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FOREWORD

On the occasion of the publication of the ‘‘Staff Report of the
Securities and Exchange Commission to the Special Subcommittee
on Investigations on the Financial Collapse of the Penn Central
Company,” I feel it appropriate that we take a comprehensive look at
the Penn Central bankruptcy, its causes and its results, and the
adequacy of the laws and regulatory agencies which administer those
laws. : '

The collapse of the Penn Central is the single largest bankruptcy
in our nation’s history. The ramifications of that bankruptcy extend
far beyond those unfortunate enough to have been stockholders.
For them, as for those whose pensions were dependent upon invest-
ments in Penn Central, the bankruptcy was a major tragedy. In
addition to these investors and pensioncrs, however, the bankruptcy
had a major impact upon our national economy. The run on com-
mercial paper caused by the Penn Central collapse could have created
a serious liquidity crisis for our nation’s businesses except for the
timely action of the Federal Reserve Board. The Eurodollar offerings
which were being encouraged as a means of curtailing balance of pay-
ments deficits lost their investment attractiveness in the overseas
markets. Indeed, the interruption of commerce which is so dependent
upon our highly complex and interwoven transportation system was
threatened. - : '
~ A great many recommendations have come out of different studies
of the Penn Central Collapse. The first recommendations were
included in a Staff Study by the Special Subcommittee on Investiga-
tions entitled ‘‘Inadequacies of Protections for Investors in Penn
Central and other ICC-Regulated Companies.”’” This report limited
itself to the interplay of the Interstate Commerce Act and the Federal
securities laws. Thereafter, in an extremely careful and detailed study
the staff of the House Committee on Banking and Currency reported
on its investigation of “The Penn Central Failure and the Role of
Financial Institutions.” Now, we have the recommendations of the
SEC as’ a result of its staff study. The time has come for serious
consideration of what Government can do to protect the public
interest including the following:

1. Elimination of exemptions for rail and molor carriers from the
Federal securities laws.—The securities of carriers regulated by the
Interstate Commerce Commission are generally exempt from the
disclosure requirements of the Federal securities laws. Similar exemp-
tions are not available for airline carriers regulated by the Civil
Aeronautics Board ; wire carriers regulated by the Federal Communica-
tions Commission or gas and electric carriers regulated by the Federal
Power Commission. The intent of Congress in 1933 in creating the
first of these exemptions for ICC regulated carriers was based on the
assumption that the extensive regulation of rail securities then being
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" exercised by the ICC would be the best protection for investors. At
that time the SEC did not exist and motor carrier securities were not
regulated by the ICC. Thirty-nine years later, the SEC does exist and
the reasons for exempting rail and motor carrier securities no longer
seem valid.

On December 8, 1971, I introduced H.R. 12128, a bill “to extend
-the protection provided by the Federal securities laws to persons
investing in securities of carriers regulated by the Interstate Com-
merce Commission.” The SEC fully supported this proposed legisla-
‘tion. The ICC, on the other hand, generally opposed it. The.comments
of 1both agencies regarding H.R. 12128 are included at the end of -this
volume. .

2. Improved legislative and regulatory control gver diversification of
transportation companies.— Transportation carriers in their function.
as utilities operating under a public license are in a position to monopo-
lize a segment of the national economy and thereby insure & guaranteed
source of funds. Diversion of those guarantced funds out of the trans-
portation business and into other endeavors offering a more attractive
mvestment return is increasing. There are today significantly more
transportation holding companies and holding companies with trans-
portation components than there were a decade ago..There is also
greater concentration among the major transportation companies.

One motor carrier, in order to further its program of diversification,
was found by the ICC to have exceeded its standard for an acceptable
working capital ratio and unreasonably mortgaged the carrier’s op-
erating equipment. The experience of the Penn Central with diversifi-
cation proved that profits on acquired non-rail operations are often
illusory while the out-of-pocket costs of acquisitions are quite real. In
the same vein the increasing diversification by air carriers may result
in unreasonably encumbering airline operating equipment.while the
costs of acquisition exceed the real benefits thereof.

The record is not clear that diversification is absolutely bad. In the
final analysis the process of diversification by transportation com-
panies might possibly prove to be the boon to the.transportation
mmdustry which its supporters claim. On the other hand, it may be that
transportation holding companies will indulge in many of the same
abusive practices which clectric and gas holding companies engaged in
before the passage of the Public Utility Holding Company Act of 1934.
Until a thorough analysis is made of the public interest benefits for
diversification by the regulated transportation utilities, a proper con-
clusion may not be reached. In «rder to muke this analysis, I have in-
structed the staff of the Sj.ecial Subcommittce on Investigations t«
collect and study all the available duta on diversified transportation
companies and to repo.t back to me.

3. Federal incorporation of companies regulated by the ICC and
‘CAB.—Public utility oriented companies which are regulated by the
ICC and CAB serve a national interest. As such, they cannot enjoy
the same latitude of business discretion as unregulated companies.
Dircctors and officers of those regulated companics may find a con-
flict in their responsibilities to their stockholders and in their respon-
sibilities to serve the public interest. Incorporation of such companies
under Federal laws could insure uniformity of corporate and individual
accountability.

4. Increased regulatory restrictions on dividend policy.—For a con-
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ecessors had maintained a policy of paying dividends out of borrowings
rather than admit there were no real earnings. Stockholders were led
to believe they were being paid dividends when in effect they were
really receiving repayments of capital. It was this policy in particular
which lulled the small investors into trusting in the safety of their
investments.

In a period of severe negative cash flow, Penn Central continued to
pay attractive dividends through massive borrowings at higher .and
higher interest rates. The great bulk of these borrowings were ulti-
mately subject to ICC approval. Apart from any considerations of
fraud under the Federal securities laws, a policy of mortgaging future
operations to mamtain a current dividend policy not justified by cur-
rent operations should scarcely be the practice of a regulated utility.
A temporary market aberration may warrant occasionally retaining
an established dividend in excess of earnings, but not indefinitely.

In the event regulatory controls over dividend policy cannot be
implemented with existing laws, new legislation may be needed. I am
requesting the ICC to consider this matter and report back to me.

5. Eatraterritorial application of the Federal securities laws.—One of
the more unfortunate aspects of the Federal securities laws is the
limitation of their enforcement to the United States. Capital markets
today are not territorial, and overseas investors are not solely large
financial houses. Foreign investors apparently are not entitled to the
{ull disclosure protections which U.S. residents enjoy. They should be.

Eurodollar offerings by major American corporations have played
an important role in limiting the outflow of U.S. investment. They
have also introduced individual European investors to the American
capital markets. When Penn Central had exhausted all reasonable
capital sources in the United States, it was able to borrow overseas
because of the goodwill established by other U.S. companies. Unless.
overseas investors can rely upon the protections assured to American
investors, their confidence in U.S. investment will not be retained.

6. Restrictions on interlocking directorates.—Since 1914 Section 10 of
the Clayton Antitrust Act has prohibited a carrier from having any
dealings in securities in excess of $50,000 per year with another
corporation having the same officers or directors except pursuant to
competitive bidding under regulations established by the ICC. A note
or other evidence of indebtedness including commercial paper is a
sccurity. A number of banking and other financial institutions made
loans to and engaged in other commercial transactions with Penn
Central while maintaining their control relationships through mem-
bership on the Board of Directors of the carrier. I am specifically
requesting the ICC to examine the record in fulfillment of its responsi-
bility under Section 10.

The SEC report carefully documents the great conflict of interest
situations in which the banking and financial institutions found them-
selves whenever they had dealings with the Penn Central. One bank
with an interlocking director chose to make indirect loans “because a
direct Joan would constitute a conflict of interest.” In sum, any benefits
from interlocking directorates seem clearly outweighed by the potential
abuses which might flow from such relationships. An outright prohibi-
tion of interlocking directorates between public utility oriented com-
panies and banking and financial institutions may be in the best
interests of the public, the regulated companies and their financial
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7. Insulation of commercial banking functions from bank trust depart-
ments.—The flow of information into a banking institution which is
performing vital commercial banking functions must be of utmost
confidentiality. A bank trust department is no more entitled to intrude
upon the confidentiality of that banking relationship than any member
of the general public. :

Whether or not the trust departments of the banks serving Penn
Central did intrude upon this relationship I am not in a position to
say. It seems to me that the mere appearance of evil is enough to
warrant stricter regulatory controls divorcing the commercial and trust
departments for all purposes including research and investment advice
and interchange of personnel.

The law is quite clear that the actual use of confidential information
to profit on a securities transaction is prohibited. To avoid the ap-
pearance of evil, I am requesting the SEC to consider whether pur-
suant to its rule making authority it could and should adopt a rule
limiting the investment activity of a trust department when a com-
mercial banking relationship exists..

The chronicling of the Penn Central fiasco is not yet complete. Other
reports can be expected. The efforts of the staff members of the SEC
who were involved in the preparation of this report are to be com-
mended. Their report will find an important place in the histories of
the Penn Central bankruptey.

HarLEy O. STAGGERS,
Chairman, Special Subcommittee on Investigations,
Commitiee on Interstale and Foreign Commerce.



LETTER OF TRANSMITTAL

SECURITIES AND ExcHANGE COMMISSION,
Washington, D.C., August 3, 1972.
Hon. Harrey O. STAGGERS,
Chairman, Special Subcommitiece on Investigations, Committee on
Interstate and Foreign Commerce, House of Representatives,
Washington, D.C.

DEar MR. SragaErs: I am pleased to transmit a copy of our staff’s
comprehensive report of its investigation into the relationship between -
the Federal securities laws and the financial collapse of the Penn
Central Co. We initially disclosed this investigation in testimony
before your committee in September 1970. Since that time, the Com-
mission’s staff has taken over 25,000 pages of testimony from 200
witnesses, studied tens of thousands of pages of exhibits and examined
relevant records of 150 financial institutions. Their report summarizes
one of the most extensive evidentiary and analytical records ever
accumulated in a single inquiry by the Commission’s staff. This
extensive inquiry was needed not only to fully understand the appli-
cation of the Federal securities laws to the Penn Central affair, but
also to point the way to possible modifications of these laws and their
imflementin g regulations.

believe this report brings into sharp focus a cogent analysis of the
factors behind not only the failure of a major railroad merger but also
a failure to recognize in timely fashion and bring to public attention a
crumbling structure in which shippers, passengers, creditors, investors,
governments, and the public at large had such a major interest.

Because the Commission is considering possible enforcement actions,
I am refraining at this time from commenting specifically on possible
violations of existing law which might subsequently be alleged in such
actions. I believe, however, that it 1s appropriate for me to bring some
of the broader and deeper implications of this report to the attention
of the Congress, members of the business community who are required
to comply with the securities laws, and lawyers, accountants, and
other professionals who assist the Commission in securing compliance
with these laws. .

The basic securities laws, enacted almos. 40 years ago, provide for a
fairly comprehensive pattern of disclosure and regulation. For almost
40 years the Commission has worked steadily at implementing the
laws and adapting the emerging regulatory pattern to the needs of a
more sophisticated, more sensitive, and more involved investing
public. This report brings out areas in which both the basic law and
the implementing regulations should be strengthened.

The first thing I would point out is that the securities laws contain
exemptive provisions which permitted Penn Central and those in-
volved in its financing and investments to operate free of several

(VID)
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important components of the regulatory and disclosure pattern which
{,he Congress and the Commission have established under the securities
aws,

The first of these exemptions frees companies regulated by the
Interstate Commerce Commission from registering securities sold to
the public with Securities and Exchange Commission. You introduced
legislation in December 1971 (H.R. 12128), which would eliminate
the exemptions for ICC-regulated carriers under the Federal securities
laws. We have supported that legislation. It seems to me that in an
era where so many corporations engage in multiple activities, exemp-
tive provisions which permit the regulated and the unregulated to
engage in the same kind of activities should be reexamined to assure
that no corporate entity, regardless of what its principal activity
may be, would, in any particular activity, be held to any lesser stand-
ards of scrutiny or disclosure than others. .

