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CHAPTER 5

FINANCI NG  ACQUI SI TION COSTS, REHABI LI TATI ON
EXPENSES, AND ACCOUNTI NG METHCDS

The principal role of the Federal governnment in the reor-
gani zation of the bankrupt railroads will be to inject massive
anounts of Federal funds. Because the return on investnment
(RA) inthe railroad industry is so low, it cannot attract

private capital. In fact, the collapse of the Penn Central
was precipitated by the inability of the railroad to “rol
over” its existing debt and obtain new debt to finance future

operati ons. Gven the low return on investnent in the indus-
try and the dismal profit performance of the bankrupts, cre-
ditors prefer to invest noney el sewhere. Tabl e 17 conpares
the average RO for Cass | Railroads and alternative I nvest-
ments. The railroads’ |ack of attractiveness is striking.

The magni tude of Federal funding will be contingent on two
vari abl es besides railroad operating performance: t he
cost of the properties to be acquired fromthe bankrupts,
and the cost of rehabilitating those properties for ConRail’s
use. USRA has estimated that $1.85 billion of Federal funds
will be required for rehabilitation and operating expenses.
Another $1.05 billion will guarantee that the former owners
of the bankrupt railroads are adequately conpensated for the
properties conveyed to ConRail. QG her guarantees, subsidies
| oans, etc. are included under the plan to insure the finan-
cial viability of the system

The form of Federal funding is a key to creating a
profitable railroad. The proposed nmechani small ows ConRail to
initially use Federal funds without paying interest in cash.
Much later (the process is not conpleted until the year 2016
when the railroad will presumably be strong enough to support
the Federal debt), interest is paid in cash and the outstanding
debt and stock are redeened.

| NCOVE BASED REORGANI ZATI ON

The greatest potential liability for taxpayers may be
hi dden in the form of deficiency judgnments agai nst the govern-
ment for failing to adequately conpensate creditors for the
properties conveyed to ConRail. Two key questions are: Can
ConRail produce a profit to support an inconme based reorgani-
zation? |s $422 mllion adequate conpensation for the creditors?
Because of the |aws of bankruptcy, answering the second question
may be contingent on a positive answer to the first.
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TABLE 17
RATE OF RETURN ON NET WORTH

LEADING CORPORATIONS
Calendar Year 1972

Percent
return on
industrial EI‘OUE net worth

1. Soft drinks 22.4
2. Soups and cosmetics 20.4
3. Drugs and medicines _ : 19.7
4. Common carrier trucking - 19.4
S. Autos and trucks . 17.2
6. Instruments, photo goods, etc. 16.8
7. Tobacco products i 16.2
8. Hardware and tools 15.9
9. Restaurants and hotels 15.7
10. Household appliances 15.4
‘11. Baking 14.8
12. Brewing 14.7
13. Mail order - 14.0
14. Lumber and wood products 13.9
15. 0ffice computing equipment 13.8
16. Printing and publishing 13.7
17. Other food products 13.1
18. Automotive parts 13.1
19. Electric equipment and electronics 13.0
20. Other business services 13.0
21. TOTAL SERVICES 12.9
22. Real estate 12.8
23. Commercial bank holding companies 12.8
24. Dairy products 12.6
25. Miscellaneoys manufacturing 12.6
26. Glass products 12.5
27. Chain stores - variety, etc. 12.3
28. Farm construction, material-handling eqpt 12.1
29. TOTAL MANUFACTURING 12.1
30. Property and liability insurance 12.0
31. Rubber and allied products 11.7
32. Building, hcating, plumbing equipment 11.6
33. Furniture and fixtures 11.6
34. Department and specialty 11.6
35. Construction 11.3
36. Chemical products 11.3
37. TOTAL TRADE 11.3
'38. Electric power, gas, etc. 11.2
39. Amusements - 1.2
40. Clothing and apparel 11.1
41. Other machinery . . 10.9
42. Petroleum production and refining 10.8
43, Wholesale and miscellaneous 10.7
44, Distilling 10.7
45. Shoes, leather, etc. 10.6
46. TOTAL PUBLIC UTILITIES 10.6
47. Other stone and clay products 10.6
48. Paint and allied products 10.6
49. Miscellaneous transportation 10.5
50. GRAND TOTAL 10.5
51. Metal mining 10.4
52. Sales finance 10.3
$3. Other metal products 10.2
54. Telephone and telegraph 9.8
55. TOTAL MINING 9.6
56. Sugar 8.8
57. Aerospace 8.8
58. Cement 8.8
59. Paper and allied products 8.7
60. Other mining, quarrying - 8.7
61. Textile products 7.8
62. Food chains 7.3
63. Nonferrous metals 7.2
64. Meatpacking *7.1
65. TOTAL FINANCE 6.7
66. Air transport 6.6
67. Iron and steel 6.2
68. TOTAL TRANSPORTATION 4.8
[69. CLASS T RAILROADS, 30
70.Tnvestment  funds S

