison with Scenarjo 4.

Financial Characteristics of the SORE
Proposal

According to the SORE proposal, the Milwaukee Road's western lines employees

are proposing to acquire and operate the Twin Cities transcontinental routes.
The railroad filed a petition for voluntary reorganization under Section 77 of
the Federal Bankruptcy Act on December 19, 1577, and presently operates under
the management of a Trustee. The Milwaukee is owned by the Chicago Milwaukee
Corporation, a hoiding company listed and actively traded on the New Yark
Stock Exchange.5 In addition to the Milwaukee Railroad, the holding company
owns a profitable manufacturer of food preparation and storage equipment,

a porcelain enameling services company, an institutional wholesale food and
equipment business, a concrete paving firm and a metal fabricator. The
railroad owns a motor carrier, a land company with substantial holdings and

income, and interests in a number of terminal and belt-line railroads.

Total assets of the Milwaukee Road were carried on its 1378 year-end
balance sheet at $898,346,000, and at $880,210,000 on March 31, 1979. Lia-

bilities at the latter date included current liabilities of $112,099,000,

5 .
Closing price of the common stock June 27, 1979, as reported by The Washington
Post newspaper, was $15.00; the closing price of the preferred was $38.50.
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reserves and other liabilities of $28,412,000, long-term debt of $307,323,000,
deferred liabilities and income taxes of $102,877,000 and shareholders’ equi ty
of $268,504,000. The net loss for the first quarter of 1979 was $44,004,000,

which almost equaled the Joss for the entire previous year of $49 million.

A report on trke estimated liquidation value of the assets of the

Milwaukee Road, including its investment in the Milwaukee Land Company and

the Milwaukee Moter Transportation Company, was submitted to the Trustee on
November 29, 197%. The total estimated Tiquidation value of $832,166,000 is
based on conditions existing as of December 31, 1977. By far the most signifi-
cant classes of assets reflected in the estimate are the railrpad's physical
properties of an estimated liquidation value of $646,161,000 and the Tand
company investment estimated at $110,203,000. The properties figure includes
real estate estimated at $228,458,000, roadway estimated at $276,353,000

and equipment at $141,350,000. No going concern value was included in this

estimate.

The assets of the Milwaukee Road proposed to be acquired under the
SORE proposal have an estimated tiquidation value of $370 million, calculated

as follows (dollar amounts are in thousands):

I. REAL PROPERTY OF RAILROCAD (in thousand acres):
Idaho 4,029 acres $ 2,075
Minnesota 1,768 5,000
Montana 26,745 6,080
North Dskota 7,218 1,500
South Dakota 30,941 7,650
Washington 17,504 43,057

88,205 acres $ 65,362
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II. ROADWAY PROPERTY:
Track $112,752
Signals and Communications 1,188
$113,940
T1I. MILWAUKEE MOTOR TRANSPORTATION COMPANY:
Liquidation Value $1,330 443 $ 585
IV. OTHER INVESTMENTS:
Longview Switching Company $ 11
Delta A'aska Terminal, Ltd. 1
Minneapolis Eastern Railway Company 10
(40%)
Minnesota Transfer Railway Company 114
(40%)
Trailer Train 247
$ 383
V. MILWAUKEE LAND COMPANY $110,203
VI. OWNED EQUIPMENT:
Freight Train Car (44%) $ 50,568
Locomotives (44%) 13,050
Work Equipment (44%) 3,673
Motor Vehicles, Shop and
Power Plant Machinery (40%) ag1
$ 62,272
VII. INVENTORY (Materials & Supplies): $ 1,717
TOTAL ASSETS $370,462

This figure represents approximately 44 percent of the estimated liquidation
value of total Milwaukee assets of $832 million as of December 31, 1977. The

SORE proposal also includes assumption of a pro rata share of Milwaukee debt,
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i.e., 44 percent of $345 million® or $152 million. Included in the proposal
for the new railrcad are 4,400 miles of lines and upwards of 3,500 employees,

initially.

The proposal cites the need for approximately 3118 million for rehabili-
tation of the main 1ine between St. Paul and Tacoma, with $60 million fresh
cash required dufing the first year of a five-year program. Sources of these
funds are suggested to be financing under the Emergency Rail Services Act
($15,600,000), the Railroad Revitalization and Regulatory Reform Act ($12,300,000),

and an employee stock ownership plan (ESOP) (§32,108,003).

The SORE proposal envisions the incorporation of a new Lines West rail-
road to be owned by the present employees on the Milwaukee transcontinental
routes ahd perhaps other Mjlwaukee Road employees. At the same time, an em-
ployee stock ownership plan would be established to provide for the mechanics
of vesting ownership in the employees and also to assist in obtaining additional
financing {working capital) required to operate the new line. According to the
SORE estimates, the net liquidation value of the Lines West proposed asset
structure, including the Mjilwaukee Land Company, is approximately $218 million,
based on year-end 1277 figures (%370 million less $152 million). Assuming
3,500 initial employees, the pro rata liquidation value attributed to each

employee, if 3,500 participate, is approximately $62,000.

The Lines ¥est ESOP, as suggested above, would contribute $32 million

borrowed from interested governments, but actually made available from the

6 This figure excludes debt recently incurred to rehabilitate the Chicago to
Twin Cities Tine. The interim balance sheet dated March 31, 1979, shows
total liabilities not including capital of $550,711,000.
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Department of Conmerce's tconomic Development Administration (FDA) yrants
(under Title IX of the Public Works and Economic Development Act of 1965, as
amended in 1974). The loans would be repaid from Lines West cash flow at
which time the new Lines West common stock may begin to be allocated to
individual employee accounts as provided in the trust agreement which is part
and parcel of the ESUP. (An employee stock ownership trust is referred to

by the acronym ESCT, to indicate that it qualifies under Section 401(a) of the
Internal Revenue Code’ for certain tax advantages.) Section 401{a) and the
folliowing sections are the key tax code provisions for employee pension and
benefit plans, including bonus, profit-sharing and stock ownership plans, all
so-called "deferred compensation plans,” which means that the participant
employees are taxed only upon actual receipt of benefits on retirement, for
example, and the contributing emplioyer is entitled to a tax deduction based on
the amounts contributed to the program, subject to certain limits specified

in the tax code.

The ESOP proposed by the SORE group is a “"stock bonus money purchase
pension trust," which may qualify under Section 401(a) for fotal annual
emplover contributians of up to 25 percent of total covered compensation.
The fact that the E30P is coupled with a means {the EDA grant money} to
nrovide needed carital to the employer (Lines West) indicates that it is a
"Kelsp-type" pian, named after its best known proponent. Complicating the
SORE proposal for employee ownership by an ESQP is a companion proposal for

joint ownership, via a shippers' stock ownership plan (SSOP), along with a

726 USC 401(a).
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number of important shippers. Under present law, the latter propusal iy ol

questionable feasibility.

As is expliained in the following sections, it is technically and legally
possible to vest ownership of Lines West in its employees. It should be
kept in mind, however, that ESOPs, while advantageous tax-wise to profitable
firms, can perhaps become a burden to a struggling, unprofitable firm,

especially if a fixed repayment schedule must be observed.

The ESQP Approach in the SQRE Proposal

Section 401(a) of the Internal Revenue Code offers tax advantages both
to employer corpcrations as well as employees with respect to a number of
various employee benefit plans. Included are various types of employee stock
purchase and stock bonus plans. These are essentially employee pension plans
in the eyes of the Internal Revenue Service (IRS) with the employer allowed
to deduct the faiir market value of contributed stock or cash contributions
for the purchase of stock at fair market value. A fund or trust is utilized
to receive emplcyer contributions and to administer individual employee

participation.

The SORE proposal includes an ESOP in the form of a traditional employee
stock bonus plun (no employee contribution) utilizing the "Kelso" idea com-
bining the ESOP with employer financing (in the amount of $32 miilion). However,
instead of an employer (Lines West) guarantee, it appears necessary to seek the
required financing under a U.S. government program such as Title IX of the
Public Works and Economic Development Act of 1965 {as amended in 1974}, admin-

istered by the Economic Development Administration (EDA) of the Department of
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Commerce or the Farmers Home Administration B&I loan gquarantee program,
depending on the availability of funds under either one or both programs.