Another exemption frees the sale of short-term corporate or “com-
mercial”’ paper from registration requirements. The Securities Act
of 1933 exempts commercial paper if used for “current transactions’
and having a maturity “‘not exceeding 9 months.”” The Commission
in the past has given broad meaning to the “current transactions test.”
Regardless of the maturity and the “current transaction” test, the
railroad company’s paper was exempt from registration as a
security issued by a common carrier with the approval of the ICC as
provided in section 3(a)(6) of the Securities Act of 1933. The anti-
fraud provisions of the 1933 act apply to the sale of securities exempt,
from regulation, although commercial paper having a maturity up
to 270 days is not a security for purposes of the Exchange Act of 1934.
" The staff report unfolds a picture of commercial paper which was
continuously rolled over so as to serve the purpose of long-term financ-
ing and used not to finance commercial transactions but to meet cash
requirements arising from physical improvements and operating
losses. Also, the report demonstrates scanty investigation of the
strength of the company, reliance on the management’s verbal
assurances about the financial condition and prospects of the company,
and little or no effort to transmit to buyers information about the
.company and developments which threatened its solvency. When
Penn Central went into bankruptcy in mid-1970, American corpora-
tions had some $40 billion of commercial paper outstanding. You will
remember that the shock waves set off by the $80 million loss in Penn
Central paper placed enormous strain on our banking system as more
than $2 billion in bank money went to help corporations pay off
maturing commercial paper. Only strong and prompt action by the
Federal Reserve Board prevented what could have been a liquidity
crisis disastrous to the health of the entire economy.

While the staff report identifies the Penn Central situation and its
impact on the commercial paper markets as one resulting primarily
from a lack of adequate disclosure concerning the issuer of the com-
mercial paper and the dissemination and digestion of that disclosure
by the appropriate segments of the investing public, we also have
reviewed generally the regulatory framework within which com-
mercial “paper is issued. We believe that Congress should give
consideration to amending the exemptions for commercial paper in

- order to provide more definite standards, for example, as to such
matters as the denominations in which it may be offered and sold, in
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order to prevent this type of unregistered security finding its way into
the hands of the investing public in general, rather than financial
institutions, as it appears Congress originally intended.

The cornerstone of public confidence in our securities markets and
of the securities laws is full, accurate, and meaningful disclosure,
made on a timely, equal and public basis to all investors. The Com-
mission’s staff report shows a wide margin of failure on the part of
Penn Central in meeting this standard.. The report itself and, in
capsule form, its Introduction detail this failure.

When evaluating the disclosure lessons to be learned from the Penn
Central affair, it is important to keep in mind that although the
securities laws exempted Penn Central from filing registration state-
ments, sale of the company’s securities was subject to antifraud rules
and the company was required to file financial statements with the
Commission. However, this latter requirement could be satisfied by
financial statements based on ICC’s accounting rules, which are
primarily designed for ratemaking purposes and which do not call
for the special requirements designed by the Commission to protect
investors. . '

As we review the disclosure history of Penn Central, we get a picture
of high euphoria and inflated prospects about the savings to be achieved
by the merger with the manifest difficulties ignored or overlooked.
When these difficulties emerged as painful realities, they were inade-
quately disclosed. The annual reports put out for 1968, 1969, and 1970
obscured the railroad’s further movement into debt amid mounting
operating losses. Instead they emphasized that efficiencies, improve-
ment in service, and new exciting revenue sources were just around
the corner. The Commission has not sought to control the content of
the annual reports sent out to stockholders. However, for most public
companies, it does control the form and content of the quarterly and
annual financial reports filed with the Commission. We havée been
encouraging companies to include in the annual reports sent to share-
holders the kinds of detailed breakdowns and supplementary infor-
mation which we have required to be included in the reports sub-
mitted and filed with the Commission, because we think these break-
downs and supplementary data have a special value to investors. We
have been only partially successful and, accordingly, we have released
a proposal that, in filing their reports with the Commission, companies
be required to indicate the items of information which have not been
covered in the annual reports sent out to stockholders. We believe
this will simplify the task of financial services in bringing to public
attention the information filed with the Commission but not included
in reports and help close the information gap between reports mailed
to shareholders and reports filed with the Commission.

The staff report shows that as both the operating and liquidity
condition of Penn Central deteriorated, its management made in-
creasingly strenuous efforts to make a bad situation look better by
maximizing reported income. An elaborate and ingenious series of steps
was concocted to create or accelerate income, frequently by rear-
ranging holdings and disposing of assets, and to avoid or defer transac-
tions which would require reporting of loss. Accounting personnel
testified that they were constantly under intense pressure from top
management to accrue revenue optimistically and underaccrue ex-
penses, losses, and reserves, to realize gain by disposing of assets and
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to charge losses to a merger reserve which would not take them through
the income statement. Galns were reported on real estate transactions
in which the realization of benefits to the company depended on operat-
ing results far into the future and in which there was little if any real
change in the character or amount of assets owned by Penn Central.
In this connection, the Commission has already taken administrative
action to order correction of reported figures in the case of Penn Cen-
tral’s subsidiary, Great Southwest Corp.

The whole pattern of income management which emerges here is
made up of some practices which, standing alone, could perhaps be
justified as supported by generally accepted accounting practices, and
other practices which could be so supported with great difficulty, if at
all. But certainly the aggregate of these practices produced highly
misleading results. The accounting profession is in the course of
reorganizing and accelerating its efforts to create more uniform ac-
counting standards. A special committee of the AICPA is undertaking
a redefinition of accounting objectives. This report underlines the
urgency of those efforts. It is essential that the end result of applying
accounting principles be a realistic reflection of the true situation of
the company on which a report is prepared. Here, there was no ade-
quate presentation of the fundamental reality that reported income
was not of a character to make a significant contribution to the
pressing debt maturities and liquidity needs of Penn Central, nor was
- it of the sort that might reasonably be expected to be evidence of
continuing earning power. _

The public was left unaware of the absence of cash flow and the
magnitude of the cash loss. Management implied in its public state-
ments that the cash drain came from improving the road’s facilities
when in fact it came from poor operations. _

Effective December 31, 1970, the Commission. introduced a require-
ment to file a source and application of funds statement designed to
bring out an issuer’s flow of cash and the source and use of cash re-
sources. This applies to all reporting companies except those subject
to ICC and other governmental agency accounting regulations. The
report’s findings emphasize the Importance of requiring that all
companies make this kind of specific disclosure in order to alert in-
vestors to liquidity problems.

I have directed that the Commission’s staff undertake a study of
other ways in which the liquidity position of a corportion can be
more realistically disclosed. At a minimum, it would seem that im-
proved disclosure of pending debt maturities and contrac¢tual.com-
mitments requiring cash outflows in the near future and the cash
resources available to meet them would be required so that the
financial viability of publicly traded corporations would be brought
out as clearly as their operating performance.

I would also urge the national stock exchanges to review their
listing standards with a view to requiring that reports to shareholders
also bring out the relationship between liquid resources, borrowing
power, and imminent obligations to establish public disclosure of the
continued financial viability of a listed corporation.

Despite the absence of cash earnings, Penn Central continued to
pay dividends at an annual rate of $56 million until November 1969.
The company had to pay high interest for the dividend money and
face high cash demands with no idea of where the needed cash would
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tion on the part of management to make full public disclosure of the
considerations and implications as well as the source of dividend
payments. i

In its annual reports, Penn Central obscured the source of its in-
come and losses. Railroad operating losses were combined with other
income sources until the underwriters forced a recasting of the figures
in the offering circular. To fully enlighten investors on the principal
sources of income and loss for a multiproduct company, in 1970 the
Commission adopted a rule requiring a breakdown of sales and earn-
ings for each line of business producing 10 percent of revenues.

The staff report clearly brings out the value of the requirement to
file s registration statement. Penn Central, because it was under the
jurisdiction of the Interstate Commerce Commission, was not required
to register its public offerings with this Commission. It was required
to apply to the Interstate Commerce Commission for permission to
increase its debt obligations and ICC did find that the proposed in-
creases in its debt were in the public interest but it had no explicit
responsibility for investor protection. Because the civil liability pro-
visions of the securities laws do apply to-the sale of railroad securities,
despite the absence of a requirement that offerings be filed with, and
subject to review by the Securities and Exchange Commission, the
threat of civil liability made it necessary for underwriters and their
counsel to apply SEC disclosure standards to the offering circular to
be used in the sale of Penn Central securities. The staff report shows
how the scrutiny applied and disclosure required by underwriters
and lawyers made it impossible for Penn Central to offer the securities
of a failing company to investors. I't is encouraging to note that Penn
Central management failed in its demand that-the law firm acting for
the underwriter remove from the assignment a lawyer who was
particularly diligént in demanding full and unvarnished disclosure.
~ While the underwriters and their counsel resisted the distribution of
an offering circular that did not contain. ivhat they believed to be ade-
quate disclosure, the placing of the entire focus of disclosure on the
offering circular does not appear, under these circumstances, to have
been the most appropriate way to make public the rapidly deteriorat-
ing financial condition of the company. Some analysts were able to
put items of information together to arrive at a judgment that the
solvency of Penn Central was threatened. If Peon Central management
had met its obligation of disclosure, it would, by direct statements,
have been bringing out and putting together the factors which these
analysts used in arriving at that judgment. It might also be noted
that in order to evade this obligation, a Penn Central public relations
officer suggested that requests for information about the status of the
company might be dealt with by “saying that we are considered to be
in registration at this time and are not free to talk.”” Over the last year,
the Commission has emphasized strongly that the imminence of
a security offering does not relieve management of the obligation
to make prompt and independent disclosure of mnew material
developments.

The staff report shows how Penn Central, when unable to obtain
needed financing in this country, turned to foreign markets for funds.
This source of funds is an extremely important one, which we can lose
if we permit a credibility gap to develop with respect to disclosure
made by companies offering securities abroad. ‘(.Jonsi'dezlzatéon should be
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financial condition and performance of U.S. corporations whether
they are dealing in domestic or foreign markets.

The staff report examines the role of the directors. The responsibil-
ity of directors is primarily a matter of State corporate law. But
directors have a responsibility to sce that their corporation and the
management they select obey the Federal securities laws.

It 1s difficult to see how this responsibility can be satisfactorily
discharged unless the directors themselves obtain from management
information which is adequate in both quantity and quality. To be
adequate, this information has to be both factual and judgmental.
It has to deal with the past, present, and future. This was brought out
very effectively by a new director, joining the Penn Central board in
May of 1969, in a memo to the chairman of the board pointing out
that lists of new equipment did not particularly help him discharge
his responsibilities as a director and spelling out the kind of information
about objectives and performance and about problems and plans for
overcoming them which he would need to do his job as a director.
Today’s more sophisticated investor needs, perhaps in a broader and
more general way, the same kind of picture and he is entitled to it if
the disclosure process is to do as well in the future as it has done in
the past in maintaining general public confidence in our securities
markets. The Commission, taking & look at the future, has paid
increasing attention to the role, the qualifications, the responsibilities,
and the independence of corporate directors, which appear to be
called for. Last ‘month the Commission released a statement en-
dorsing the establishment of audit committees composed of inde-
pendent directors. The staff report points up the critical importance
of the whole subject of the responsibility of directors, the greater
utilization of public and independent directors, the professional-
ization of their function, providing staff support for directors and
judging their performance not on the basis of hindsight but on the
basis of the reasonableness of their judgments in the circumstances
and at the time it was exercised. i

The report also examines the way three major banks handled their
obligation under the securities laws to assure that nonpublic informa-
tion obtained in the course of commercial lending is not used by the
trust department in its investment decisions. These institutions recog-
nized this obligation and set up procedures, with varying degrees of
adequacy, to meet it. The report points up the possibilities of conflicting
responsibilities where such inside information is available to operating
divisions of the institutions and the need for adequate procedures to
prevent misuse of such information where this situation exists.

Lastly, the report goes into the circumstances surrounding sales of
Penn Central securitics by management officials during this period
in connection with the question whether sales by some individuals
occurred while they were privy to material adverse inside information
concerning the company. If this occurred, it might involve violations
of existing law, and accordingly, I express no view at this time on the
question. In addition, the report’s analysis of the activities of a private
investment fund composed primarily of principal corporate officials and
their financial advisers raises (uestions of possible conflicts of interest
and misues of inside information and suggests the need for considera-
tion of additional controls in this area.
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The report represents the culmination of a lengthy and exhaustive
inquiry by our staff. I hope it will be a catalyst for considering signifi-
cant improvements and reforms in the securities field. In this letter
of transmittal, I have tried to indicaté some recent improvements in
our rules which are relevant to the problems brought out by this report
and to suggest other measures that should be considered.
Respectfully yours,

WiLriam J. Casey, Chairman.
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INTRODUCTION

The bankruptcy of the Penn Central Transportation Co. on June
21, 1970 came as a surprise to much of the public, including many
Penn Central shareholders. Only 2} years earlier the company had
been formed by the merger of the Pennsylvania and the New York
Central railroads to fanfares of optimism. The merged road was going
to be more efficient and was going to produce sizable earnings. In
addition, diversification into real estate development and other areas
was seen as the beginning of a profitable conglomerate growth. These
heady prospects sent the stock price soaring from approximately 20 in
the early 1960’s, when the merger was first announced, to 84 in the
summer of 1968, 6 months after merger. The day after the filing for
reorganization the stock sold for 6}%. The loss to shareholders, bond-
holders, and other investors from the collapse of Penn Central is
measured in billions of dollars. Many of these investors were older
people who had invested in Penn Central because of its apparent
solidity and its long record of dividend payments.- The Commission’s
investigation was conducted -to determine whether the events sur-
rounding the collapse of this major corporate enterprise were associated
with violations of the Federal securities laws.