Source: ‘irst Nationmal City Bank of New York, Monthly letter, April 1973.
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USRA argues that $422Mis a reasonabl e value for the
assets converged given the risks being taken by the govern-
ment to sal vage the bankrupt railroads. USRA assunes t hat

the reorgani zation will be successful and that ConRail will
operate as a profitable entity. If the creditors can prove
that ConRail is not financially viable, then the mandatory

conveyance requirements in the Act make the acquisition a
“taking” of private property under the governnents right of
enmi nent dormai n. Under these circunstances a rmuch higher
val uation may be awarded by the courts.

An "income based reorganization" requires proof that the
bankrupt railroads can be restructured so as to produce a profit.
The return to creditors then includes not only the $422 nillion
offered initially for the property but also the stream of earnings
whi ch fol | ows. USRA clainms to have proven that the reorganization
is income based through the FSP projections that ConRail will
generate enough profit to raise the value of ConRail Conmon and
Series B Preferred Stock to $1.575 billion by 1985. This val ue
is in excess of the Certificate of Value based on the $422 nillion
val uation plus 8 percent annual interest. Critics of this ap-
proach argue that the nmachinations required to make the system
appear profitable (including use of depreciation accounting, Fe-
deral debt that pays interest by distributing stock rather than
cash, and remarkabl e projected operating efficiencies) make pro-
fitability an “accounting fiction.” These critics argue that
normal Section 77 bankruptcy can represent an incone based reor-
gani zati on because the sanme entity continues in operation with a

revanped capital structure. ConRail is a newentity with less
assurance of producing any inconme, and to offer a m ninum val uation
in the hope that this untried new rail systemw |l produce a profit

is inconsistent with the Section 77 principles of reorganization
Precedents do exist, however, for operating railroads at a nar-
ginal rate of return even where creditors might prefer |iquida-
tion and investment in higher yielding ventures. This stens
from the concept that railroads are “public service enterprises”
whi ch have received special considerations such as |and grants
in return for a necessary public service. Under this defini-
tion, ConRail can produce a marginal profit and still be con-
sidered a successful income based reorganization.

If ConRail fails to produce a profit and the assets of the
creditors erode (i.e., rails and ties deteriorate as cash gener-
ated by the railroad is used to pay off operating expenses
instead of for rehabilitation), then it may swbe argued that
the reorgani zation was not incone based. Under this scenario,

t he governnment has appropriated the creditors’kgroperties at

a low value based on expected future incone. wever, since they
did not produce an inconme the Court could consider that conveyance
constituted “taking” private property under the right of em nent
domai n. The val uati on would then be the cost of reassenbling

these properties at narket value or perhaps their value on the open
mar ket if sold for purposes other than railroading. I'n any event,
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ConRailcs profit producing potential remains the critical issue.

VALUATI ON

The creditors and stockhol ders of the bankrupt railroads
are being offered $422 million for their properties. Tabl e
18 indi cates the nanner in which value has been assigned to
the various properties and the liabilities that will be as-
sumed by ConRail. The val uation was determ ned by exam ning the
assets of the various line (sone by actual site visits) and as-
sumng that the railroad was to be dismantled and sol d piece-
meal . Costs were assigned for managi ng the systenis |iquidation
In addition, sonme economic factors were included to deternine how
the sharp increase in supply coupled with the limted demand for
many of the assets being sold mght depress prices. The returns
to creditors were discounted at a 15% rate back fromthe presuned
date of sale to the date of conveyance.