For example, the Lines West employee stock ownership trust might borrow the
$32 million from a public grantee of the EDA. The purpose of Title IX is to
provide communities with special economic development and adjustment assis-
tance required by sudden and severe economic dislocation. Loss of employment
resulting from discontinuance of the Milwaukee transcontinental lines would

perhaps qualify cormunities, or states, for EDA grants under Title IX.

The ESOT would then purchase shares of Lines West with the $32 million
added to working capital, the carrier alsc agreeing to contribute to the ESOT
funds sufficient for repayment of principal, with interest, to the grantee
of the amount borrawed. In the meantime, the £SOT-owned shares collateralize
the 1oén until Lires West tax-deductible payments to the ESOT are sufficient
for release of the shares which are then allocated to individual participating
employee ESOT accounts. The allocations of share ownership are pursuant to
the agreement between Lines West and the ESOT in establishment of the trust.
An example of an EDA-supported ESOP by means of a public¢ grantee of Title IX
funds is the South Bend Lathe, Inc., which was spun off to emplioyees by Amsted

Industries, Inc., in 1975,

While *he traditional ESOT normally involves an employer guarantee and |
employer tax benefits, these two factors may not necessarily be present under

the SORE proposal for Lines West. The obvious reason s that Lines West is thn

not expected to be profitable for the first several years of operation under |

SORE. Accordingly. its guarantee would perhaps not be acceptable to a private /

lender. Hence, the DA involvement. Also, as a loss operation, the deductibiliﬁy
|
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of payments to the ESOT would be of little immediate value to Lines West.

In any case, deductibility would be questionable under an IRS ru]ing8 regarding
Section 401(a) to the effect that the borrowing by the trust must be for the
exclusive benefit of the employees and not to benefit an employer unable to

find his own sources of funds.

Additional complicating factors present in the proposed ESQP involve )
participaticn by present and future Lines West shippers. Aside from the ob-
vious problems under statutes and Interstate Commerce Commissien requlations
prohibiting kickbacks to shippers, and the exclusive dealing relationship im-
plicit in a significant stock ownership role, an ESCP cannot be utilized for
this purpose. The important tax advantages of an ESOP--to the employees as
well as employer--are not available unless the plan qualifies under the
relevant code provisions. Obviously, with shippers participating, present
law would not permit deductibility of Lines West payments for stock acquisitions
by shippers. Moreover, such payments would be considered taxable income to
shippers receiving the stock and, of course, to the shippers stock ownership
plan {SSOP) itself. It is considered premature to assume that legislation

IR pTEe AR JP see R et o
granting ESOT-type tax advantages to an 5S0P can be expected, in view of

Treasury Department opposition in the past to proposed liberalized tax

treatment for Kelso-type ESOPs.

The SORE proposal, as it relates strictly to the ESGP and not to SSOP
as well, in fact, would seem to provide an advantageous means of stock ownership

by Lines West employees. Not only would there be no risk of loss to employees

8rev. Rul. 71-311.
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arising from stock purchases or assumption of employer or ESOT debt or
guarantees, but they would also enjoy the tax benefits afforded by a qualify-
ing plan. Up to 25 percent of compensation would be deductible by the employer
and not attributable as income to the employees. Assuming covered compensation of
$18,000 per employee per year, Lines West could deduct, therefore, up to $16 million in
contributions to the ESOT (but not the SSOP under the present law). Dividends
and shares would not be taxable to the participating employees until actually
distributed. Moreover, distribution of shares is eligible for special tax
treatment under certain circumstances and, in any case, is deferred until the
time of actual distribution. The employer deductible feature is relevant only
in cases in whick taxable income is present, though nothing would prevent a
plan which otherwise gqualifies from receiving contributions out of "cash flow."
The ma{n points of emphasis, however, are that under the SORE proposal:
) Ownership of the entire Lines West rail system
may be wholly vested in its employees without any
cost or financial obligation to them.
. The acquisition of capital stock under the SORE-
proposed ESOT carries distinct tax advantages
unique to qualifying employee benefit plans.

In addition to the acquisition of ownership without cost to themselves,
the employees will continue to be covered under the provisions of the railroad
retirement system established by the Railroad Retircment Act of 1935, as
amended in 1874,

(
The Chicago & Northwestern and Conrail experiences suggest that operatiﬁb\

unicn employees were not willing to trade their traditional wage system

for "a piece of the action." The Conrail situation is described
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briefiy elsewhere herein. Less than ten percent of Chicago & Northwestern !
employees participated in the sale of that railroad and those were mostly /
management personnel. Unless faced with the alternative of absclute loss of f

. ) X . |
income, 1t may be expected that present employees will view cautiously -

acquisition of ownership in a Lines HWest railroad. In conclusion, if the Z
various parties do agree, i.e., the courts, the Federal government, labor, \
creditors, then Lines West stands a chance of being first as a rail carrier )

owned by its rank-and-file employees.

I1-35



SCENARIC 4

The SORE Proposal Is Implemented in
the Form of a Traditional Employee Stock Ownership Plan

The financial impact on labor and the costs of labor protection in
Scenario 4 are identical to those described in Scenario 3, assuming viabhle
operations by SORE management of the Lines West. This scenario analysis

focuses on the traditional ESOP characteristics and considerations.

Qur review of literature describing the development and usage of
traditional employee stock ownership plans (ESOPs) resulted in the project
team's conclusion that an excellent document prepared by the Congressional
Research Service cf the tibrary of Congress would make a valuable contribu-
tion to the reader's understanding of ESOPs before the presentation of our
analysis. As a result, descriptive ESOP materials appearing on the following
pages (II-36 through I11-52) have been reproduced from the Congressional
Research Service Publication 77-189E (except for duly noted analytical
passages appearing on page 11-45 which were authored by MBA staff).

Traditional Employee Stock Ownership
Plans?

The concept of employee stock ownership has long been debated as a
method of achieving greater productivity for the employing firm and greater |

income for the empluyee. It is cne of several proposals, including profit- )

9This section throvgh page II-44 is reproduced from Peter Henle and Jane G.
Gravelle, Employee Stock Ownership Plans, Including Recent Legislation and
Selected References, Congressional Research Service, No. 77-T89E, August 11,
1977, pp. 1-10.
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sharing, labor-management productivity committees and productivity-sharing
arrangements, that have been adopted in various situations to provide greater

worker participation in business.

Many different types of employee stock ownership pians (ESOPs) can
be found today throughout American industry. One traditional type is the
stock purchase plen designed to encourage empioyees to utilize their own
funds to acquire company stock while remaining an employee. Typically, the
company concerned contributes to the plan in various ways including estabiish-
ing a system of payroll deduction for employee stock purchase, arranging for
reduced or no brokerage fees in stock purchase, or making a company contribu-
tion (often 20 to 25 cents for each dollar contributed by the employee) to
supplement empioyee funds. Sometimes stock purchase plans are part of a more

general employee retirement or savings plan.

For a number of leading American industrial firms, including American
Telephone and Telegraph, an employee stock purchase plan dates back to the
earty 1900s. Thesa plans became more popular during the 19205, although some
of t'iese did not survive the depression of the 1930s. A 1966 survey indicated
that one-fifth of the firms whose securities were Tisted on the New York
Stock Exchange has an employee stock purchase plan. In addition, such plans
were also well represented among banks and insurance companies.m However,

the practice is far more prevalent among larger rather than smaller firms.

OMitche1T Meyer and Harland Fox, "Employee Stock Purchase Plans," Studies
on Personnel Policy, No. 206 (National Industrial Conference Board, 1967).
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In addition to such stock purchase pians for all employees, many firms
as part of their executive compensation program have adopted stock option
plans for higher levels of management under which the employee is offered
an option to purchase company stock at the current market price without
actualiy making payment until sometime in the future. Later, if the price of
the company's stoce should rise, the employee can exercise his option to pur-
chase the stock and thus benefit from the appreciation in value. Moreover,
for a qualified option the gain in the value of the stock is not taxed until
the stock is sold, and the gain will be taxed at capital gain rates when sold
if certain conditicns are met. {The difference between the option price and
fair market value at the time of the option may, however, be subject to the
min i mum téx.) The rationale behind such stock options plans is that this type
of favorable treatment is necessary to assure the firm of retaining the valued

experience of individuzls with high managerial ability.