ScoPE OF INVESTIGATION

The staff undertook a thorough and extensive investigation of Penn
Central, comprehending all aspects which seemed relevant to its
collapse. This report is a distillation of that investigation, concentrat-
ing on certain areas which the staff determined were most critical from
the viewpoint of the Commission’s responsibilities. - .

The inquiry focused primarily on the events occurring between the
merger on February 1, 1968 and the bankruptcy. However, in some
instances, where the staff believed it was necessary for a full under-
standing of the facts, premerger conditions were also examined. -

The report is arranged in four major parts. Part I involves the
company’s possible failure to disclose adverse information to the
investing public. Within this area, the staff examined the operational
and financial condition of the company and compared this with the
representations made by management. The staff also inquired into
many of the accounting practices of Penn Central to determine whether
they provided adequate and accurate disclosure. Examination was
made of the affairs of Great Southwest Corp., to determine whether
adequate disclosure was made of the affairs of this important sub-
sidiary. The role of the directors in overseeing the conduct of manage-
ment and in insuring adequate disclosure was examined. The second
major area of investigation, Part II of the report, relates to possible
trading on nonpublic information by individuals and institutions.
Part I1I describes the role of Penn Central’s commercial paper dealer
and a commercial paper rating service. The final area, Part IV,
involves an examination of a private investment club in which several
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Penn Central financial officers were members and which raised issues
of possible misusc of position by these officers.

Nearly 200 witnesses were called to testify and approximately
25,000 pages of testimony were taken. Among the witnesses were most
of the major officers and directors of the corporation during the
relevant period. Voluminous documents were examined either on site
or by requesting that they be submitted to the Commission’s offices.
Every officer or director who to the staff’s knowledge had any signifi-
cant trading was subpenaed and statements obtained through affidavits
or in the form of testimony. In connection with the trading inquiry
the roles of approximately 150 institutions were examined through
document submission or testimony. As a result of this analysis, those

" treated individually in this report were selected for special study.

ORGANIZATION OF PENN CENTRAL

Because the Penn Central organization went through several changes
and contained numerous subsidiaries, a brief note on the organization
and the names used in this report may be helpful. When the New
York Central and the Pennsylvania railroads merged on February 1,
1968 the resulting company was called the Pennsylvania-New York
Central Transportation Co. The name was then changed to the Penn
Central Co. On October 1, 1969 the name was changed to the Penn
Central Transportation Co. upon the formation of a parent holding
company which took the Penn Central Company name. For conven-
ience, the name Penn Central is often used in this report to refer to
the Penn Central complex generally. When reference is made specifically
to the entity containing the railroad in a context which might be
confusing, the name Transportation Co. is used. When reforence is
made specifically to the holding company in a context where the
reference might be unclear, the entity will be described as the holding
company. The Transportation Co. owned 100 percent of the common
stock of Pennsylvama Co., an investment company, which is often
referred to in this report as Pennco. '



SUMMARY
Raiuroap Drirricurties: MERGER AND OPERATIONS PrROBLEMS (I-A)

Penn Central, despite attempts to convince the public to the con-
trary, was predominantly a railroad company and its future was tied
inexorably to these activities. Thus, before assessing the information
being disseminated to the public, it is essential to understand what
was occurring in the operations area in general and more particularly
‘the circumstances surrounding the merger itself.

The merger of the Pennsvlvama and the New York Central rail-
roads had been born out of the weakness of the two constituent parts.
Despite such an inauspicious beginning, however, and the obvious
dangers involved in such a situation, little thought appears to have
been given to the basic feasibility. In the premerger period manage-
ment had conducted a study which purported to show sizable savings
through the elimination of duplicate facilities and in other areas. The
study, however, bore little relation to the consequences of merger of
the two roads. The merger involved more than was revealed in the
study; it involved comphcated and costly rebuilding of two roads into .
one. The resulting burden on the merged railroad would be twofold:
(1) ample funds would be necded for capital éxpenditures; and (2)
operational problems could be expected. This presented, in rcality
bleak picture because the roads had no cash for the expendltures and
no planning or ready skills commensurate with the operations prob-
lems. Planning staffs were formed and consultants were hired but to
little avail. There was no adequate supervision or decisionmaking in
the planning process. Some departments, such as the accounting de-
partment, never even got to the meaningful planning stage. In the
crucial area of operations, a detailed plan was prepared but was then
abandoned just before the merger. Little or no training of employees
whose jobs would be affected was conducted.

In the postmerger period, as attempts were made to combine the
operations of the two roads, severe service problems materialized and
the losses on railroad operations increased at an astounding rate,
Management blamed the postmerger difficulties on elements beyond
their control including unions, the ICC, Government in general, the
necessity of continuing unprofitable passenger operations, high interest
rates, inflation and the recession. Without denying that these matters
had an adverse impact on Penn Central, as they had on other com-
panies and other railroads, they do not explam the postmerger plunge.
It appears that the collapse was a result of entering a complex and
costly merger without adequate planning and adequate financial and
management resources. Conflicts among senior management officials
further complicated the problem.

(3)
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Income MaNageEMENT (I-B)

Absent a major restructuring of the railroad operations, the drift
into bankruptcy was inevitable. The only question was the timing—how
long the company could keep going. The answer lay in great part in
Penn Central’s ability to borrow money and otherwise finance the
continuing deficits from the railway business and the ability of the
company to generate earnings was a major feature which lenders would
consider. For some time prior to merger, management had engaged in
efforts to inflate reported earnings and, as the earnings plummeted due
to merger-related problems, these efforts intensified. The devices uti- .
lized involved not only rail operations but even more importantly the
company’s real estate and investment activities.

In summary, all possible avenues of increasing reported income
or avoiding actions which would reduce reported income were explored.
Stuart Saunders, chairman of the Penn Central board, established the
policy and looked to other members of the top management team to
implement it. All were expected to watch for available opportunities,
within their own areas of expertise. The accounting department made
a substantial contribution by watching for devices whereby they
might stretch accounting principles to cover novel situations, em-
phasizing form over substance on a number of major transactions.
Accounting personnel were expected to select the accounting method
that would provide a maximization of income in every possible
instance. This resulted at times in the taking of inconsistent positions.
In other cases top management brought pressures on the accounting
department to accelerate or delay the recording of certain items in the
interest of improving currently reported earnings. While it was
recognized the benefit was generally only temnorary and would have
to be made up in the future, the hope was that by then the operational
conditions would be improved. At times the pressures reached such a
point that management ran into resistance from accounting denart-
ment personnel who were concerned with possible criminal liability
arising out of the schemes which were being suggested. And even on
leglt}mate transactions, Penn Central was often forced, by the im-
mediate pressures for income, to take actions because of the short
term advantages, although from a longer term viewpoint the action
was detrimental to the company. Reported income in these situations
was a reflection of weakness, not of strength. Also relevant, con-
sidering the financial condition of the commpany, was the noncash
generating nature of many of the earnings being recorded.

Fivances (I-0)

Although management was able to soften the reported losses by
methods described above, they faced an enormous cash drain of
approximately half a billion dollars between the time of merger and
the time of the bankruptcy. This loss was an inescapable reality for
management. .

Much of the loss was caused by the deficits from rail operations.
The payment of approximately $100 million in dividends in the post-
merger period also contributed to the drain. The borrowings needed
to meet the cash drain required large interest payments in this period
of high interest rates. When the borrowings reached their peak, the
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million a year. Cash was even needed to support Great Southwest,

a real estate development subsidiary whic*x management claimed
was helping to support the railroad.

- The financial crisis was known to management even at the time
of the merger. Penn Central was forced into short term borrowings
because most of its assets were unsaleable, were mortgaged or were
otherwise restricted and Penn Central was not an attractive vehicle
for long term financing. By the beginning of 1969 management
realized that Penn Central was approaching the limits of its borrowing
capacity and that a continuation of the cash drain would spell disaster.
The drain never lessened. :

The continuing cash drains created increasing difficulties for
management and on increasing need to conceal the true conditions.
Every additional borrowing created "greater restrictions through
pledges of assets and restrictive provisions in the borrowing agree-
ments, and as the need for borrowing increased, the necessity of
concealing the real reasons for the borrowings became greater. Toward
the end management was faced with a potential runoff of commercial
paper if the company’s condition became public and with an inability
to raise cash through public offerings where disclosure through
public offering circulars would be required. Penn Central’s last
financing was done at high interest rates in foreign markets where
the lenders were still willing to lend to a “‘name” company. -

PusLic OrrFerINGs (I-D)

The only Eublic offerings of securities were made in late 1969 and
early 1970 through Pennsylvania Co. (Pennco), an investment com-
Eany subsidiary of Penn Central. Pennco’s principal assets were large

oldings of the stock of the Norfolk and Western and the Wabash
railroads and the stock of the ‘‘diversification’” subsidiaries including
Great Southwest, Arvide and Buckeye Pipeline. Pennco had been
used earlier in 1969 to raise $35 million through a private placement
of collateral trust bonds. By late 1969 much of Pennco’s most valuable
asset, the Norfolk and Western stock, was pledged and its large
holdings of Great Southwest stock which at one time had a hich value
in terms of quoted market prices was rapidly diminishing in value
because of adverse developments in Great Southwest.

A $50 million debenture offering was completed in December 1969.
This was easily sold because it was convertible into Norfolk and
Western stock. Within 2 months of the completion of that offering,
Penn Central began efforts to sell a $100 million debenture offering.
This offering was never corapleted.

The offering quickly encountered difficulties related to the overall
problems of Penn Central at that time. The offering in its originally
announced form contained warrants for the stock of Great Southwest
Corp. and of Penn Central Co., a holding company which had become
the parent of the railroad in October 1969. Management had hoped to
delay registration of warrants until they became exercisable in the
future. Penn Central had abandoned o planned public offering of
Great Southwest stock in late 1969 because of the disclosure that
would be required in a registration with the SEC. After doubts were
raised about whether registration could be delayed, the warrants were
dropped from the oﬁering‘.: The Pennco offering circular was under ICC
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A more serious problem developed as counsel for the underwriters
began uncovering information about the railroad which indicated that
it was heading for bankruptcy. Although the underwriters were going
to be offering a security of Pennsylvania Co., which they thought
could survive a bankruptcy of the railroad, they were aware that con-
ditions which might so adversely affect the railroad would be important
to potential investors in Pennco, They determined to obtain disclosure
of these facts in the offering circular. Management initially resisted
these efforts and a management official even attempted to have one of
the underwriters’ lawyers removed from the underwriting because of
the questions he was raising as a result of the inquiry made into the
company’s financial condition.

Although the underwriters resisted these efforts and succeeded in
getting significant disclosures in the circulars, no steps were taken
to point out these disclosures in the public announcements about
the offering or otherwise. Large numbers of the circulars were distrib-
uted to broker-dealers and institutional investors and copies were
sent to financial publications. The underwriters were aware, however,
that the offering would only be of interest to institutional investors
and the adverse information in the circulars did not become generally
circulated although some large institutional sellers in May 1970 had
access to and read the offering circular.

Although it was unlikely from the outset that the offering could be
completed, management was able to use its pendency as a part of its
facade of the continuing viability of the company. The abandonment
of the offering was not announced until May 28, 1970.

Grear SoutnwEst (I-E)

Great Southwest, a real estate development subsidiary, played a
significant role in Penn Central’s affairs. Great Southwest was touted
as an example of the success of Penn Central’s diversification pro-
gram; Great Southwest’s financial results contributed significantly to
Penn Central’s reported earnings; and the Great Southwest stock
owned by Pennco was Pennco’s major asset when valued at market
prices. Penn Central, through Pennco, had acquired control of Great
‘Southwest and Macco Corp., which later became a subsidiary of Great
Southwest, in the early to mid-nineteen-sixties as a part of its diversifi-
cation program. Macco quickly became a major problem because of its
large cash drains which had to be met by cash advances from the
railroad.

At about the time of the merger of the railroads, Great Southwest
and Macco embarked on programs to drastically increase their re-
ported earnings. The principal vehicle used was the ‘‘sale’ of large
properties for very large reported “profits” to syndicates of investors
who were motivated to participate because of tax benefits. These
transactions involved only small downpayments and principal pay-
ments deferred to future years. Typically there was no obligation that
the investors continue making payments. These were essentially paper
transactions which should not have been recorded as profit. These
transactions were effected in furtherance of the Penn Central program
of inflating reportable profits to offset losses in the railroad.