TABLE 18
ASSETS AND LI ABI LI TIES CONVEYED TO CONRAI L

Assets Acquired: $M
Road & Facilities 290
Transportati on equi pnent 340
Land 44
Net Passenger Assets 22
Ot her Assets 71

TOTAL ASSETS 767

Liabilities Acquired:

Equi prent Obligations 250
Unf unded Pension Benefits 31
Section 215 Governnent Loans 64
TOTAL LI ABILITIES 345
TOTAL NET ASSETS 422

SOURCE: FSP, p. 57
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The Supreme Court, in upholding the constitutionality of the
Act, held that creditors have a right to sue the U S. government
for damages under the Tucker Act if they can prove that $422
mllion is less than the “constitutional mninmun’ to which they
are entitled. The argunment turns on the resolution of three
i ssues: 1) the valuation nmethod used to determ ne the val ue of
the assets conveyed (i.e., liquidation value if the assets are
sol d piecenmeal; assenblage value, meaning the price of repurchasing
t he bankrupt’'s properties on the open nmarket minus depreciation,;
or book val ue neaning the depreciated val ue which the bankrupts
used in their accounts for the assets); 2) the basis of the reor-
gani zation (i.e., wll the new ConRail be profitable and provide
the creditors with a stream of earnings inplying an "incone
based reorgani zation"or will the new Conrail | ose nobney con-
tinuing to dissolve the assets of the old creditors); 3) value
of the securities conveyed depends on the type of securities
i ssued (i.e., USRA has suggested using stock with a m ni mum val ue
guaranteed by the U S. governnent) . The Act allows ConRail to
take control of the bankrupts’ assets before a final conveyance
price has been determ ned. If the final price is significantly
different than $422mllion, two principal effects occur. First,
if the value is nore than $422 mllion the assets conveyed to
ConRail may be increased in value which would increase the depre-
ciation charges. For exanple, if the value of transportation equip-
ment conveyed is assessed to be $700 million instead of $340 mil -
lion, and the depreciation rate is 5 percent annually, the depre-
ci ation deductions fromincome would increase from$17 nmillion to
$35 mllion annually. Second, the U S. CGovernnent investment in
Conrail could increase indirectly under the proposed financing
schenme through Federal “Certificates of Value” guaranteeing the
val ue of stock issued to the creditors. Presently the Governnent
woul d guarantee $105billion worth of securities issued to the
creditors (this is the $422 mllion plus 8percent annual interest
because the certificates are redeemabl e on or before Novenmber 1,
1987).°

Many industry menbers and USRA staff menbers believe that a
court case to settle the value of the properties conveyed is
i nevitable. Table 19indicates the results of sone alternative
eval uation nethods. The USRA valuation is the lowest, with
al ternative nmethods producing values 3 to 30 tinmes higher.
Further paynents by the Federal government, however, would be
contingent on resolution of the court case which USRA staff
nmenbers indicated would take years to reach a judgment. USRA
argues that $422 mllion is nore than adequate because creditors
are continuing to | ose noney on these assets, giving themno rea
earni ng power, only a liquidation value. The increased govern-
ment investnment will be responsible for the turnaround in the
bankrupts’ earnings, yet the taxpayers will not share in the
appreci ation of the assets since their investnent will carry
fixed returns. Additional federal grants and subsidi es above
the $422million will protect creditors’ assets for exanple by

'Final system plan p. 95.
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TABLE19
ALTERNATI VE VALUATI ON TECHNI QUES

Total Val ue

($8B)

USRA net |iquidation val ue .6
Book val ue 12/31/75 4.4
Cost of Reconstruction New 17.9 (excludes LH, AA, CNJ)
(1 ess depreciation)
G oss proceeds from Li qui da- 3.6 (includes only PQ
tion
Net Proceeds from Liqui dation 1.8 (excludes L&H)
Penn-Central Creditors assum ng 7.4 (Penn-Central only)
continued rail use
Penn-Central Creditors m ninum 3.5 (Penn-Central only)
val ue assumi ng |iquidation

RANGE $ .6 - 17.9B

SOURCE:  FSP, p. 142-43, 155.
2 Washington Post 7/17/75, Pe '

subsi di zi ng passenger service. The taxpayer is exposed to
substantial | osses and potential deficiency judgnents while even
t he nobst successful outcone would be a return of the initial
capital over a very long period of tine at an interest rate
that scarcely justifies the risk. Allow ng the government to
participate directly in the proceeds from ConRail, for exanple
by review ng dividends, would use up cash that will now be used
to pay the creditors and increase the value of their stock. It
is the governnent’s wllingness to postpone cash interest paynents
during the startup period that makes the venture viable. In sum
the taxpayers are taking substantial and unrewarded risks in
addition to the initial $422 mllion that nore than conpensates
the creditors.