More recently, an increasing number of firms have been adopting a some-
what different type of stock ownership plan in the nature of a stock bonus plan,
one in which a separate trust is created to receive contributions from the

employer in the form of shares of stock to be held and allocated among the

individual emplcvees. Stock allocated to an employee accumulates over a
period of years to be distributed whenever employment is terminated, normally
upon retirement. In this form, the stock ownership plan is a form of compen-
sation to the employee having somewhat similar characteristics as an employee
pension or deferred profit-sharing retirement plan. {Corporations are allowed
to deduct the fair market value of contributed stock, just as they are allowed

to deduct contributions to pension- and profit-sharing plans.)



Both deferred profit-sharing plans and employee stock ownership ptans
utilize the device of a fund or trust to receive emplaoyer contributions and
both represent a form of supplementary compensation to the employee, aimed
primarily at providing a socurce of income at retirement. The central charac-
teristic of a defzrred profit-sharing plan is that the employer contributions
to the plan are based on profit--no profit, no contribution. The central charac-
teristic of an ESOP is that the individual employee can acquire title to shares
of stock in the firm for which he works. Thus, one plan (profit-sharing)
focuses on the formula for the employer's contribution while the other (ESOP)
focuses on the granting of ownership rights to the employee. However, the
difficulty of classifying plans is illustrated by the plans which relate the
employer's contribution to profits and also provide a fund to purchase shares

of the firm's steck to be allocated to individual employees.

One variant of this type of stock ownership that has gained special
attention in recent years represents the work of Louis 0. Kelso, San Francisco
lawyer-economist. The "Kelso Plan" is a broad proposal to improve economic
performance by giving employees a share in ownership of their firms. The key
element in a Kelse Plan is a method of utilizing an employee stock ownership

plan to help the employer borrow money from the capital market. The plan

operates as follows. The company establishes a qualified tax-exempt trust
under the Internal Revenue Code. When the corporation requires funds for
expansion, instead of going directly to the money market, the trust borrows the
necessary funds which, in turn, are invested in shares of stock of the corpora-
tion, the shares being sold at their fair market price. The corporation has

the use of the borrowed funds and guarantees to the lenders that it will make
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sufficient annual payments into the trust to meet principal and interest
payments on the Joan. The stock is owned by the trust on behalf of partici-
pating employees and, as the principal and interest payments are made, the
shares of stock become free of any lien and are allocated to each employee's
individual account. An important question is whether the stock is to have

voting privileges and, if so, who will exercise those voting rights.

Dividends may be treated a variety of ways depending on the plan. Under
some plans, the dividend payments on stock are used to reduce the amount the
corporation must pay into the fund. In other cases, dividends on ailocated
stock are additional payments into the trust or pajid directly to the employees.
As will be seen later, the Tevel of dividends paid and the use of these dividends
has a significant impact on the tax benefits and the net cost of the plan to

the corporation.

A vesting requirement is typically included under which the employee
becomes entitled to his altlocated stock only as he meets certain service
requirements. Most employees are fully vested by the time they have compieted

ten years of service.

Typically, the employee receives his vested allgcated shares of stock
or cash equivaient only at retirement or upon termination of employment,
although in some cases, certain types of emergency distributions are permitted.

In case of death, the empioyee's stock passes to his estate or named beneficiary.
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Mr. Kelso has written extensively regarding his plan. His main thesis

can be summarized as a belief that:

1. Increased output depends primarily on increasing inputs
of capital.
2. Greater ownership of such capital by a firm's employee

will provide a second income to workers enabling them

to share more directly in the increased output resuiting
from the increments of capital input and giving them
greater incentives to increase their productivity and
their interest in the profitability of the firm.

Also, Kelso has said, "All we're doing is cutting the average worker into the

capital gains pie.”

Although these newer types of employee stock ownership plans have at-

tracted greater interest in recent years, they have not yet been widely adopted.

Employee stock purcnase plans continue to operate in many major corporations.

A number of firms, including Hallmark Cards, Inc., whose profit-sharing plans

have been built upon & broad diversified portfolio, have recently switched in-

vestment philosophies to concentrate their funds' investments in the stock of

their own company, thus, in a sense, adding to the ranks of firms with employee

11

-

Louis 0. Kelso and Mortimer J. Adler, The Capitalist Manifesto (New York:
Random House, 1938), 265 p.; Louis 0. Kelso and Patricia Hetter, "Corporate
Social Responsibility without Corporate Suicide," Chaiienge, July/August
1973, pp. 52-57; Louis 0. Kelso and Norman G. Kurland, T"Financing Economic
Growth and Environmental Protection to Strengthen the Market Power of Con-
sumers,” Testimony to the Subcommittee on the Environment of the House
Committee on Intericr and Insular Affairs, January 31, 1974; Louis 0. Kelso
and Mortimer J. Adler, The New Capitalists, A Proposal to Free Economic
QEQEED from the Slavery of Savings (New York: Random House, 1961), 109 p.:
Lou1§ 0. Kelso and Patricia Hetter, Two-Factor Theory: The Economics of
Reality: How to Turn Eighty Million Workers into Capitalists on Borrowed
Money and Other Proposals  (New York: Vintage Books, 1968), 202 p.
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stock ownership plans. However, these plans have generally retained their
profit-sharing character since employer contributions continue to be related

to profits.

There are perhaps 300 Kelso-type stock ownership plans. The first of
these in 1957 irnvolved the Peninsula Newspapers, Inc., Palo Alto, California,
which utilized an ESOP to aveid a takeover by another newspaper chain. A
Yarge proportion of plans are located in California, including the Brooks
Camera Company, a chain of retail photographic stores. Many Kelso plans have
developed in special financial situations such as cases where a large firm
wishes to divest itself of a subsidiary corporation, where the owners of
a closely-held corporation wish to sell their stock, or where the firm is
threatened by a takepver action from anocther company. Although most firms
with Keﬁso~type plans are relatively small, the group does include some larger
firms, including E-Systems, Inc., a Dallas electronics and aircraft systems

concern with 7,000 employees.

Tax Treatment

Employee stock ownership plans receive certain special treatment uncer
the present tax laws, but this treatment is essentially the same as other
benefit programs designed to supplement employee compensation through employer
contributions to a trust, such as a funded pension program or profit-sharing

plan.

If such an employee stock ownership plan meets the test set forth in
Section 401{a) of the Internal Revenue Code, it would berefit from special
tax treatment {generally applicable to qualified pension, profit-sharing and

stock bonus plans), as follows:
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1. Contributions to such trusts are deductible by the
employer, but not taxable to the employse until actually
received. In the case of Kelso-type financing, em-
ployer payments teo the trust would be deductible up to
25 percent of employee compensation. Since these
contributions are used to pay principal and interest, the
effect is to allow an apparent deduction for repayment
of the loan, which is not allowed in conventional financing.

2. The trust is tax exempt so that earnings of the trust
are not taxed currently.

3. Dividends paid to the trust in a Kelso-tvpe plan are
not subject to taxation until actually paid out to the
empiocyee. While in the trust, they may accumulate
earnings tax-free. Any dividends paid to employees
are taxable to the recipient; however, the tax Taw
allows an exemption for the first $100 {$200 for a joint
return).

4, Distributions to employees are eligible fer special tax
treatment under certain circumstances, including capital
gains treatment or averaging for certain lump-sum dis-
fributions and, in the case of the death of an employee,
certain exemptions of payments from income and estate
taxes.

In addition to the special rules for taxing distributions, the benefits

from the treatment of pension plans result primarily from two features:

1. Because deductions for contributions are taken before such
cortributions are taxed to employees, taxes on this income
are deferred. A deferral of taxes is like an interest-
free Toan, with the benefits equal to 2arnings on the
deferred taxes.

2. In the case of retirement plans, an employee is Tikely
to be paying tax at a lower rate when he begins to receive
his annuity since his income subject to tax is likely to
be lower, not only because he is no longer at work but
also hecause he may benefit from such provisions as the
exemption of social security benefits, the tax credit for
the elderly, and the additicnal perscnal exemption for the
etderly.
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The Corporation's View of the
EmpToyee Stock Owrership Plan

A number of benefits can accrue to the corporation which initiates an
employee stock ownership plan but, at the same time, certain risks can be

involved.