Senior Macco officials were under employment contracts which
provided they would be paid a percentage of the profits reported.
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Because of large profits being reported, Macco paid the officers hun- /

dreds of thousands of dollars in 1968. Penn Central management then
renegotiated the contracts which resulted in the officers receiving a
total of $7 million to sign new contracts.

The real estate transactions described above were largely paper
transactions and so the serious cash problem continued. In 1969 a
public offering of Great Southwest stock was prepared to raise cash.
The offering included a sale by Pennco of some of its holding of Great
Southwest stock. Shortly before the offering was to be filed with the
SEC, it was abandoned because of the disclosures which would have
been required in the prospectus. It was feared that the disclosures
would cause a sharp drop in the price of Great Southwest stock. This
would have very seriously affected the value of Pennco’s portfolio
and Pennco itself was about to be used as a financing vehicle for the
railroad. o

By late 1969 Great Southwest was disintegrating. Changes in
accounting guidelines and tax rulings were preventing further large
tax oriented sales. The cash drain was worseming. In early 1970, Great
Southwest, like Penn Central turned to foreign financing and borrowed
approximately $40 million in Swiss francs. The nature of Great South-
west’s earnings and the problems being encountered were never
disclosed to Great Southwest or Penn Central shareholders.

Roue or Direcrors (I-F)

Pennsylvania Railroad and New York Central directors were
accustomed to a generally inactive role in company affairs. They
never changed their view of their role. Both before and after the
merger they relied on oral descriptions of company affairs. They failed
to perceive the complexities of the merger or the fact that appropriate
groundwork and planning had not been done. After the merger they
claim to have been unaware of the magnitude of the fundamental
operational problems or the critical financial situation until near the
end. They did not receive or request written budgets or cash flow
information which were essential to understanding the condition of
the company or the performance of management. Only in late 1969
did they begin requesting such information and even then it was not
made available in a form that was meaningful or useful,

On at least two occasions, the directors deliberately avoided con-
frontations with management on issues critical to testing the integrity
of management and providing adequate disclosure to shareholders.
On one occasion, in the summer of 1969, a law suit which claimed im-
proper and unlawful conduet by David Bevan, chief financial officer
of Penn Central, in connection with Executive Jet Aviation (effec-
tively a subsidiary of Penn Central) and Penphil Co. (a private invest-
ment club) was brought to the directors’ attention. As they were

obligated to do, they authorized an investigation. When Bevan.

threatened to.resign, however, they canceled thé investigation even
though the charges appeared to be well founded and later proved to
be essentially correct. Without restraint Bevan continued to engage
in questionable conduct including the diversion of $4 million to un-
disclosed Liechtenstein interests. He also continued as the sole and
important contact between Penn Central and the financial community
to whom he repeatedly misrepresented the company’s financial con-

-
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dition. Even in the instance where a director was interested in inquir-
ing into the affairs of a major subsidiary this initiative was not
favorably received by his fellow directors. If such an inquiry had been
made it would have uncovered the improprieties occurring in the
subsidiary and the concomitant need to provide full and adequate
disclosure of that entity’s affairs. The directors permitted management
to operate without any effective review or control and they remained
uninformed throughout the whole period of important developments
and activities.
DiscrLosure (I-G)

The picture within Penn Central was bleak. The company’s dis-
closure policy, however, is illustrated by a comment which other
members of Penn Central management apparently made on a number
of occasions—'“Well, it looks like Saunders has his rose colored glasses
on again.” Stuart Saunders, Penn Central’s chairman of the board,
set the disclosure policy and made it clear that the others were ex-
pected to comply. Professional analysts spoke frequently of the
“credibility gap’ they discerned and of the difficulty cf getting ade-
quate and accurate information from the company.

The railroad picture was always presented by management in op-
" timistic terms. There was a stress on the hopes and promises of the
future, particularly those related to the merger, while the immediate
problems were ignored. When put in a position where the immediate
problems arising out of Penn Central’s own limitations could not be
ignored Penn Central grudgingly admitted their existence but would
claim the situation had ‘‘turned the corner’’ and was on the upswing.
Yet there was no real prospect of an effective turnaround. The basic
industry problems remained, as did the financial and management limi-
tations of Penn Central itself.

Most shareholders measure success in terms of earnings. Losses from
railroad operations were running at the rate of $150 to $200 million
per year, a rate which clearly could not be sustained for long. However,
this figure was never presented to the shareholders and in other ways
as well, the drain from railroad operations was downplayed. The earn-
ings contribution of nonrail activities was emphasized. No mention
was made, however, of the questionable accounting practices which
had been utilized in recording many of these earnings and of various
factors which seriously affected the quality of significant portions of
the remaining earnings. In effect, the earnings figures being given to
the public were not an accurate picture of the earning power of the
corporation. Indeed, until 1970, the year of bankruptcy, the company
on a consolidated basis was reporting profitable operations. -

The immediate cause of the bankruptcy, and the most obvious re-
flection of the problems discussed earlier, was the cash drain and the
inability of Penn Central to obtain additional financing. Disclosure to
shareholders in these areas was marked primarily by silence, although
on those occasions when Penn Central did reveal what financings it
was doing, it stressed the flexibility and strength of its financing pro-
gram rather than the desperation of the company’s financial condition.

SaLes oF SecuriTiES BY INsTiTUTIONS (II-A)

Many institutions held Penn Central stock, particularly as it
annraached ite neals nrice in the simmer of 1968. Most of these
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institutional holdings were sold over the next 2 years as the price of
the stock continued to decline. '

The examination focused on several institutions where the timing
of the sales and the possible access to inside information raised
questions. These institutions were Chase Manhattan Bank, Morgan
Guaranty Trust Co., Continental Illinois Bank & Trust Co., Investors
Mutual Fund, and Alleghany Corp.

As we conducted our inquiry in this area we were faced with diffi-
culties of proof. Regardless of such difficulties, it is important to note
that in the case of at least two of the banks it is clearly established
that they had inside information at the bank at the time of the sales.
The banks deny, however, that this information was known to those
making the decision to sell. This points up the real possibility of
conflicting responsibilities and the need for procedures to prevent
misuses of information reposed with a bank in a commercial banking
relationship. .

Our inquiry also raised questions where Penn Central and banking
institutions shared common directors. One such director indicated
that at times in a meeting of a committee of the bank’s board he was
called upon to speak about Penn Central in the presence of members
of the bank’s trust department. Although in this case the director
stated that he provided no inside information, banks should not place
common directors in such a position where they might easily disclose
inside information.

Insiper TrapiNg BY OFrFicERs aAND DireEcTors (II-B)

From its extensive review of the trading of officers and directors of
Penn Central Co. which took place between the merger and the bank-
ruptey, the staff found that a number of high corporate officials had
made sizable sales during this period.

A detailed review was made of the transactions of 15 officers whose
trading was deemed to raise the most serious questions as to whether
it had been based on material inside information. The 15 officers, who
prior to bankruptcy had sold about 70 percent of the stock they
owned at the time of the merger, included officials of the finance and
operating departments. These officers had apparent access to informa-
tion concerning the state of Penn Central’s a,}f)fairs which was reaching
the public only with a serious amount of distortion. This section of
the report summarizes the staff’s investigation of the trading of
these officers, examining the timing and extent of these sales, and the
reasons given for them by the officers.

As in other major companies, Penn Central had an elaborate option
system for its key employees. Many of these officers exercised their
options through the use of large bank loans, As this study shows, the
presence of such loans can clearly distort the purposes of the option
system by encouraging officers to sell when the market in the
company’s stock declines, even though material undisclosed informa-
tion may exist at the time,

ComMERCIAL PAPER SaLEs: GoLpmAN, Sacas AND NaTioNAL CREDIT

Orrice (IIT A anp B)

As the company’s financial condition deteriorated, management
relied more heavily on the sale of commerical naner as a means of
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financing the losses being incurred. The company was not using
commmercial paper for short-term borrowing which is the customary
use of commercial paper. Instead, conditions developed in a way
which required that the full amount of commercial paper be con-
tinually rolled over as if it were long-term financing.

Goldman, Sachs & Co. was the sole dealer in Penn Central’s com-
mercial paper and at its peak there was as much as $200 million of
paper outstanding. While some of the buyers of this commercial paper
were relatively sophisticated institutional investors, others were not.
Only limited information was supplied to buyers of Penn Central
paper. Even when Goldman, Sachs began receiving warnings of
critical problems no additional information and no warnings were
communicated to buyers. Goldman, Sachs maintains it was merely o
dlealer and not an underwriter and that it did nothave duties of dis-
closure. '
~ The sale of Penn Central’s commercial paper was greatly facilitated
} by the receipt of a “prime’’ rating from the National Credit Office, the
only national rating service of commercial paper. This rating was
provided without adequate investigation of the company’s financial
condition. It is clear that NCO continued to prowvade the highest
rating at a time when the facts did not support such a rating.

Pexenin (IV)

Beginning in 1962, Bevan and Charles Hodge, an investment
counselor to the Pennsylvania Railroad, formed a private investment
club, Penphil Co. Its members included several other Penn Central
financial department officers. The club made investments with funds
borrowed from Chemical Bank. The bank made these funds available
because Bevan was the chief financial officer of Penn Central and
because the railroad had a substantial banking relationship with
Chemical.

The investment club made investments in companies where the
club had relationships which made inside information accessible to the
club. From time to time, officers and directors of the companies in
which investments were being made were invited to join the club.



CHRONOLOGY OF EVENTS
1968

January 15: Supreme Court decision authorizing merger.

February 1: Merger of Pennsylvania and New York Central railroads.

March 30: Announcement of mailing of 1967 annual report to shareholders. Press
release indicates merger proceeding smoother and more rapidly than anticipated.

May 7: Annual shareholders meeting.

Junc 21: Final of a series of drawdowns in early 1968 against the revolving credit.
This brings the total to $100 million. . :

July 3: Odell writes to Saunders expressing concern about Macco. :

July: Butcher & Sherrerd relcases report on Penn Central reducing 1968 earnings
estimate. Because of firm’s relationships to Penn Central, causes sharp decline
in price of stock.

July 15: Press release announcing no adverse changes in the company’s affairs
to justify the recent market action.

July 17: Penn Ceutral receives authority from ICC to sell commercial paper for
the first time. Authorization for $100 million.

Summer: Service problems developing.

September 5: Saunders speech to New York Society of Security Analysts—
critical response.

September 30: Washington Terminal Co. dividend-in-kind paid.

October 9: Bevan memo revicwing critical cash situation and calling for cutback
in capital expenditures.

October 23: Third quarter earnings announcement. Consolidated earnings up.
Company-only figures not given.

November: Penn Central draws down a $30 million Eurodollar loan.

December 11: ICC approval of $100 million revolving credit.

December 26: Year-end statement issued by Saunders.

December 31: Madison Square Garden transaction consummated.

December: Sale of Bryant Ranch by Macco. -

Deccember: Sale of Six Flags Over Georgia by Great Southwest.

December 31: Acquisition of the New Haven Railroad.

1969

January 7: Bevan seeks financial advice from former chairman of First Boston
Corp. and from consultant who was president of International Bank for Recon-
struction and Development. .

January 23: Board approves plan to form holding company-—announced to public.

January: Penn Central claims this is peak for service problems.

January: EJA withdraws application to acquire Johnson Flying Service.

January: Penn Central discussions with Peat, Marwick and ICC relating to
charging of mail handlers against the merger reserve.

January 30: Preliminary earnings for 1968 announced. Results show consolidated
carnings of $90.3 million, up from 1967, and a parent company loss. of $2.8
million, down from a profit of $11.5 million a year carlier.

February 13: Penn Central issues release on results of diversified subsidiaries.

February: Meeting with officers of First National City Bank concerning increase
in revolving credit.

February 20: Saunders’ ‘““turning the corner’ claim set forth in release.

March 1: Smucker replaced by Flannery in charge of operations.

March 19: ICC authorizes increase in commercial paper from $100 million to
$150 million.

April: Flannery objects to budget cutbacks. Cites danger of affecting service.

April 23: Penn Central announces first squarter consolidated earnings of $4.6
million, down from $13.4 million a year earlier. Parent lost $12.8 million com-
pared to a profit of $1.0 million in 1968.

May 12: ICC approves increase in revolving credit agreement from 3100 million
to $300 million, with $50 million reserved to refund commercial paper.

11N
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June 4: Settlement of employment contracts with Great Southwest officers.