The creditors argue that they woul d receive nore than
$422 million for their properties if they could |iquidate now.
USRA' S val uation techni que reduces the asset valuation unreason-
ably. For exanple, the 15 percent after tax discount rate is too
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hi gh, reducing the net present value of the assets bel ow the
proper rate. Wthout discounting, net proceeds fromli quida-
tion equal $1.8 billion and gross proceeds (i.e., before the
adm ni strative costs of liquidation) are $3.6 billion.’Conmmon
sense woul d dictate a higher value for the |Iand owned by the
Penn Central than $422 mllion

Resol uti on of the valuation question will probably require
court action and USRA staff nenbers expressed consi derable
doubt about the probable outcone. Any increase in the $422 M
figure, however, will cone directly fromthe taxpayers and could
materially increase the cost of the ConRail venture.

REHABI LI TATI ON EXPENSES

As shown in Table 20 ConRail will spend $4.2 billion for
rehabilitation of road property and $1.78billion for additiona
frei ght equipment during the planning period. To calculate
roadway rehabilitation costs, USRA determ ned which tracks were
to be upgraded and to what |evel. Contractors devel oped engi neering
estimates of anticipated rehabilitation expenses.

The rate of rehabilitation increases markedly to acco-
nodat e for previously deferred expenditures. Bet ween 1976 and 1985
ConRail will nore than double the nunber of ties and triple the
mles of rail replaced by the bankrupts in the previous ten year
period (1965-1974) .‘The increase results fromthe infusion of
Federal cash which may be used for rehabilitation of roadway and

structures. Rai | roads nationally have had probl ens financing
capital expenditures. In the ten year period, 1965-1974, the
rail roads spent $14.4 billion for equi pnent, roadway and structure

additions and betternents. Cash generated in the railroads during
that period covered only 63percent of the cost with the remainder
borrowed agai nst equi pnment because | oans for roadway i nprovenents
are generally not available. At the sane tinme, the AAR estimated
that as of Novenber 1974, $7.2 billion in maintenance and capital
i nprovenments had been del ayed.”’

Because rehabilitati on expenditures are a significant use
of Federal funds and because there are no alternative external
sources for those funds, the accuracy of the estimates are a
critical factor in determning the sufficiency of the $1.85
billion request.

3FsPp. 155

4A Final System Plan p. 87
Sa FinancialZAnalysis 0 the Prelimnary System Plan as

proposed by the USRA, First National Gty Bank, 5/15/75
p. 59-60.
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TABLE 20
REHABI LI TATI ON

Road Property Expenditures

Additions & | nprovenents $1.1B
Def erred Work 1.4B
Current Mai ntenance 1.7B

$4. 2B

Frei ght Equi pnent Additions

Loconoti ves .74
Freight Cars 1.00
M sc. Equi prent . 0 4

1.78

SOQURCE: FSP, p. 61

The USRA estimate was based on information from four
i ndependent sources. USRA integrated the results and elim
inated gross errors. Rehabilitation costs for track vary
wi dely depending on the traffic which the rail nust bear and
the funds available for rehabilitation. For exanple, funds nay
be allowed for upgrading a stretch of track from 10 nph to only
30 nph because the savings fromincreased train speeds woul d not
justify the cost of upgrading it further. Rehabilitation esti-
mates were revised downward fromthe PSP to the FSP because USRA
carefully specified the Il evel to which each Iine would be upgraded.
Al track must be upgraded to a |evel which ensures safety, pre-
vents derail nents and reduces equi pnment operating and repair costs.
USRA and outside commenters generally felt that the $4.2 billion
for road property rehabilitation allowed managenent sufficient
flexibility to perform necessary repairs and cover potential cost
overruns.

The major criticismon the subject of rehabilitation is the
fear that ConRail managenent cannot resist pressures to “gold
plate the rail.” Once the precedent is set of providing
rehabilitation funds fromthe Federal Treasury, politica
pressure nay be applied to ensure that one comunity’s branch



-55.

line is upgraded to as high a level as another’s. Re-
habilitation costs could spiral if ConRail attenpts to
achieve equity anong jurisdictions. M ni m zi ng road rehab-
ilitation costs is essential because costs are high and
returns in terms of increased systemefficiency my be very
| ow. Under nornal private enterprise incentives the profit
nmotive will force managenent to reuse old materials and
replace only the necessary rail. \Whether these incen-
tives will function for ConRail remains to be seen.