The basic benefit claimed by proponents of employee stock ownership plans
is improved productivity and greater efficiency as employees gain a greater
financial stake in the enterprise. Whether or not an employee stock ownership
plan would have this result is difficult to gauge. There is noc general rule
that can be applied. For large corporations concerned abcut morale of rank-and-
file production workers, it seems doubtful that dispensing what would have to
be a relatively few shares of stock to each employee would mean greater employee
loyalty and higher productivity. More important would be the corporation's
record over the years in dealing with its employees. On the other hand, if
the corporation's work force is Timited and includes a high proportion of white
coltar or technical employees, the opposite may be true and the distribution
of stock through the ESQP may prove to be a meaningful incentive that will
enhance employee performance. In the case of a bankrupt railrpad, where the
very jobs of the employees are at stake, substantial improvements in productiv-
ity would clearly be in the interest of the employees and the new management.
Work rules would seem to be a particularly desirable target where meaningful
changes could result in significant effects on profitabiiity.

Certain very real advantages of utilizing an ESOP alsa occur as a result
of tax Jaw. An ESOP carries with it the special tax treatment accorded all

pension, profit-sharing, and stock bonus plans.
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(MBA analysis

However, as suqggested above in the previous section, the unigue
tax advantage claiwed for a "Kelso-type" ESODP may be overstated,
3f it exists at all. It is claimed that the empioyer corpora-
tion under a Kelso plian is permitted to deduct payments of prin-
cipal as well as of interest paid into the empicyee stock owner-
ship trust (ESOT)} sufficient to enable the latter to make timely

payments to its lender. However, the employer corporation is
not actually permitted to deduct principal payments; in fact,
it has not borrowed any funds. It has instead:

& Guaranteed a loan

o Issued its fully paid capital stock to the ESCT for
considaration {the funds the ESOT borrowed)

e Agreed to make tax-deductible contributions to the
ESOT under a tax code provision available for any
qualifying pension, profit-sharing, or stock bonus

plan

What may be overlooked or not considered by Kelso plan proponents
is that the employer corporation has already repaid the cash ad-
vanced by the £SOT the moment the fully paid stock is issued.
Further payments to the ESOT to enable repayment of the lgan to
purchase the shares means the corporation pays twice, notwith-
standing that the second series of payments is tax deductible as

permitted under the tax code. To put
corporation is just as well off in an
to reject this ESDP approach in favor
securities to institutional investors
separately established employee stock
to borrow directly instead of through

it another way, the employer
economic sense if it chooses
of a direct sale of its

in conjunction with a
ownership plan, or simply
the ESOP, then deducting the

fair market value of its shares subsequently granted the ESOP.

But, the ESOP might appear attractive

-

12
for several gther reasons. For

example, if the ESCP served as the corporation's major retirement plan, it would

have many of the advantages of a profit-sharing retirement plan, but, in addi-

tion, it would have greater flexibility in that the company's contributions need

not be profits in each year. Moreover, an ESOP plan would not be subject to

certain restrictions regarding investments enacted in the Employee Retirement

12

This section through page 11-47 is reproduced from Henle and Gravelle's

report, pp. 11-13 (see footnote 9).

I11-45




Income Security Act of 1974. (f course, corporations already heavily committed
to supplementary compensation programs would find an ESOP less attractive unless
it were willing to drop or modify its existing programs. It should also be
noted that the Internal Revenue Code places a ceiling of 25 percent of compen-
sation (as well as specific individual ceilings) on the amount that a corpora-

tion can contribute to qualified trusts and still receive special tax treatment.

Another advantage of the ESOP system far a corporation might be its
use as an executive compensation plan or as supplement to an existing plan.
It should be noted that benefits under an ESOP are allocated in proportion
to individual compensation. Thus, the plan, like most deferred compensation
plans, will tend to favor the more highly compensated employees or, as one

praponent of ESOP indicated:

Since the tSOT enables employees to acquire stock ownership
with pre-tax funds, requires no employee contributions, avoids
the necessity for employees to use accumulated savings or
individualiy borrowed funds in order to purchase stock, and
enables the corporation to deduct the full cost of the benefits,
the ESQOP is freguently superior as an executive compensation
device to stock option plans, restricted stock purchase plans

and other similar plans which reduce employees' take-home pay.13

Finally, for closely held corporations, the ESOP can be utilized to
provide a buyer for the purchase of company stock from controlling shareholders,
minority sharcholders or outside investors, thus eliminating one of the pos-
sible reasons why a company might be forced to “go public" and issue publicly

available shares of stock.

]SJohn D. Menke, "The Employee Stock Ownership Trust: A New Trend in Employee

Benefits and Corporate Finance," Chartered Life Underwriter's Journal 29:
31-36 (January 1975).




Despite these clear-cut financial advantages, certain costs or risks
accompany any ESOP. To begin with, when a corporation takes the step of
involving its employges in a stock ownership arrangement, it is not only
demonstrating its faith in the enterprise but also expressing some confidence
that in the future the price of the stock will rise. Otherwise, the gains to
the employees ar2 Tikely to be quite limited (see next section). 1If this does
nat occur, the adverse employee reaction is likely to move than offset the

benefits that may have followed adoption of the plan.

Moregver, the special tax advantages under a Kelso-type plan of financ-
ing required new capital through the ESOP trust also invelves a certain cost.
That cost occurs because this method of financing establishes a continuing
obiigatjon for a company, the issuance of additional shares of stock which will
have a continuing claim on any dividends long after the particular capital

venture for which the funds will be raised has been fully repaid.

Under an ESJP, the tax deduction for "principal” acts to offset addi-
tional cost of dividends during the term of the loan. Depending on the level
of dividends paid and the way the plan is set up, the tax saving may or may
not completely offset the additional costs incurred in paying dividends on
cutstanding stock. The following are ways in which dividends might be treated:

e Dividends could be used to reduce the corporation’s

payments to the trust until the loan is paid off.

8 Oividends on unallocated stock could be used to
substitute for principal and interest payments with
dividends on allocated stock paid to employees.

(] Dividends paid on the stock could be paid over to
the trust or passed through to employees, with the

dividends an addition toc payments for principal and
interest,
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The fmployee's View of the Employee

~ Stock Ownership PlanTd

Since, under an ESOP, the individual employee is not asked or required
to make any contribution in order to receive his shares of company stock, it
would seem that ne cannot possibly lose and, therefore, should be a strong
supporter of the proposal. In a number of cases, this has been true. Some
employee stock ownership plans (with or without profit-sharing) have heloed
io enbhance employee Toyalty to the firm and have yielded participants sub-
stantial payments upon retirement. Employees of Sears Roebuck, for exampie,
are noted for their support to their profit-sharing, stock ownership plan

which has paid out handsomely as the Sears stock appreciated.

However, the chief beneficiaries under these plars are typically the
longer-service managerial employees whose Tevel of compensation entitled them
to significant stock accumulations under the plan. Employees as a group,
especially those holding manual jobs, do not seem very interested in pushing
for an ESOP, and a number of unign organizations have declared themselves
as strongly opposed to ESOP. Recently, the labor unions in the yailroad
ind:stry, including both operating and nonoperating groups, after hearing
a detailed presentation of the Kelso plan in connection with the provisions

of the Regional Raii Reorganization Act, adopted a resclution rejecting the

nroposed ESOP as "contrary to basic trade union principles and not in the best

n15

interest of railroad workers or the unions which represent them. (Recently,

MThis section through the summary on page 11-54 is reproduced from Henla and

Gravelle's report, pp. 18-20 and 24-29 (see footnote §}.

]S”LabOr” (weekly newspaper of railroad Tabor unions), March 30, 1975.
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however, the United Transportation Union at its convention took action in a

resolution to supnort legisiation that would continue the operation of the i
y
i

Milwaukee Road as a whole. No jnterest has been shown by the railroad unions i
to support any emplioyee ownership plan except of the entire railrcad by all //
/

employees. )

What reasons might there be for this employee and union skepticism

regarding ESOP? The following points are suggested:

1. The amployee and his representative are naturally sus-
picious of getting "something for nothing." The employee
may wonder whether the employer, in fact, will be expecting
something in return--perhaps greater effort at the work-
place, perhaps reduced employee pressure for a wage
increase or benefit liberalization the next time the
company's bargaining agreement comes up for renewal. Under
such circumstances, the employee might reason, he is not
so certsin that he would prefer ownership of company stock
if in return the employees were denied certain 1mprovements
in wages or benefits.