June: Sale of Six Flags Over Texas by Great Southwest. :

“June 13: Extraordinary joint finance—executive committee meeting to discuss
the situation.

June 25: Board discusses possibility of omitting dividend, but ultimately decides
to declarc dividend with special meeting on August 27, to review payment.

July: $35 million private placement of Pennco debentures.

July 28: Second quarter earnings announced. Consolidated earnings at $21.9
million, down 7.5 percent. Railroad company lost $8.2 million versus year
earlier profit of $2 million. .

August 27: Kunkel suit discussed at meeting of Penn Central board. Investigation
of EJA and Bevan approved. Bevan’s subsequent threat of resignation causes
cancellation of investigation.

September 18: Bevan diverts $10 million of equipment loans to Leichtenstein
account of Goetz in connection with EJA and other matters.

September 8-12: Bevan and Saunders discuss bleak financial condition and call
for cutbacks on capital expenditures.

September: Saunders orders halt of retirement of properties until accounting
authority received, thercby avoiding writeoffs against ordinary income.

September 23-24: Penn Central announces that Gorman named president, effec-
tive December 1. Saunders denies presidency offered to several others first.

Se}lgtemﬁﬁr 24: O’'Herron reads to board Bevan’s statement on Kunkel, EJA and

enphil. .

September 25-26: Saunders testifies before congressional committee on passenger
legislation. :

October 1: Holding company becomes effective.

October 20: Penn Central reports consolidated third quarter loss with 9-month
earnings down substantially. Railroad lost $19.2 million.

October 29: ICC approves increase in authorization to sell commercial paper
from $150 million to $200 million. : .

October: Great Southwest offering called off because of disclosure problems.

November: Service deterioration noted.

November 7: Attorney representing Penn Central tclls ICC that since merger
company has failed to regain its competitiveness and remains financially shaky.

November 10: Odell invites all outside Penn Central directors to a dinner on
November 25, to discuss financial and management problems.

November 12: Saunders testifies before congressional committee on passenger
service losses in connection with pending legislation.

November 19: Saunders meets with Kirby in Alleghany offices re management
problems.

November 26: Odell moves for dismissal of Bevan and Saunders.

November 29: Board of directors votes to omit fourth quarter dividend.

November-December: Commercial paper dealer evidences concern about finanecial
condition of Penn Central.

December 1: Letter to shareholders concerning elimination of dividend.

D(icember 1: Day’s letter to Saunders suggesting better disclosure of railroad
0sses.

December 1: Saunders speech at staff luncheon concerning critical nature of serv-
ice situation.

December 15: Saunders makes impossible demands for increased revenues and
reduced expenscs by yearend.

December 17: Pennco sells $50 million debenture offerings—proceeds passed up
to Transportation Co.

December: Writeoff of long haul passenger facilities.

December: Discussions concerning sale of Great Southwest stock to Great
Southwest officers.

December—January: Bad winter weather. Later blamed for poor earnings.

December 31: Pennco aceepts Great Southwest stock in exchange for previously
created debt. .

1970

January 22: Meeting on possible foreign financing leads later to Swiss franc loan.

January 27: Bevan and O’Herron approach First National City Bank about
“bridge’’ loan in contemplation of $100 million Pennco offering. First National
City Bank asks for more security.

February: Discussions concerning $20 million Eurodollar offering through Penn
Central International. :
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February 2: Initial contact with First Boston conerning Pennco $100 million
debenture offering.

February 4: Penn éentra] announces 1969 earnings of $4.4 million versus $86.9
million a year earlier; railroad lost $56.3 million versus $5.1 million loss.

February 5: Odell submits resignation letter to board.

February 6: Bevan et al., meet with Gustave Levy and others from Goldman
Sachs to review commercial paper situation.

February 12: Penn Central buys back $10 million in notes from Goldman, Sachs

_ inventory.

February 13: ICC orders Alleghany to sell its Penn Central shares.

February: ‘“Bridge’’ loan arranged with Chemical Bank.

March: Various evidences of concern with status of EJA.

March 12: “Comfort letter” from Bevan to Peat, Marwick re: (1) EJA; (2)
Madison Square Garden; (3) Lehigh Valley.

"March 12: Peat, Marwick signs opinion letter, qualified only for the failure by
Penn Central to provide for deferred taxes.

March 20: Counsel for underwriters questions possible major writeoff. Bevan
denies it, but appears evasive.

March 25: Pennco applies to ICC to sell $100 million debenture offering—an-
nounced in press release.

M:larch:bO’Herron tells commercial paper dealer first quarter losses will be
‘terrible.”

March 28: Bevan seeks removal of ‘‘troublesome’ attorney from underwriting.

March 30: Penn Central files with ICC for discontinuance of 34 East-West long-
distance passenger trains.

March 31: Meceting at Sullivan & Cromwell offices with senior officers of each of
comanagers of $100 million offering. Possible bankruptecy of Penn Central
discussed.

March 31: Wabash exchange transaction recorded.

April 6: Decision made to drop warrants from $100 million debenture offering.

April 14: O’Herron tells commercial paper dealer that first quarter losses will be
‘“‘staggering.”’

April 14: Fred Kirby resigns as Penn Central director.

April 22: Penn Central announces first quarter consolidated loss of $17.2 million
and Transportation Co. loss of $62.7 million.

April 27: Pennco $100 million preliminary offering circular.

April 28: Pennco announces proposed offering of $100 million debenture. Pro-
ceeds will be passed up to the Transportation Co.

April 30: Penn Central representatives, led by Saunders, meet with Volpe of
DOT. Discuss possible assistance on equipment financing and passenger losses.

May 4: Due diligence meeting with underwriters—indications that initial interest
in issue is poor.

May 8: O’Herron speaks with Volpe. Tells him situation more critical than revealed
by management.

May 5: Gorman calls for special finance committee meeting. Objects to various
reporting practices.

May 10: Saunders announces austerity program until Railpax program adopted
Capital spending cut.

May 12: Annual meeting. :

May 13: Butcher & Sherrerd switches recommendation to ‘‘sell’” after reviewing
first quarter earnings.

May 15: Standard & Poor’s reduces Pennco rating from BBB to BB.

May 15: Dun & Bradstreet (NCO) gives Penn Ccntral’s commercial paper a
‘‘Prime”’ rating.

May 16: Revised offering circular issued, including information on commercial
paper runoff. Underwriters indicate issue is expected to carry interest rate of

1014 percent.
Mgf 19: Saunders discusses Government guaranteed loan with Kennedy of
‘reasury.

May 19: Penn Central spokesman announces he knows of no reason for the
stock’s decline.

May 21: Bevan meets with representatives of Chemical Bank, New York Trust-
and First National City Bank.

May 21: Penn Central notifies underwriters that it has decided not to go forward
with the offering.

May 21: Chemlca,l Bank and First National City Bank representa.txves meet with

Bevan. Bevan tells them of decision to postpone debenture offering and seek
Government. loan.
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May 23: Penn Central hits new low amid conjecture about financial difficulties.
Butcher & Sherrerd who strongly recommended Penn Central in January is
rumored to have liquidated its hOldans

May 26: Bevan and others from Penn Central meet, with representatlvcs of Chem-
ical Bank, First National City Bank, and counsel for the banks involved in the
iﬁdOO million revolving credit agreement to discuss Government guaranteed
oan

May 26-27: Broad tape and WSJ announcement on commercial paper runoff.

May 27: Finance committec meeting. Saunders tells Pean Centra]l board that the
debenture offering is being called” off, that further issues of commercial paper
will be halted and that substantial additional amounts of cash will be needed.

May 28: Bevan and others meet with the 53 revolving credit banks about current
status of Penn Central and negotiations with Government.

May 28: Postponement of Pennco debenture offering announced to public.
Alternative financing methods to be considered. .

June 1: National Credit Office withdraws “Prime”’ rating on Transportation Co.’s
commercial paper.

Junc 2: Announcement made that First National City Bank heads 73 banks
applying for Government guarantee of $200 million loan.

June 8: Bevan, Saunders, and Perlman dismissed.

June 10: Administrative support announced for $200 million loan guarantee with
a possible total of $750 million.

June 19: Administration withdraws loan guarantee support.

June 21: Chapter 77 Bankruptey reorganization filed.



I-A. RAILROAD DIFFICULTIES: MERGERANDOPERATING
PROBLEMS

PrEMERGER Prriop: HisTory

The concept of realining the various eastern roads into a small

number of major systems to insure their continued economic viability,
dated back many years. The poor railway industry conditions of the
mid-fifties, however, gave the idea new impetus. It was under these
circurmstances that in 1957 James Symes, chairman of the Pennsyl-
vania Railroad (PRR) and Robert Young of the New York Central
Railroad (Central) first discussed a merger of these two roads. Alfred
Perlman, president of the Central, objected when the matter was
raised with him, particularly because his own view of a balanced
Eastern realinement was not consistent with this merger.- He agreed
to further studies, but these were terminated when Young died a few
months later.
_ Subsequently, the Norfolk & Western (N. & W.), which was a very
strong road, became involved in plans to combine with certain smaller
eastern lines. This would involve expension into areas where they
would threaten some of Central’s major markets. Perlman looked
around for another merger partner, and had his eye on the Baltimore
& Ohio (B. & O.) and Chesapeake & Ohio (C. & O.). This three-road
combination, he felt, would offer a balanced entity, able to effectively
compete in the markets it served. However, the B. & O. and C. & O.
decided to merge without the Central. It began to look like Central
would be left out in the cold in the major realinements then occurring,
.and faced with a strengthened group of competitors. When PRR again
raised the possibility of a merger with the Central and agreed to dis-
pose of its interest 1n the N. & W., resolving one of Perlman’s major
objec&ions to the merger, talks between the PRR and the Central re-
sumed.

The merger discussions were often rocky. Much emphasis was placed
on who would hold what management positions in the new company,
as various parties maneuvered for good jobs for themselves and their
associates. The situation was further complicated by personality
conflicts and by the significant differences in philosophy and approach
of the two roads. Blunt discussions took place, with representatives
of each company expressing dissatisfaction with the management of
the other company. Each felt its own officers should hold certain key
positions. Ultimately, in compromise, it was decided that the PRR
would name the chairman, who would be the chief executive officer,
while the Central would name the president and chief operating officer.
Both Perlman and Symes, who had been focuses of controversy, would
be relegated to the position of vice-chairmen. After Stuart Saunders
succeeded Symes as chairman of the PRR, however, he agreed to the
naming of Perlman as president, in part because by this point there
was no other logical candidate available.

am
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PrEMERGER PERIOD: MERGER EXPECTATIONS

The formal application for approval of the merger was filed with the
ICC in March 1962 and this was followed by lengthy hearings over the
next 2 years. The thrust of the position presented by the two roads
was clear. As stated by Symes in the merger hearings, the merger was
necessary ‘‘to preserve and strengthen these railroads in the public
interest and for the national defense, to arrest their physical deteriora-
tion of the last 15 years, and to avert possible bankruptcy.” Perlman
warned that if the two were not allowed to merge ‘“‘their ability to
compete * * * will continue to decline to the point of ineffectiveness.”’
Throughout their testimony, witnesses for the two roads stressed the
poor earnings record, the resulting difficulties in attracting capital,
and the detrimental effect of this on railroad operations and thus on
service. The precarious position of the two roads was alluded to again .
and again. ~

Symes then described the solution to these problems. ‘“In my opinion
there are no two railroads in the country in better position than
Pennsylvania and Central by reason of their location, duplicate facili-
ties and services, and the similarity of traffic patterns to consolidate
their operations and at the same time substantially increase efficiency-
and provide an improvement in service at a lower cost.” Extensive
testimony was given on how this would be accomplished through
improvements in routes, consolidation of facilities and equipment, and
other changes in physical operations. Projected merger savings of
$81 million per year were described.! A figure of $75 million total was
given for the required capital requirements, less disposals of $45
million, leaving a net cost of $30 million. Merger savings, it was stated,
would provide badly needed capital.