In summary, the rehabilitation estimtes seem reasonabl e,
but managenents ability to stay within those estimtes by
resisting political pressures and rehabilitating only where
necessary remains unproven.

CHO CE OF DEPRECI ATI ON METHOD

USRA tried to choose a nethod of depreciation which
accurately reflected the real cost incurred by ConRail
Depreciation should reflect the decrease in the val ue of
ConRail’s assets resulting fromuse, decay and obsol escence.
Three depreciation nethods were considered

e Betternent accounting is used by alnost all railroads
for depreciating track structures. Under betternent
accounting all track structure replacenent expendi -
tures (i.e., replacenent of rails, ties, etc.) are
subtracted directly from incone. Consequently, the
val ue of track structures on the bal ance sheet is
| ow because sone itens may be 100 years old. Another
consequence of betternent accounting is that higher
rehabilitation expenditures result in | ower reported
i ncone. Thus, railroads hoping to report higher pro-
fits over the short termsinply reduce rehabilitation
expendi t ures. The | CC accepts betternent accounting
as standard practice partly because record keeping is
easi er. Under normal depreciation procedures, it would
be necessary to record the date of installation of al
ties, ballast and track and to depreciate them at

vari ous rates dependi ng upon the degree of wear. Better-
ment accounting elimnates the need for such cal cu-
| ations.

» Mdified betternment accounting was devel oped by USRA
and used in the PSP to depreciate track structures.
USRA argued that expenditures for replacement of track
structures resulting from the previous managenents’
failure to performtinely maintenance should not be
subtracted fromincone (as under betternment accounting),
I nstead those expenditures related to such deferred main-
tenance would sinply be added to the bal ance sheet.
This nmethod was ultimtely rejected by USRA for the
FSP because it was inpossible to separate expenditures
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related to deferred mai ntenance existing prior to Con-
Rai | from other nmintenance expenditures, and nore im
portantly because the accounting profession would pro-
bably have refused to certify it as a valid neans of
public reporting.

e Depreciation accounting was chosen as the basis for re-
porting the FSP results. Under depreciation accounting,
only 3.33 to 6.66 percent of the rehabilitation expendi-
ture is subtracted fromincone in a single year.‘Thus,
rather than subtracting all rehabilitati on expenses from
incone in a single year as in nornmal betternent accounting,
the expenses are spread over 15w30years, ConRai |’ s
reported incone is much higher than would be reported
by other railroads using betternent accounting. VWil e
depreciation accounting requires record keeping simlar
to that required under nodified betternent accounting,
it elimnates the necessity of making arbitrary deci sions
about which expenditures stem from pre-ConRail deferred
mai nt enance.

Usi ng depreciation accounting, ConRail profits are consider-
ably higher than would be reported by railroads using nornmal |CC
accounting procedures. Table 2lillustrates the inpact of de-
preciation accounting on reported incone. Using betterment ac-

counting, income would be reduced by $2.4 billion. Rat her than
producing a $2.0 billion profit in the planning period, ConRai
woul d have reported a $400 million | oss. This loss will be re-

ported for tax purposes because the I RS uses the betternment approach
The choi ce of depreciation nmethod only affects ConRail’s

profits on paper. Cash flow would remain the sanme regardl ess of

the accounting nethod chosen, however, the attitude of investors

towards the railroad may be inproved by the choice of an account-

ing method which reports a $2 billion profit rather than a $400

mllion |oss. Unfortunately, ConRail’s operating results wll

no | onger be conparable to other railroads.

6Fsp, p. 58 .
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TABLE 21- PROFI T | MPACT OF DEPRECI ATI ON ACCOUNTI NG
I NCOME (inflated $M

ConRai | | CC
Depreci ation Bet t er ment
Accounti ng Accounti ng
($M ($M
1976 (332) (464)
1977 (220) (375)
1978 (79 (271)
1979 36 (192)
1980 259 ( 2)
1981 354 81
1982 413 129
1983 475 180
1984 544 237
1985 597 275
TOTAL Profit $2, 000M
(Loss) ($400M

SOURCE: Fi nal System Pl an, p.66.