2. As a basic retirement plan, the ESOP system has certain
deficiencies from the standpoint of the employee. Pay-
ments into the funds, for example, are entirely dependent
upon employer decisions. There is no actuarially deter-
mined full funding goal to be achieved, ror is the employer
required, as in profit-sharing retirement plans, to provide
a certain portion of each year's profit. Moreover, invest-
ments of the trust are generally confined to one type of
security, the employer's stock. The trust is not subject
to the normal fiduciary standards of diveirsification that
are viritten into the Emplioyee Retirement Income Security
Act of 1974. Conseguently, there would be considerably
greater risk of fluctuations in value for the retirement
fund than would be found in the typical emoloyer-financed
and funded vetirement plan.

3. The employee may also wonder whether the shares of company
stock that he will receive will actually represent a sub-
stantial addition tao his earnings. This, of course, will
depend upon the details of the particular plan the company
has established. If the ESOP has been instijtuted as a form
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of retirement, the individual employee is credited periodic-
ally with his share of the stock accumulated in the trust.
The rate at which the employee accumulates stock depends on
the amounts that the corporation pTaces in the ESQOP.

Recent Congressional Action

A number of leqgislators, led by the Chairman of the Senate Finance
Committee, have expressed a strong support for employee stock ownership,
including, in some case, a specific interest in the Kelso plan. At least
in part because of the support of these legislators, the following five

recent enactments have made special reference to employee stock ownership plans.

Rajlroad Reorganization

The Regional Rail Reorganization {(3R) Act of 1973 {P.L. 93-236) includes
a provision that could lead to adoption of some type of employee stock ownership
plan in.the final reorganization of the bankrupt railroads of the Northeast
and Midwest. Under the Act, a nonprofit government corporation, the U.S.
Railway Association (USRA}, will plan the financial and nhysical structure of
a3 new private business enterprise, the Consolidated Rail Corporation, which
will take over the operating assets of the bankrupt railrpads. The USRA is
respeasible for performing certain emergency functions regarding the bankrupt
railroads, but the association is also assigned the responsibility of develop-
ing a "final system plan" for the new private corporation that will be subject

to ultimate review and approval by Congress,

The final system plan, according to the Act, is required to set forth,

among other things:

. the mannar in which employee stock ownership may, to the
extent practicable, be utilized for meeting the capitalization
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requirements of the Corporation, taking into account: (A) the
relative cost savings compared to conventional methods of
corporate finance; (B) the labor cost savings; (C) the potential
for minimizing strikes and producing more harmonious relations
between Jabor organizations and railway management; (D) the
projected employee dividend incomes; (E) the impact on quality
of service and prices to railway users; and {F} the promotion of
the objectives of this Act of creating a financially self-
sustaining railway system in the region which aiso meets the

service needs of the region and the Nation. (Section 206 [e][B]).]6

Thus, Congress has indicated its interest in utilizing some type of employee
stock ownership plan for meeting the capitalization requirements of the new

Consolidated Rai? Corporation.

Pension Reform

The pension reform legislation (Employee Retirement Income Security
Act of 1974; P.L. 93-406) sets standards and regulates activities of all
private pension plans in such different areas as vesting (circumsfances under
which the employec becomes entitled to a pension at retirement), fundiné,
fiduciary standards for administering pension funds, reporting and disclosure

to participants and public authorities.

With reference to employee stock ownership plans, the new law provides
certain special treatment in the sections setting forth standards of conduct
for plan trustees and administrators. Employee stock ownership plans (defined

in Section 407) are exempted from the following:

}6By an amendment to the 3R Act (92 Stat. 2397}, which was approved November 1,

1978 (after the document quoted above was published), the amount authorized
to be invested by USRA in Conrail was increased from $1.1 billion to $2.3
billion. The Act also provided that of the $1.1 billion increase, at Teast
$345 million be used to fund the acquisition of Conrail securities by an
ESOP. [MBA insert]
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1. The requirement for diversification of plan investments
(Section 404)

2. The requirement that not more than ten percent of plan
assets be invested in employer securities and employer
real property (Section 407)

3. The prohibition of party-in-interest transactions as
applied to a loan to an employee stock ownership plan,
providing the loan is primarily for the benefit of
participants and beneficiaries and does not carry an
excessive rate of interest (Section 408)

These provisions were designed to permit employee stock ownership plans to

continue generally accepted methods of operation.

Trade Act
Title 11 of the Trade Act of 1874 (P.L. 93-618) establishes various

types of Federal programs to alleviate economic hardship caused by import
competition. A new feature of the Taw is provision for adjustment assistance
for communities (Title II, Chapter 4), supplementing assistance previously

available to workers and firms.

The aim of the new community adjustment assistance program is to create
new i3b opportunities in areas adversely affected by increased imports. Com-
munities meeting specified criteria, as administered by the Secretary of
Commerce, will be eligible for a variety of assistance programs, including
technical assistance and direct grants for land acquisition and development,

public works and public services.

As one method of attracting new investment to eligible areas, the
Secretary of Commerce is authorized to make loan guarantees to acquire, construct

or modernize plant facilities. In reviewing applications for loan guarantees
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under the Act, the Secretary is required to give preference to corpovations.
which agree to place 25 percent of the principal amount of the loan into a
qualified trust under an employee stock ownership plan providing the plan

meets certain criteria set forth in the Act.

Tax Reduction Act

The Tax Reduction Act of 1975 (P.L. 94-12) contains a provision to
encourage contributions to employee stock ownership plans. The Act increased
the investment tax credit from 7 percent to 10 percent for 1975 and 1976.
However, a corporation may take an 11 percent credit for the first year if it
invests the additional one percent c¢redit in an employee stock ownership
trust. Because the investment tax credit reduces the company's tax liability
dollar fpr dollar, the cost of these contributions will be borne entirely by
the government, i.e., there will be no sharing by the corporation of the
costs. There are some special restrictions accompanying this provisieon, in-

cluding a reguirement that the participants be immediately vested.

Tax Reform Act

The Tax Reform Act of 1976 (P.L. 94-455) made several changes affecting
investment tax credit ESOPs, including the extension of the 11 percent to
1980. Beginning in 1977, the Act allows employers an additional one-half per-
cent investment rredit (to 11-1/2 percent), provided that the employer agrecs
to transfer the additional cne-half percent to the E£SOP in the form of employer
securities and provided that the employees make matching one-half percent con-
tributions to the ESOP. The Act also modified some of the ruies relating to

both Tax Reduction Act ESOPs and the new Tax Reform Act ESOPs. Higher
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securities and provided that the employees make matching one-half percent
contributions to the ESOP. The Act also modified some of the rules relating
to both Tax Reduction Act ESOPs and the new Tax Reform Act ESOPs. Higher
contribution Timits are imposed and provision is made for reimbursing employers

for the administrative expenses of ESOPs, among the changes effected by the Act.

Summary

Fmployee stock ownership is not a new idea. Stock purchase and stock
option plans have been in existence for over 50 years, largely as an incentive
for more effective performance by management and executive personnel. More
recently, employee stock ownership has been suggested as a methed of giving
greater stimulus to the job performance of a much wider group of employees.

t also has the attraction of being able to serve as a basic employee retiramen

plan and as a tax-saving device for obtaining additional capitai. The proposal

has won considerable support and has been specifically recognized in four major

recent congressional enactments.

Options for Expanded ESOP funding i
of SOART7

A fundamental cuestion as regards the SORE proposal is to what extent
an £SOP may be utilized to satisfy the total financing needs of the proposed
Lines West railroad. Obviously, the assumption is made that somehow all par-
ties in interest such as creditors, labor, stockholders, shippers, local and
state governments and the Federal government can agree upon a plan. Otherwise, -
the matter will be decided ultimately by the courts. For example, the rights

of secured creditors under indenture restrictions may constitute a formidable |

This section through page I1-5% is a continuation of MBA's analysis.
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obstacle to the conveyance of assets to the new railroad. Moreover, the
opposition of nonparticipating Milwaukee Road employees from other divisions iray
prove fatal to such a plan. Necessary support by shippers and various govern-
mental bodies may not be sufficiently forthcoming. The ESOP must have a source
of funds. Guarantees will be required, especially if private sources of new
funds will be sougnt. With each passing month, the net value of the railroad
diminishes due tc substantial operating Tosses causing a huge debt pileup,
coupled with a deteriorating asset base due to "deferred" maintenance. This
means even higher rehabilitation costs with less revenues and resources available
to meet those costs--and even "normal” maintenance--all compounded by a general

and persistent inflation.