The ICC in its opinions basically accepted these arguments. In the
final ICC opinion it was stated:

We believe that with the approval of this merger many problems facing the
applicants will be resolved to a considerable degree. Applicants have shown that
their annual savings from the merger will exceed $80 million after about 8 ycars
* * * These large operating savings will go far toward compensating for the
persistently low rates of return, and the increased earnings flowing from the merger
should motivate the unified company to accelerate investments in transportation
property and continually modernize plant and equipment. This in turn should en-
able the unified company to more fully develop and utilize the inherent advantages

of railroad transportation in the territory served and provide more and better
service, all to the ultimate benefit of the public. (327 I.C.C. 475, 501-02)

! This was the figure following a shakedown period of several years during which lesser savings would be
available. An exhibit submitted during the hearings shows the following sums (in millions):

Savings Net savings

gauze
00 i 00 €3 03 vin 0O
D 4 00 B~ O

00 =1 =11

Note: The difference between the 2 figures represents costs of joint facilities and employee
protection agreements.
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The opinion further stated:

We do not mean to imply that merger is the magic touchstone of success—too
many other elements are essential: research, progressive technology, salesmanship,
alert management willing to face today’s problem on a realistic basis, etc. But this
wmerger will enable the applicants to more effectively handle the external pressures
with which they must daily contend in fulfilling a large part of the requirements of
the public convenience and necessity in transportation. The economies it makes
possible can be converted into the greater return needed by the applicants . to
attract investment capital, to maintain and improve service essential in commerce
and industry, to recapturc diverted traffic and to avoid further loss of traffic to

“other carriers. (327 I.C.C. 519)

The position of the two companies has been presented in some detail
in this section because of its disclosure implications. First, it illustrates
management’s comprehension of the basic problems facing these
companies and its ability to describe them clearly when it was advan-
tageous to do so. As conditions deteriorated in the postmerger period,
it might be noted, no comparable effort was made. Secondly, the
promised solutions led to high expectations on the part of the public.
This was reinforced by frequent references in analytical and research
material of the period. What was not made clear, however, was that,
while the problems were understood, the proposed solution had not
been thoroughly examined.

PrEMERGER PERIOD: PLANNING

No consideration was given in connection with this merger to the
broad question of realinement of the Eastern roads or whether this was
the best merger for the two roads. They were, in effect, the leftovers,
after other combinations had been individually arranged. Furthermore,
little consideration appears to have been given to the question of
whether this particular merger would work at all, Certainly the com-
bination of two already ailing and financially weak roads raises ques
tions as to feasibility and in this situation the possibility also existed!
that the size and complexity of the merged company would preclude
manageability. Although this latter possibility was lightly dismissed
by both Perlman and %ymes when raised in the merger hearings, the
intermanagement squabbling already apparent at that time did not
bode well for the future. ' _

The basic source document used during the merger hearings, which
purportedly reflected the economic justification for the merger, was
a report which became known as the Patchell study. This was never
intended to be used as an actual operating plan but represented a
document assembled rather hastily by the staffs of the two roads for
the specific purpose of having some sort of “plan” to present to the
ICC. It dealt with such matters as which routes should be adopted,
how terminals and other facilities should be consolidated and other
matters of physical coordination and the projected savings related
thereto. The study had a theoretical, rather than a practical, orienta-
tion, claiming to show what the merged company would look like,
assuming that the very short past period used as the basis for the
projection accurately reflected the companies as they then existed.
As it developed, however, many of the assumptions on which this
rather simplistic study was based were unrealistic. In a recent assess-
ment of the situation the ICC reported:

N
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The estimates, plans and predictions of railroad executives presented at the
hearings before the Commission in the early 1960’s appears to bear little relation
to the.savings, costs, investments and operational changes which Penn Central
claims in its reports to have actually realized. We realize that conditions change;
however, there appears so little correlation between the claims and the realities
as to seriously question whether a realistic merger plan ever existed.

The conceptual weaknesses reflected in that report would, of course,
also be present in the origir al decision to merge, which preceded the
submission of the report. It should be noted too that the Patchell
study was a critical document in the ICC’s consideration as to the
feasibility and advisability of the merger.

By the time ICC’s approval was obtained, two decisions had been
made which many people have suggested sealed the doom of the
company. Neither had been contemplated at the time of the original

roposal. First, in May 1964, the two roads reached an accord with
labor, the Merger Protective Agreement, whereby they, in effect,
bought the cooperation of the unions, which had been opposing the
‘merger. The result of this agreement would be to cause the company
'to incur costs far above those anticipated in the Patchell report and
thus limit the savings projected. The second factor was the decision
of the ICC to force the New Haven Railroad on the Penn Central,
adding still a third financially and operationally weak road to the
group.

The hearing examiner’s initial report recommending approval of
the merger came down in 1965, with the ICC’s decision 1ssued on
April 16, 1966. The merger now appeared imminent.

Saunders has described the Penn Central as the most complex
merger in the history of the United States. Thorough planning was
otll)viously essential. It was reported to the PRR board in late 1965
that:

For us these are uncharted seas and all of these tasks demand a considerable
expenditure of time and forethought in anticipating problems to be encountered
in iioing a job which bad never been done before on anything approaching this
scade. )

Yet from the beginning, it appears, this effort was doomed. The
problems faced, most of which have been noted previously, were
overwhelming. The complexity and the dispersed nature of the
two roads made the task of combining their activities difficult under
the best of circumstances. And these were not the best of circum-
stances. The facilities and equipment of both roads were seriously
rundown. Major irfusions of capital were needed but the cash situa-
tion was critical and no such funds were available. And the conflicts
between the officers and staffs of the two companies which had first
surfaced at the highest levels of management were now appearing at
lower levels as well.

Shortly after announcement of the hearing examiner’s initial report,
Saunders and Perlman called a top level staff meeting announcing they
had designated themselves as the merger steering committee, and that
:all merger plans to date, generally dating back several years, would
be scrapped and a fresh start made. A merger coordinator was named
for each company and intercompany committees were established in
the various functional areas, to work jointly in developing plans. The
theory, as reported to the PRR board, was as follows:

The aim is not to fit one organization into the mold of the other, but fo take what
ie hect. nf pach. nr formulate something new so that the mereed comvanv will be
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superior to either of its components. To this end, the focus has been on the essential
functions performed by each department. Once it is decided just what is to be done,
the organizational structure best suited to the job will be adopted.

However, the sharp personality conflicts and fundamental differences
in philosophy were m many instances seriously interfering with the
planning effort. While the decision had been made to seek the “‘best
method’ in all circumstances, among those with differing philosophies,
who was to decide what was the best method? As long as the two roads
remained independent, one side was not in a position to impose its
decisions on the other and the problem was increased by the fact that
no one knew which “‘side” would hold various critical management po-
sitions after merger and would thus be in a position ultimately to
make the decision. Even as between Saunders and Perlman, the only
two officers named prior to merger, it was unclear at that point how
the postmerger lines of power would operate. All in all, there was no
one able to take effective control and give direction to what was ob-
viously a very difficult situation. And so, critical preparatory work
was not done. The later repercussions would be disastrous.

While the planning purportedly went as hoped in some areas, in
others it definitely did not. Among the areas where there were serious
deficiencies were: (1) operations, encompassing the running of the
railroad itself; (2) marketing and salés; and (3) finance, which in-
cluded accounting, financing and computer operations. Obviously,
these three activities would be at the heart of Penn Central. The
other activities would be peripheral.

Of all the functional departments, only the financial department.
refused to cooperate in the overall effort of the merger-planning group.
The chief financial officers at both roads were strong personalities and
the attitude of the two departments was apparently that one side or
the other would survive in the merger and implement its own approach.
Since no one knew who the boss would be until after the merger,
basic problems were left unresolved. Some minimal effort was made
within the financial departments to deal with the most obvious and
immediate merger problems, but there was no genuine planning. The
disagreements between the computer organizations were particularly
acute.

In the marketing area the problem was somewhat similar. While
they cooperated in the planning effort, there was a basic conflict in
the marketing philosophy of the two companies, with two rather
extreme positions represented, and the repercussions and uncertainties
related to this situation continued long after the merger was consum-
mated. Before the matter was resolved, almost the entire New York
Central marketing organization had left Penn Central.

The combination of operations of the two railroads was, of course,
the crux of the merger. As indicated earlier, the original Patchell
report was not an adequate base for actually implementing the
merger, and a group was assigned to work out an implementation
plan. One person from each road was put in charge and they had a
large full-time staff working on the combination. After extensive work,
this group prepared a six-velume-master operating report, which
they planned to present to Saunders andPerlmeafn at a meeting in
November 1967, shortly before the merger.

The assigned task of the group was to provide for an orderly step-
by-step transition from a two-railroad facility into a one-railroad

T —
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facility, and their report represented the culmination of 2% years of
effort. However, Perlman, apparently with support from Saunders,
wanted rapid implementation of the merger so that merger savings
might be achieved as rapidly as-possible, while the merger-planning
stafl fuvored u somewhat slower approach in order to ease the prob-
lems of transition. Instructions were issued in early November to
revise the sequence of comstruction projects contemplated by the
master operating plan to accelerate savings in the first 2 or 3 years.
And a few minutes before the plan was to be submitted at a meeting
on November 28, Perlman ordered all copies marked ‘“Preliminary”.
The marked copies were distributed at the meceting, then gathered
up, and apparently permanently laid aside. As one individual closely
involved with the situation assessed it:

We were in the same situation as if we had planned the invasion of Europe
without having General Eisenhower named until D-Day . . . Here we have a
plan which has never been said, “This is it, do it this way.” The man who was
going to run the railroad has not said, ‘“This is what we’re going to follow.”

The future impact of this report can be judged by the fact that
Perlman at the time of his testimony before the SEC staff apparently
did not even recall its existence. Saunders recalled its existence, but
claims never to have seen it (although it is clear {rom the testimony
of others that he did). He indicated that this area was Perlman’s
responsibility as chief operating officer and that he knew there was a
plan and assumed Perlman was following it, although he never asked,
even (jfi.fter severe operating difficulties developed mn the postmerger
period.

The master operating plan was merely a plan for implementation.
Little actual implementation was carried out in the premerger period,
either in the preparation of physical facilities or in the education of
employees for the changes which would be brought about.

It was understood before the merger that there would be chaos if
employees were not adequately prepared when M-day arrived, yet
minimal attention was directed to this problem. Some witnesses have
claimed such training prior to merger was impractical ; others suggested
that more could have been done if more firm decisions had been made
in the operations area prior to merger, so that there was a clearer idea
of where the road was going and what had to be done.

. Five years passed between formal application to the ICC and the

final merger. During this period few of the projects necessary to physic-
ally combine the two roads were carried out and thus on merger date
there were still basically two separate roads. To a considerable extent,
the reluctance to invest money 1n merger projects was understandable,
since the merger was not a certainty. Furthermore, money was scarce.
On the other hand, there is evidence that certain modernization proj-
ects, in particular, would have been carried out earlier, on their own
merits, as advantageous even if the merger did not ultimately go
through, if the management of one road had been able to impose 1ts
decisions and philosophies on the other. Thus, even at the end there
were projects in dispute, with the final determination dependent on
who would be “boss’ in the combined road.

PosT-MERGER PERIOD: SERVICE PROBLEMS

With the fundamental problems which originally led to the merger

nranncal otill avtant Pann Mantral wrac huirdanad wnith o manur cariac ~f
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problems arising out of the merger itself. As suggested in the earlier
discussion, the merger was questionable in theory and poorly planned.
Now it was poorly implemented and when things fell apart operation-
ally, as they almost inevitably would, considering the circumstances,
management proved itself incapable of straightening them out. As a
result, the new company found itself faced with the double-barreled
disaster of substantial losses of business and extra costs.

In attempting to understand the operating situation, the staff took
extensive testimony from Penn Central personnel. The picture that
emerges is one of confusion and chaos. Directly conflicting testimony
was received on virtually every major point, strongly suggesting that
no one really grasped what was going on. The lack of planning and
the hostility personnel [rom the two roads felt towards each other inter-
fered with the orderly flow of information, while major officers appeared
to lack the capacity to assess the information that was being received.

The following discussion {ocuses on two major areas—the problems
which arose in the physical operation of the Penn Central in the period
after merger, and the financial effects and implications of these
problems.

During the initial months following the February 1, 1968, merger,
things were in a state of confusion at headquarters. Part of .the top
management group was located in New York and part in Philadelphia.
Personal relationships were still in a fluid state and responsibilities
were not clearly delineated. There had been serious conflicts between
the two organizations during the premerger planning period and, with
several years to fester, there was no reason to anticipate that the
problems would be suddenly resolved because the companies were now
merged. Many management-level people, who were unhappy at the
decisions being made and the people they would have to work with,
were leaving Penn Central, depleting the exccutive ranks. :

Out in the field, for the first few months, physical integration of th.
two roads was limited because necessary connections had not been
made. Thus, physically they were handled as two separate operations,
as before the merger. However, they did operate now under one name,
not retaining their scparate identities in relationships with shippers
and other railroads. This caused initial problems and when, in the
summer of 1968, the first large-scale attempt was made to combine the
roads physically, major service problems, far beyond those anticipated
or planned for, developed. Management admits that at least by late
summer the situation had reached alarming proportions, and over the
-ensuing months it got worse.