The assumption is accepted by Mark Battle Associates that the cash flow,
rehabilitation costs for main and branch lines, interest expenses and assets and

1iabilities are as estimated in the Assessment of the Financial Selfsustainahil-~

ity of the SORE Lines West Proposal, prepared by the Consulting Center, Inc.

In any case, it must be stressed that the use or non-use of an ESOP is not the
determining factor in evaluating the SORE proposal as a feasible alternative
for cperation of the Milwaukee transcontinental lines as a separate railroad.
The adoption of an ESOP approach will not make a c¢ritical difference in the
future success or failure of such a venture. Employee ownership, if deemed a
desirable alternctive with respect to the transcontinental lines, any other

segments of the Milwaukee or even the entire system, may be effected without

an ESOP. In point of fact, the two essential features of a traditional ESOP

L T . . . .
are missing in the case of the Milwaukee, including Lines West:

‘/’\ gl
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® A profit-making, tax-paying employer able to benefit from ‘\\\_
a tax deductible contribution to a qualified employee bene- \K
fit plan
0 An employer with sufficient financial strength and credit-
worthiness to secure private institutional financing {loan)
on behalf of its ESOP by means of its guarantee, as well as
the abitity to then make regqular payments through contribu-
tions to the ESOP sufficient for the Tatter to amortize its
debt
If CCI is correct in its predictions, it would perhaps be five years
or more before Lines West might successfully approach the capital markets for
a conventional loan or for equity capital. The net resuit is that Lines West
must be able to enlist the financial support of not only the Federal govern-
ment, but perhaps also of state and Tocal governments and even that of shippers
and employees. Even then, public sector financing, either through guarantees
or direct Toans will not be readily obtainable unless a strong case can be

made for the likelihood of success for Lines West. Unfortunately, there is no

unique contribution to be made by an ESOP to that case.
CCI makes the following pertinent estimates and assumptions:

e Lines West will not succeed in acquiring the net assets \
of the Milwaukee Land Company valued at $110 million.

. The adjusted value of assets that would be acquired is
$246 million, and securities in that amount, guaranteed
by the Federal government, would be issuea to the estate
%o mature in ten years.

] The cumulative cash shortfall will be $167.7 million,
including finance c0§§s, over the initial six-year
pericd of operation.

]BCCI estimates that were there a reduction in total employee compensation from

56 percent to 40 percent of operating expense, the resulting earnings of about
$30 miilion per year would virtually eliminate the cumulative cash shortfall.
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» Main line rehabilitation costs adjusted upwards to $1te A

million are not included in the projected shortfall and
must be obtained by a Toan under the 4R Act.

° Branch line rehabilitation costs adjusted upwards to $84
miliion are also not included in the projected shortfall
and must be obtained from whatever source is available.

In addition to the Railroad Revitalization and Regulatory Reform Act

as a source for needed financing, other Federal programs that offer some
promise are Title IX of the Public Works and Economic Development Act of 1965
(as amended in 1974} and the Farmers Home Administration business and indus-

trial (B&I) loan guarantee program.19

These are potential sources for ESOP-
financing of the Lines West initial cash requirements and branch line rehabili-
tation in particular. For example, EDA grants to states or local communities
may be lent to the Lines West making contributions out of cash flow to the ESOP
for repéyment of institutional Toans (in the case of the E&I program) or to

a development fund maintained by local governments (in the case of EDA grants).
However, even assuming that Lines West succeeds in minimizing its cash short-
fall through efficient operations and obtains necessary 4R Act funding for

main line rehabilitation, additional funds must be available for rehabilitation
of branch lines. This might be accomplished through an ESOP. It would be
particularly appropriate for branch line rehabilitation to be carried out with
the support of shippers and local governments being served, utilizing perhaps

the Farmers Home Administration program for communities under 50,000. The

B&I Toan guarantee practical limit of $50 million could be supplemented by

0fficials at EDA recently indicated that all Title IX funds for the fiscal

year ending September 30, 1979, are committed. Additional Title IX funds

are expected to be available as of October 1, 1979, Officials at the Farmers
Home Administration recently indicated that all funds for the current fiscal
year had not been committed as of June 30, 197G.
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additional funds or gquarantees from shippers and local governments. Working
capital might be sought under the EDA program. These funds would purchase cow
mon stock from Lines West and would collateralize a loan from communities
served for perhaps an additional $50 million until repaid from cash flow
generated by the railrpad. Though both programs might be utilized through an
ESOP, the projected operation must stand entirely on its own merits in terms of

funding eligibility. Moreover, it is not at all certain that fynds of such

d_._s.....-._

magnitude will be available to SORE under these programs, nor that needed

SUBGEFL from the states. comquifiii;ﬂﬁliﬂgﬂggrs will be forthcoming.

SORE also has proposed a shippers' stock ownership plan as an additional

source of financing. Legal questions detailed elsewhere in this document as

well as the inability to qualify under Section 401(a) of the Internal Revenue
Code for tax benefits sugg§§f§*557§“concept may be premature for the present.
i

Thus far this discussion has centered upon the stock bonus plan fyoe
ESOP. Also qualifying under Section 401{a) is the stock purchase plan type
ESOP. If it came to the point where actual loss of employment was imminent
by mzans of liquidation of the entire system, Lines West employees or perhaps
systen employees might conclude that some cash contribution toward their shares
of stock would be preferable. This might be the case during the earlier years
when the railropad 1tself might be less able to make payments to the ESOP for
repayment of loans. [In fact, such an approach might be appropriate with re-
spect to the entire system inasmuch as a number of problems--such as bondholder-
protected-by-asset Tiens, other security holders with Tegally protected interests,
"non-Lines West" employees and Lines West nonparticipating employees--are per-

haps much more solvable on a system-wide basis. Such an approach would not
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necessarily rule out continuing equity participation by existing shareholders,

as any reorganization plan must, of course, meet the judicial test of "fairness.

Although the corporate-wide reductions in employee protections as
payment for stock in an ESOP appears tempting to many, empioyee protection
imposed by the ICC cannot be materially changed by negeotiations between manage-

ment and labor as upheld by the U.S. Supreme Court in Norfolk and Western Rail-

road v. Nemitz, 405 U.S. 37, November 1971. Therefore, any contribution,

either through payroll deduction or otherwise, the employees could be expected
to make toward ESOP from any monies due them from ICC-impcsed protective condi-

tions would have to be on an individual voluntary basic.
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RESUME

JCHN HALL

Mr. Hall, President of Mark Battle Associates {MBA), is experienced in
financial management, transportation planning, policy analysis, marketing re-
search and assessing problems in business management and operations. He has
directed over 15 major projects and has served as corporate officer on another
40 projects and studies over the last seven years.

de 15 currently serving as Project Director on a study for the Department
of Transportation's Office of the Secretary to analyze the legal and institu-
tfonal barriers to railroad restructuring and to recommend alternative sojutions
to overcome these bharriers,

He recently served as Project Director on a study designed to meet the
transportation needs of the elderly and handicapped for the Washington
Metropolitan Area Transit Authority and the Metropolitan Washington Council
of Governments. This study included a random survey of 750 target residents,
projections of the size of the target population, constructing demand mode!s
and estimating latent transit demand, developing vehicle and program alter-
natives, cost effectiveness evaluations of alternative solutions and planning
the implementation of an action plan. Mr. Hall also directed, for the Urban
Mass Transportation Administration, a major four-city case study exploring
the problems and characteristics of mass transit use by the elderly and
handicapped.