Perhaps the best way to summarize this complex area is to quote
from documents prepared at the time by company personnel. One
officer, in a speech given to a group of shippers in March 1969, described
the situation as follows:2

This period of transition from two railroads to one harmonious system has not
been easy. One of the reasons for our difficulty can be found in the size of the
plant itself. While our lines paralleled each other in a number of areas and we
shared many common points, the Pennsylvania and New York Central systems
were not complementary. Our separate yards did not have the individual capacity

to handle the combined business of the two railroads, and we have had to keep
several yards in operation until combined facilities can be built.?

?1t should be noted that both this document and the following one were prepared for the
public and thus carefully worded to minimize the unfavorable aspects.

3 According to~the ICC, one major source of difficulty was that trafic from both roads
was in fact directed into one facility, which lacked the capacity to handle both.
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Our separate communications systems were not compatible and this complicated
some of the service problems created by the merger. This situation has been
aggravated by confusing routing symbols, particularly from off-line sources. For
example, a car routed Penn Central-Cincinnati that should have gone %o the
former Central yard in. Cincinnati often has ended up in the old Pennsylvania
yard and frequently its waybill papers went astray as well. In addition, employees
of the former Pennsylvania were not familiar with the properties and procedures
of the former New York Central, and vice versa. A great deal of cross-pollination
had to take place in the process of finding the most efficient way to handle traffic.

An internal memorandum prepared about the same time and
intended for use by top-level management personnel as a basis for
response to numerous press inquiries about the road’s “lousy” freight
service relates the following:

From the beginning of merger discussions it was recognized that it would be
necessary to continue parallel operations over the lines of the two former rail-
roads until terminals could be integrated, connections constructed, and yards
expanded along principal routes. Before the merger was consummated, arrange-
ments were made with our principal connecting carriers that blocking of traffic
and interchange would continue as before merger, with gradual changes to be made
as construction and operational arrangements were completed to permit integra-
tion on an orderly basis. For a while following merger, operations were maintained
in accordance with this plan, and deterioration set in only when there was a relax-
ation in the preclassification and delivery arrangements at major gateways, such
as St. Louis and Chicago. The problem was unintentionally compounded. when
shippers began to route their }reight “PC” rather than via “PNYC(P)”’ or
“1?11\} Y((iD(N )’ thereby failing to direct their traffic to one or the other of the former
railroads. .

The principal effect of these changes was to create congestion and confusion
at major gateways and to shift the classification functions of those terminals to
internal yards, thus spreading the congestion eastward. This initial disruption
triggered a number of collateral effects: It widened the margin for error by clerical
personnel who were unfamiliar with stations and consignees to which they were
routing traffic; it disrupted the cycling of locomotives and thercby produced
sporadic power shortages; it placed an unmanageable tracing demand upon a data
processing system already beset with the problems in incompatibility; * it caused
separation of cars from billing as emergency steps were taken to clear congested
yards; it prompted short-hauling of Penn Central, thereby increasing the switch-
ing burden at interchange points with other eastern carriers—and as these adver-
sities snowballed one after another the speed and reliability of our service deteri-
orated steadily. .

As suggested by the paragraphs quoted above, the immediate
problems experienced by Penn Central could be traced in large part
to the inexperience and lack of training of its personnel. en
questioned about this, certain witnesses pointed out that new classifi-
cation manuals, with revised routing, had been prepared for yard
employees in the premerger period.® It is clear that little else had been
done to meet problems of this nature. As the situation deteriorated,
efforts were made to step up training and education, but the decline’
continued. Eventually, with the passage of time and still more strenuous
educational efforts, some degree of control was obtained over the activi-
ties of yard and other field employees. However, internal documents
show that substantial residual effects of these problems remained
well into 1970. :

Penn Central was also taking other steps to improve the chaotic
situation. A crash program was mstituted to increase compatibility of
the two computer systems, so that the masses of misdirected cars

¢ Ag noted earlier the computer area was one where there had been strong conflicts in
the ﬁreme_rg.er period, seriously limiting planning efforts. . A

5 However, as one witness put it, if a yard clerk, who for 20 years had relied on his
memory to correctly direct cars, suddenly had to go through a manual for each car that

ccq;ne along, he would soon have cars backed up all the way from Indianapolis to Kansas
ity.
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could be located.® By mid-1969 there was apparently some improve-
ment in this area. A program to engage the assistance of connecting
lines and shippers in directing traffic to the yards which Penn Central
had selected met with only very limited success. Former officers have
indicated to the staff that it was unrealistic for the company to have
expected shippers to uniformly follow their instructions to route
traffic as * I&IYC(P)” or “PNYC(N).” And there is testimony
that some officers questioned, even before the merger, management’s
easy assumption that they had enough clout with the connecting lines
to force them to send traffic to the yard which Penn Central had
designated for that class of traffic, even though it might be cheaper or
more convenient for the connecting line to use the other local Penn
Central yard. In addition, just as the confusion and bottlenecks
caused a snowballing effect within Penn Central, these factors may
have also been a contributing factor with the connecting lines whose
employees felt their carelessness would scarcely have an effect on the
massive congestion that already existed in Penn Central’s yards.

. The problems were not limited to the shortcomings of field personnel.
Despite the complexities involved, Perlman was operating on a very
informal, ad hoec basis in running the railroad and implementing the
merger. The Patchell plan was acknowledged to be unrealistic and
Perlman himself had scuttled the master operating plan. Route and
terminal selections which looked good on paper proved unfeasible in
actual practice. And so something else would be tried, and then some-
thing else-again, in the search for suitable solutions. Throughout this
chaotic period, the merger acceleration program, which Saunders and
Perlman had favored, continued, yielding new changes before the old
ones had been adequately coped with. .

Policy differences remained and the propensity of operating per-
'sonnel to criticize the practices of those from the ‘“‘other road’” in-
creased as the situation deteriorated. Perlman and David Smucker,
executive vice president in charge of operations and a former PRR man,
clashed frequently. Ex-Central personnel were strongly critical of the
old PRR facilities, indicating they were completely out of date and

- that significant infusions of capital would be necessary if the Penn
Central was ever to become a profitable road. The PRR group on the
other hand claimed that Perlman was more interested in building rail-
road yards than he was in running a railroad, and there was skepticism
concerning the savings.being claimed on some of these projects. One
focal area of dispute was the necessity of a new yard in Columbus,
Ohio. This project was strongly supported by ex-Central employees
while the PRR personnel felt it was unnecessary or extravagant. It
became virtually a symbol in the continuing battle between the two
.groups and at one point the conflicts reached such a pitch that Basil
Cole, Saunders’ assistant, seeking an objective opinion, met to discuss
the plan with an ex-Central operating man who was now with another
road and thus felt to be somewhat removed from the battlelines.

In early 1969 Smucker was replaced as chief operating officer
because of the unsatisfactory service record of the new company. This
was done at Perlman’s insistence but with Saunders’ agreement. What
Perlman did not know was that Saunders had also decided to replace
Perlman. Smucker testified that during this period Saunders told him:

9The computer problem was also linked to inexperienced personnel, which resulted in
errors in input.
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T’ll be rid of Perlman within ninety days; he’s the worst enemy I've ever had
in my life; hé’s cost me untold millions of dollars; I didn’t want him in the first
place and I'll get rid of him; you can have my word of it; I’ll be rid of him in
ninety days.

However, Saunders could not accomplish this task. Penn Central’s
condition by .this point was well-recognized in the industry and
although he tried, Saunders could not get any suitable railroad execu-
tive to take the job as top operating executive.

Management has indicated on several occasions that the service
problems peaked in mid-January 1969 and that there was significant
improvement thereafter. Saunders was apparently getting information
to this effect from his operating and marketing people,” although it was
of course in their own self-interest to make such claims. As Smucker
put it: ' :

[Perlman] was characterizing the operation as being very poorly handled and
very badly done and at the moment I was no longer in charge of it, Mr. Periman
was characterizing the operation as having heen vastly improved and the subject
of compliments instead of complaints and this sort of thing. .

Smucker, who was put on Saunders’ staff after he was replaced as
operating head, indicated that Saunders would ask him if these
purported improvements were real and that Smucker would point
out that there were still significant problems.

It would appear from the testimony taken that there was perhaps
some success in overcoming the merger-related service problems after
early 1969, although it is unclear how much of this represented real
improvement and how much of it was simply an improvement in
weather conditions.® At any rate it is clear that the pace of improve-
ment was disappointing. One witness, who is currently a Penn Central
officer, but was with connecting roads in 1968 and 1969, recalled only
poor service throughout. Another officer, also new with the company,
held a series of meetings with large shippers in April 1970, to get their
comments on Penn Central’s service. “We got an earful. We really
did,” he reported.

In about January of 1969, Penn Central had undertaken a major
%ublic relations program aimed at shippers. The reason was obvious.

enn Central was losing vast amounts of business from irate customers.
who were turning to other modes of transportation whenever possible.
To prevent further diversion, to recapture lost business and to offset
critical articles appearing in the press, Penn Central went on the offen-
sive. This program included a series of press réleases, noting improve-
ments in facilities and equipment, and a number of visits by high level
management with major shippers, in which the officers described what
was being done to improve service and beseeched the customer to give
Penn Central another chance. To some extent management apparently
succeeded in this recapture program, although it was recognized that
henceforth these customers would be very sensitive to inadequacies in
service and, thus, the road’s task would be doubly difficult. This
doubtlessly meant increased costs.

Nonetheless, there remained numerous complaints from shippers and
from connecting lines, whose own customers were complaining to
them about Penn Central’s inadequate service. When groups of
shippers or traffic men from other roads gathered, the discussions

7 Actually, according to mnotes taken in staff meetings he was getfing information that

the situation was improving even during the mid-December to mid-January peak.
8 Winter weather regularly caused service problems.
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would turn. inevitably to Penn Central’s poor service. And the com-
pany’s complaint files were voluminous—although these files contained
only the written complaints, while most were oral. A number of the
letters were sarcastic. One writer indicated that fifteen years ago his
business had been located on the New Haven line and the service
was terrible. “We all know what happened to that railroad,” ® he
added. After a change in location to a spot on the Central line, service
had improved but now, with the merger, it was worse than it had ever
been on the New Haven and ‘I can only say that I hope your railroad
survives.” Another shipper suggested that the company put some of
its dispatchers and car handlers into a boxcar headed for the west
coast with just enough food to last the scheduled trip, indicating that
they might well be more sympathetic to the shippers’ problems upon
their eventual arrival at the intended destination. Some complaints
were more gentle, but still to the point. How could Penn Central hope
to compete with those providing far superior service? some asked.
One shipper noted that he had been sympathetic toward the road’s
problems in the past and often turned the other cheek, but his cus-
tomers were unfortunately not so understanding and forgiving about
the delays. Would management please consider the enclosed list of
past deficiencies? he asked. Another customer suggested that while
the road had explained his complaints of the prior winter away on the
th((al basis of winter weather, it was now summer and things were still
bad.

Management became quickly aware of the physical aspects of the
service problems. That information did not have to be generated
internally—complaints from the outside told the story. An under-
standing of economic aspects however developed more slowly. In the
first few months after merger, management had only a weak grasp of
major segments cf its cost and revenue situation. There was no prior
- history as a combined company to serve as a basis of comparison.
Managers were in some areas unfamiliar with major sections of their
operations, because of the addition of facilities of the other road, and
therefore were not in a position to effectively control costs. Techmques
which had formerly been used on the two roads for estimating revenues
presented difficulties when the two roads were combined, making for
distortions in the figures. While the calculations of actual revenues
were amended in light of these problems, the forecasts were not,
adding to the confusion. Reports from the field were being received
in two formats depending on whether it was former Central or former
PRR territory. _(}.‘,omplaints by high level management about the
unreliability of the profit figures, particularly in 1968, were frequent.

These problems were compounded by disputes between the staffs of
the two roads as to the accounting system, which led to substantial
delays in getting a combined system instituted. The PRR system,
utilizing responsibility accounting, was ultimately adopted, but not
without considerable confusion. One official complained in an October
1968 memorandum:

It is unfortunate that we are enmeshed in all of the problems of unifying the
accounting at the same time as our neced for cost control is so great. . . . [A] gap
between the way the railroad is operationally organized and the way it is being

accounted for leaves quite a few holes and quite an opportunity for passing the
buck. -

v It went bankrupt.
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Perlman, who at the Central had used another accounting system,
‘made no attempt to hide his dislike for the system adopted. This led
to complaints by him that he was not being given the information he
‘needed to do his job effectively, a claim which is disputed by other
officers. He also indicated that he was disturbed and confuséd by the
fact that the earnings figures as they were distributed to the public,
did not agree in content with those which he was receiving internally.