He directed ridership and systems research for a dial-a-ride system
for the State of Rhode Island and for a rural bus system in Annapolis,
Maryland. Additionally, he developed the minority business utilization
prearam for the Metropolitan Atlanta Rapid Transit Authority. For the
[ederal Highway Administration, he served as Principal Investigator on a
study to determine the cost effectiveness of freeway 1ighting as a means
of reducing traffic accidents.

for the nation's second largest family laundry and dry cleaning plant,
he developed a major restructuring of their corporate marketing strategy.
This effort involved consumer surveys of customers and noncustomers, group
depth probes of salesmen and superviscors, a demographic analysis and overall
strategy development. ™r. Hall has been involved in a wide range of marketing
research projects including marketing planning for the small business exporter
with sales of $1 to $10 million per annum. He headed for UMTA a study of
marketing techniques in use by 58 transit systems throughout the United States,
including five in-depth case studies. This project resulted in two companion
manuals for transit planners.
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In a study for a large commercial bank, he structured and served
as corporate officer on a bank location feasibility study in which the nine
best alternative areas for locating the bank’s next branch were identified
and evaluated in the context of the bank’s long-range corporate objectives.
The study resulted in three rank-ordered alternative locations for the bank
and the advantages and disadvantages of each.

Further experience was gained while serving for four years as Staff
Assistant to U. S. Senators Thomas Eagleton and A. S. Mike Monroney, where
he researched and analyzed pending legisiation, covered committee hearings,
was responsible for the selection of armed service academy nominees, wrote
press releases and edited speeches.

Mr. Hall received his B.A. degree in Accounting and Economics from
Howard University and his M.B.A. from Harvard Graduate School of Business
Administration.



RESUME
A. R. LOWRY

Mr. Lowry is a Consultant with Mark Battle Associates. He has
extensive experience with the railroad industry. He began work as a track man
and crew caller with the Union Pacific Railroad; he has also worked as a tele-
grapher, agent, communication chief and train dispatcher.

As Assistant to President and Executive Vice President of The Order
of Railroad Telegraphers, he was delegated by the Board of Directors the admin-
istration and operational authority of the Union. He represented the President
and was a member of the negotiating teams handling negotiations of national
agreements including, Employee Protections, Health and Welfare, Wages, VYacations,
Holidays, Away-From-Home and Travel Expenses, etc., and merger agreements
involving Penn Central, Seaboard Coast Line, Union Pacific and Rock Island
railroads. Mr. Lowry was the chief negotiator for several nonoperating unions
in the negotiation of the Burlington Northern merger conditions., He also was
the chief negotiator representing the Telegraphers Union and the Brotherhood
of Railway and Airline Clerks in the Southern Pacific System Total Operations
Processing System, which involved six carriers and 14,000 emplioyees. He was
also the chief negotiator for the Union in negotiations of the following merger
agreements: Norfolk & Western-Virginia Railroad; Norfolk & Western-Nickel
Plate, Wabash, Wheeling and Lake Erie railroads, Penn Central, Union Pacific
and Rock Island railroads.

Mr. Lowry supervised ten Vice Presidents in the negotiations of
collective bargaining agreements throughout the United States and Canada. He
personally handled the arbitration procedures and arguments under Section i3
of the Washington Job Protection Agreement for 15 years, as well as supervised
the processing of disputes going to the National Railroad Adjiustment Board,
Public !aw Boards and arbitration panels.

He was ajso elected President of the Union and merged the Union with
the Brotherhood of Railway and Airline Clerks. He then became President of
Transportation Communication Bivision and International Vice President and a
member of the Erscutive Council and Finance Committee. He served as a labor
member to the Department of State's Foreign Service Selection Beard with
responsibility of selecting and promoting career State Department officers.

As Director and Assistant Vice President Labor Relations, Mr. Lowry
negofiated Appendix C-2 Amtrak Labor Protection Agreement covering 21 railway
labor unions as required under the Rail Passenger Service Act of 1971,
negotiated the transactions, assumption of functions, agreements under the
Rail Passenger Service Act invelving 10,000 employees and 17 railroads; nego-
tiated the agreements required in Section 504{f) of the Railroad Revitalization
and Requlatory Reform Act of 1976 transferring 8,000 employses to Amtrak, in-
volving 17 unions; and negotiated basic collective bargaining agreements with
17 railiroad labor unigns.
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Andras R. Petery
Professional Resume of
Certified Financial Analyst

PRCFESSIONAL CREDENTIALS

1977 ¥r. Petery has been associated with Morgan Stanley
as a Senior Financial Analyst since January, 1977. His
specialization is in the Railroad and Motor Carrier
Companies.

For three consecutive years, Institutional Investor
has designated Mr. Petery as a leader among Certified
Financial Analysts who monitor the area of Freight
Transportation.

1969 He passed the examination regquirements of a Chartered
to Financial Analyst in 196% and joined the firm of Wood
977 Struthers and Winthrop, Inc. as a Senior Transportation

Analyst specializing in railroad and motor carrier com-
panies. Mr. Petery was elected Vice President in 1971,
and Member of the Board of Directors of that firm in

1973.
1363 In November, 1963 he joined Kidder Peabody & Co.,
to Inc. as a Research Analyst specializing Transportation
1969 with particular emphasis on the railroad and motor
~arrier industries. Mr. Petery was elected Assistant

Vice President in December 1967.

Fcucation: HARVALRD GRADUATE SCHOOL OF BUSINESS ADMINISTRATION

1861 He carned the degree of Master in Business Adminis-
to “tration in June, 1963. Second-year studies emphasized
1963 Financial Management. Membership included investment

Management and Marketing and Finance Club, Internatioconal
Business Club, and Marketing Club,.
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BABSON INSTITUTE OF BUSINESS ADMINISTRATION,
Wellesley, Mass.

Awarded Bachelor of Science degree in Business
Administration with Distinction in June, 1961. Majored
in Economics. On Dean's List 1958-1961. Elected to Beta
Gamma scholastic honorary, 1961. Member of A.K. Psi
Professional Business Fraternity. Received the Princess
Illeana Scholarship 19%58-1961,

WILBRAHAM ACADEMY, Wilkraham, Mass,

Awarded degree in the college course in May, 1958.

Entered & Months Program of the U.S. Army Reserve
in February 1963. Received Honorable Discharge 1in
February 1969.

Mr. Petery resides in the State of Connecticut



RESUME
ARNOLD G. MONTGOMERY

Mr. Montgomery is a Senior Associate at Mark Battle Associates with an
extensive background in marketing and finance. He is currently serving on a
study for the Department of Transportation's Office of the Secretary to
analyze the legal and institutional barriers to restructuring the U. S. railroad
industry and to recommend alternative scliutions to overcome these particular
barriers. In this effort, Mr. Montgomery was responsible for all labor analyses
and recormendations.

He also assisted MBA in conducting a new branch location feasibility
study for a Washington, D.C. bank.

As the Acting President and Comptroller of Sink Iron Works, Inc. in
Philadelphia, Mr. Montgomery handled the overall operations and the account-
ing for this job shop iren fabrication plant, owned by the Philadelphia
Council for Equal Business Opportunity. For the Responsive Management Group,
as Partner/Consultant in the Hinority Business and Community Economic
Development Division, he was engaged in numerous activities including the
following major projects: venture acquisition analysis and advice for
Mississippi community development corporation; feasibility study for
municipally owned brick manufacturing company; preparation of budget and
Tong-range financial plan for Mound Mayou Community Hospital; board of
directors training for Wisconsin community development; preparation of six
case studies to serve as models for Opportunity Funding Corporation
proposed equity financing mechanism; evaluation of Cooperative Assistance
Fund portfolio of program-related investments and loans; feasibility study
of minority-owred nonprofit wholesale produce operation in Chicago for
Lillv Endowment, Inc.; conference planning and implementation for National
Cory =35 of Community Economic Development Annual Meeting; and initial
location and feasibility study for large-scale minority-owned agribusiness
venture in the Scutheast.

ilhile serving as Vice President for Planning and Pesearch for the
Model Cities Economic Development Corporation, Mr. Montgomery's duties
included representing the Executive Uirector in the areas of real estate,
organizational and large-scale project development. For the National
Council for Equal Business Opportunity, Inc. he held the positions of Staff
Associate and Associate Director of Training. In the former role, he was
responsible for providing general business packaging assistance, financial
planning and marketing technical assistance to minority- and community-owned
ventures. In the latter position, he designed the training curriculum and
provided program supervision.

Mr. Montgomery received his B.S. and M.S. degrees in Physics from
Howard University and his M.B.A. from Harvard Graduate School of Business.



RESUME

ALVIN LEE MORSE

Mr. Morse is a Senior Associate at Mark Battle Associates (MBA). With
in-depth experience in both the public and private sectors, his activities
with MBA include currently serving on a study for the Department of Transpor-
tation's Office of the Secretary to analyze the legal and institutional barriers
to restructuring the U.S. railrcad industry and recommend alternative solutions
to overcome these barriers. In this effort, Mr. Morse was responsible for the
analysis of mortgage covenants as barriers to rail restructuring.

Mr. Morse also served as Project Director on a study for the Small Busi-
ness Administration. For this effort, he developed a training program for small
business persons in solving the problems of exporting to foreign countries with
emphasis on export financing.

For the Maritime Administration, he served as Assistant Project Director
in the data collection and analysis of data on the recruitment and retention of
employees with critical skills in the major Gulf Coast shipyards.

As Assistant Project Director on an effort for the Federal Highway Admin-
istration, Department of Transportation, Mr, Morse assisted in collecting and

anaﬂyzing data to determine the cost/benefits of reduced lighting on interstate
highways.

Prior to joining MBA, he served for more than four years as Counsel, Com-
mittee on Banking and Currency, U.S. House of Representatives. As full Conmittee
Senior Coursel, he had responsibilities for all legislative action, inciuding
hearings, "mark-up" sessions, Committee reports and floor action. Areas of
leqistative activity included housing, economic development, urban mass transit,
Feder~® credit programs, small business, money and banking, financial institu-
tions, 2tc. The problems of small banks in meeting the credit needs of rural
communities received his special attention as staff counsel.

Mr. Morse formerly served as a member of the Board of Directors of the
Interracial Council for Business Opportunity of Greater Washington,

Mr. Morse received his B.A. in Philosophy and History and his M.B.A.,
L.L.B. and J.D. from Emory University.
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AFFILIATIONS

American Bar Association {International Law Section)
Georgia Bar Association {International Law Section)

Inter American Bar Association (Commercial Law Committee)
American Society of International Law

Inter American Sgciety

District of Columbia Bar Association

MAJOR PROJECTS AND PUBLICATIONS

"Export Training Course for Small Business,”
Small Business Administration and Mark Battie Associates, 1978.
"Security Interests Available to U.S. Exporters,”
Foreign Credit Insurance Association, 1973.
"Acquisitions Changes in Contrel and Bank Stock Loans of
Insured Banks," Home Committee on Banking and Currency, 1967.
"Development of Federal Open Market Commiittee Powers and Policies,"
House Committee on Banking and Currency, 1964,
"Economic Forecast of the State Fort at Savannah,"
Emory University MBA thesis, 1955.




RESUME
JOHN THOMAS SCHELL

Mr. Schell is a partner in the Taw firm of Peabody, Rivlin, Lambert &
Meyers in Washington, D.C. He is admitted to practice before the bars of
Virginia and the District of Columbia.

For Mark Battle Associates (MBA}, Mr, Schell is currently providing
consulting services on a study for the Department of Transportation's Office
of the Secretary to analyze the legal and institutional barriers to restruc-
turing the U.S. raiircad industry and to recommend alternative solutions to
overcome these particular barriers. For this effort, his area of study
included railroad reorganizations, specifically those conducted under
Section 77 of the Bankruptcy Act.

For over a year Mr. Schell served as a consultant to the Interstate
Commerce Commission in its Office of Public Counsel. This office was
established by the Regional Rail Reorganization Act of 1973 to protect the
interests of shippers, communities and other users of rail service who would
not otherwise be represented in the reorganization of the Penn Central Railroad
and other bankrupt carriers in the Northeast United States.

He has been active in all phases of general practice with major
erphasis on corporate matters, administrative law, antitrust and utility
regulation. He has been most heavily engaged in public utility regulation
before state and Federal agencies, primarily on behalf of public interest
groups. He has been involved in nearly a dozen telephone and electric rate
cases on behalf of consumers before the Virginia State Corporation Commission.
He has participated as counsel in two licensing proceedings involving environ-
mental and safety issues in Virginia before the Nuclear Regulatory Commission.
He ha: *estified on utility matters before the Rhode Istand Public Utilities
Commi-sion, the Connecticut Public Utilities Control Authority and the Energy
and Powar Subcommittee of the House Committee on Interstate and Foreign Commerce.
He has also represented consumer groups before regulatory commissions of
other states and practiced before the Federal Power Commission.

Prior to entering private practice in 1872, Mr. Schell lived in Norfolk,
Virginia, where he served as Counsel to the Lieutenant Governor of Virginia.
His legal responsibilities included assisting the Lieutenant Governor in
Tegislative matters in the Virginia General Assembly. He has practiced law
in Charlottesville, Virginia, and surrounding counties, served as a consul-
tant on the Virginia criminal justice and law enforcement systems and served
in the Adjutant General’'s corps of the United States Army. In 1968 and 1970.
he was an initial founder and Executive Vice President of the Research Group,
Inc., Charlottesville, Virginia.
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Mr. Schell was educated at Huntsville High Schost, Huntsville, Alabama
{graduated in 1963}; Auburn University, Auburn, Alabama (B.A., History, 1967);

and the University of Virginia Law School, Charlottesville, Virginia (J.D.,
1970).



RESUME
LEWELLYN A. BROWN

Mr. Brown is a Senior Financial Analyst. He holds the M.B.A. in
Finance and Investments from the George Washington University (M.B.A. Thesis:
"Profit Optimization in Common Stock Portfolio Management"), and is currently
an advanced doctoral student in Business Administration (Finance and Invest-
ments) at the University of Maryland. He has been a registered Investment
Advisor with the Securities and Exchange Commission since 1969. He also
holds the B.B.A. in Economics from City University of New York. He has
lectured in Finance and Investments on a variety of subjects at the American
University and the George Washington University. Mr. Brown has provided
periodic consulting services to Mark Battle Associates (MBA) since 1973.

He retired from the U.S. Army as a Lieutenant Colonel in 1974, with over
20 years of service.

For MBA, Mr. Brown is currently serving as a Senior Associate on a
study for the Department of Transportation's Office of the Secretary tgo
analyze the legal and institutional barriers to restructuring the U.S.
railroad industry and to recommend alternative solutions tc overcome these
particular barriers. His specific areas of study for this effort inc?u@ed
the analysis of abandonments and/or downgrading as an alternative to rail
restructuring.

Since 1974, Mr. Brown has provided investment counseiing, portfolio
management and financial consulting services for LABCO Management, Inc., an
investment management company duly registered with the Securities and Exchange
Commission. He has also been actively invoived in mortgage and property
investments and financing during this period.

During his service in the U.S. Army, he was Chief of the Worldwide
Race .riations and Equal Opportunity Planning Group, Office of the Deputy
Chiet f Staff for Personnel, U.S. Army, and he planned and administered the Depart-
ment of the Army's Race Relations and Equal Opportunity Conference at Fort
Monroe, ¥irginia. This was a proqram designed to svaluate the effectiveness
of existing RR/EQ programs Army-wide, to obtain feedback on problems being
encountered in the field and to receive suggestions and racommendations on
the future direction of the Army's RR/EQ effort.

He served as Chief of the Resource Management and Programmina Branch
on ‘the Special S$taff of the Deputy Chief of Staff for Personnel, and managed
$9.5 billion e¢f the annual Army budget. He devised a planning, programming
and budgeting approach to reconcile the accounting or historical objective
of the Compt{roiler of the Army with the rapid-response managerial reguirements
of the Deputy Chief of Staff for Personnel to assure accuracy satisfactory to
the House Armed Services Committee of the U.S. Congress. He also simplified
the costing of Army forces structuring so that multiple alternatives couid
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be easily and quick]y'examined for decision-making purposes; and he reduced
an 18-hour planning cycle to one hour for a significant saving and improved
the accuracy of costing through aggressive forward planning.

Additionally, Mr. Brown was Chief of the Plant Group of the Cheyenne
Project and Configuration Management Officer. This was a research and develop-
ment effort to design and test for production on an advanced aerial fire
support system consisting of new heliborne weapons and a new rigid rotor
helicopter. He saved the U.S. Army $1.5 million in negotiations with Lockheed
Aircraft Corporation in the area of helicopter design and modification.

As Personnel Staff Officer of the Volunteer Army Division of the DA
Staff, he translated broad policy changes into implementing actions and
programs at the operating Tevel in response to directions of the President
of the United States and the Chief of Staff of the Army to convert to a
strictly volunteer Army. Tasks included numerous tests and evaluations of
small-scale implementations and the management and accountability for $20
million.