About once a month Saunders held budget committee meetings
with his top operating and financial officials to discuss current results.
These were measured against established budgets or more frequently,
as the pressure of events rendered the budgets of limited value, against
a series of relatively short-term forecasts, concerning basically the
current quarter. .

One participant described these meetings as consisting principally
of strongly worded exhortations to do better. As the initial postmerger
confusion settled and the situation was clarified, Saunders was highly
unhappy with company results, and demanded to know why. Many
of the problems appeared to lie with lower than anticipated revenues,*
which the marketing people attributed to poor service, a responsibility
of the operating department. The operating people would respond by
explaining the poor service on the basis of bad weather, lack of money
to maintain equipment, slow orders because of poor track, and so-forth,
and so forth.* One witness summarized these budget committee
discussions:

You could cut a record, and rather than have these meetings, just play this
record over again, all of which [problems| were real. The fact of the matter was
that the railroad was in a hell of a mess. .

The financial situation continued to deteriorate. It was not merely
a question of profits. The cash situation was critical, and the railroad
losses were a drain. The exhortations grew stronger. The emphasis
was on what had to be done rather than what could be done. Saunders
demanded that operating officers cut costs, generally by a- specific
amount or percentage, which he had arbitrarily selected. Often these
orders came very shortly before the end of a quarter, with instruc-
tions to cut z dollars, for example, before the end of the quarter.?
High level operating personnel indicated that these instructions
were generally completely unrealistic, especially in light of the
very high ratio of costs which were fixed over the short term  and
that in effect no attempt was made to comply with them fully, although

10 Thig is a particularly damaging feature in the railroad industry with its high ratio
(t)lg relatgvtely fixed costs, since a high proporton of lost revenues work their way down to

€ profit.

The master operating plan had contained Projections of ton miles, based on certain
gross assumptions as to rates of growth, specificallv growth of 2.9 percent and 2.6 per-
cent from 1966, Instead, Penn Central's ﬁgure in 1969 was 8 percent below 1966, accord-
iuﬁ'1 to ICC calculations.

The latter two items reflected a perennial lack of adequate maintenance and repair
which had indeed by this point reached very serious proportions. i

12 Ag will be discussed later, this is part of a broader pattern of last minute attempts
by management each quarter to find some way to report respectable earnings.

13 No one denied the cost figures contained excessive items. The objections lay with the
nature of the crash program being instituted to cut costs. Paul Gorman, who was hired
principally on the basis of his reputation for cost control, indicated that the bulk of
operating costs relate either to the labor factor or to repairs and maintenance. He felt
that there was liftle room for improvement in the maintenance area, since the equipment
and plant was already in poor condition. In the labor area efficiency was not good and
there were many excess people on the payroll. However, under the labor agreements they

had tenure for life and there was no way of getting rid of them except by buylng them off,
delaying the Impact of any financlal benefit,
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some cuts were made.* To have made the cuts ordered would have
destroyed service, they stated.' _

Although the instructions to cut costs which were sent by the
operating personnel into the field indicated that they were not to let
such cuts interfere with service, this was more easily said than done.
In November 1969, several memorandums appear in Penn Central’s
files indicating that service was deteriorating seriously and that
complaints were increasing. Problems cited included late arrivals of
trains, missed connections, cancellation of regular trains and switching
services, delays in yards, car shortages, shortage of power, yard
congestion, misclassification of cars, and other problems similar to
those which had plagued the company in the immediate postmerger
period. Some regional managers, it was noted in these memorandurs,
were publicly attributing the deterioration in service to the severe
budget restrictions which had been ordered. Renewed instructions
were issued that while costs were to be trimmed, the managers were
not to let this interfere with service. There was concern expressed
that inadequate service could lead to further loss of customers, who
could not this time be wooed back. o

On December 1, 1969, Paul Gorman became the president of Penn
Central. Unable to find a railroad man to take over operating responsi-
bility in what was obviously a failing situation, Saunders and the
directors finally went outside the industry. Gorman, a cost-control
expert who knew little about the railroad business when he arrived,
was appalled by and completely unprepared for the situation in which
he suddenly found himself.

In the latter part of December and early January there was severe
winter weather which the compuny blamed for a considerable part of
the very poor first quarter 1970 earnings. Again, the precise impact of

“such a factor cannot be gauged. While it perhaps did have some impact,
a road operating in the Northeastern part of the United States which
cannot financially withstand a poor winter is indeed in a precarious
position. Furthermore, it should be noted that unusually bad weather
was also used as an excuse the previous winter and that second quarter
1970 results were relatively no better than frst quarter results.'

Meanwhile, as the financial condition of Penn Central degenerated,
the railroad’s capital expenditure program, which, because of financial
limitations, had been inadequate to maintain equipment and facilities
for many years, deteriorated still further. In mid-1969 orders went
out to see what capital programs already under construction could be
halted to conserve cash.'” While a capital expenditure budget for 1970

}vus prepared, it was not even sent to the Board because of lack of
unds.'8 '

14 Gorman related his initiation at bis first budget committee meeting, 2 weeks after he
had started with Penn Central. It was mid-December and Saunders was ordering a
$20,000,000 increase in revenues and $10,000,000 reduction In expenses before the end of
the quarter. Gorman, in amazement, asked him to repeat the statement, then anneunced
it was not realistic, but that be would look into the matter and see what he could do.
A few days later he reported back that he could cut $100,000 or so, but that was all there
would be. In his testimony before the SEC staff, Saunders did not recall making such state-
ments and indicated that such orders would not be realistic, that there was “no way im
the world” that this could be done. However, there are several witnesses who do recall this
and other budget committee incidents clearly. .

15 By this point even some of the directors were expressing concern that the extreme cost
cutting measures being contemplated would damage the road.

1 The term ‘“‘relatively” is used since the first quarter is generally the poorest quarter
of the year because of seasonal factors. -

17 One immediate target suggested by the PRR people was the Columbus yard, but it was
virtually finished by this time.

1S Thic did nnt af pnanrea aamnlatale ctnn tha Aam A8 funde fmdn Anwital cndenis hes
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The events described in this section are illustrative of the problems
that faced Penn Central. Here was the largest railroad in the United
States, faced with what Saunders described -as ‘‘the most complex
merger in the history of this country.” The company had. three prin-
cipal officers—Saunders, Perlman, and Bevan. Saunders had come
from the N. & W, one of the most profitable railroads in the country, to
head the PRR and later the Penn Central, with its multitudinous
problems. He was a lawyer by profession, not an operating man. His
special assistant characterized his special talent as problem solving
but it is clear that he was unable to solve the biggest problem of them

-fall, the railroad itself. His expertise did not lie in this area and he was
unable to cope with such problems. His solutions lay with exhortations
and completely unrealistic demands, not of much aid to the fundamen-
tal problems facing this faltering railroad. The second major officer
was Perlman, who was an operating man with a respected reputation.
He had salvaged several faltering roads. However, his ad hoc tech-
niques and the very personal role he took in running the railroad
proved inappropriate for the sprawling complex that was Penn Central,
further contributing to the chaotic situation. Saunders’ solution to this
“problem” was to search for a replacement for Perlmman. But, with the
company’s future so dismal, he could not find a topnotch operatin
man who would take the job. The third major officer was Davi
Bevan, the chief financial officer, who had originally aspired to have
Saunders’ role as chairman of the PRR, prior to the merger. He was
bypassed. Bevan had carved out his own little empire, focused on
financing and diversification. His interests apparently lay principally
in diversification, and he was ready to starve the railroad which he
felt was unprofitable and held no promise. In the meantime he was
off on frolics of his own, involving him personally in very questionable
situations. In his areas he kept the information very much to himself,
giving fuel to the claims of Saunders and Perlman that they were being
provided with inadequate financial information.

"With these three individuals, all pulling-in opposite directions,
it is not surprising that the outcome was chaos. Compounding the
confusion was the 1mposition in the operating hierarchy of two former
PRR officers in the positions immediately subordinate to Perlman.
Each had no confidence in the ability of the other. Under these cir-
cumstances, it was not surprising that Saunders, the consummate
optimist, faced with conflicting stories on the operating situation on
nearly every point, chosc to believe the most favorable. Yet, even
Saunders seemed to recognize reality because, when faced by the SEC
staff with blatant examples of his “‘overoptimism’, he denied they
happened, pointing out that the position attributed to him was un-
reasonable and unrealistic. Yet, it is clear that they did happen and
that the same genecral attitudes were reflected in information being
disseminated' to the public.

Earnings REcorp
INTRODUCTION

The basis for the merger, as indicated earlier, was the promise of
substantial operating savings from the combining of the two roads.
While it was recognized that there would be some offsetting costs
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the accompanying costs, was grossly underestimated. The result was
& sharp plunge in the reported results from railroad operations.

MERGER SAVINGS AND COSTS

In response to an item on the Merger Performance and Status
Report,'? requiring the company to report to the ICC the net effect
on revenues and net income of actions taken under the merger,
Penn Central reported that it was “difficult to identify and eval-
uate merger related projects and activities separately from all other
projects and activities of this company.” Nonetheless they did
make such calculations, showing savings of $22) million in 1968
and $52 million in 1969. These figures were well above those pre-
dicted for the postmerger period in either the Patchell report or the
master operating plan, fueling public statements that the merger
was progressing well. The company did not, of course, purport to be
operating under either of these plans, but under an ad hoc, accelerated
schedule involving substantial extra costs. Furthermore, skepticism
huas been expressed as to the accuracy of the figures, since the interpre-
tation of what constitutes a merger saving appears to leave a great
deal of room for discretion and varying interpretation. ,

While there were certain merger-related charges which did not
impact the income account—e.g., capital expenditures and costs
which Penn Central got permission from the ICC to charge against a
special reserve 2>—there were other items which did affect the .current
income figures. According to company calculations, these totaled $75
million in 1968 and $15 million in 1969. Calculations of such costs
present the same problems of determination as do the savings figures,
and it is clear that it is not feasible to obtain definitive figures suitable
for public dissemination. Furthermore, it appears that Penn Central
calculated the figures on a different basis in each of the 2 years to show
the results which it desired to show. While it is clear that the effects
of merger-related service problems caused the newly formed company
to incur very substantial costs which had not been anticipated in the
premerger period, only the 1968 figures attempted to take into account
this element. In 1968, Penn Central, seeking to explain away dis-
appointing earnings figures on the basis of allegedly temporary factors,
included 1n its $75 million figure, $33 million in revenue losses due to
service impairment, $15 million in extra per diem costs # due to yard
congestion, and $15 million in overtime labor costs in excess of normal
levels. While the problems continued in 1969, Penn Central’s $15
million cost figure included no adjustment for the three service im-
pairment items described above. By year-end 1969, Penn Central
was seeking a bright spot in the seemingly dreary railroad picture and
wanted to show net merger savings, so low cost figures were advan-
tageous and these items were ignored. Thus, in 1968 the calculations
showed net merger costs of $52 million charged to the income state-
ment, while 1969 showed net savings of $36 million. Clearly, there had
been no improvement on that scale. :

1 Penn Central was required to submit such a report to the ICC annually for 5 years
after merger.

2 See discussion of merger reserve at p. 42.

211 Peg diem costs are charges which one railroad pays for the use of cars of another
railroad.
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THE ICC STUDY

In assessing the conditions leading up to the failure of Penn
Central, the staff of the ICC’s Bureau of Accounts made a com-
parative evaluation and study of the income pattern of Penn Central
and other large eastern roads, covering both the premerger and
postmerger period. On the basis of this the Bureau concluded that
the decline in railway operating performance of Penn Central in the
postmerger period was the primary cause of the failure, attributing
this to a rapid decline in both market share and absolute levels of
freight volume, at a time when other comparable roads were showing
increases.”? A deterioration in operating ratios during this period,
it was indicated, probably also in part reflects the decline in business.
This decline, the ICC report stated, was almost certainly merger
related.

REPORTED EARNINGS

Penn Central’s quarterly results from railway operations, as re-
ported to the ICC,* for the last premerger year and the postmerger
period are as follows: 2

[In mitlions)
1967 1968 1969 1970
Operating revenue:
Istquarter. o eaean $371 $382
2d quarter._.____. y 387 392
3d quaster._....._. 363 372
4th quarter_.______ 389 370
ARNUAl. - eeceam———a— 1,510 1,516
Operating expenses: -
1st quarter 311 316 339 386
2d quarter_____. 314 314 349 408
3d quarter_______ 301 316 343 .
4th quarter 307 322 383 o
Annual e eeeen 1,233 1, 268 1,414 ______________
Net railway operating income:
1st quarter__ (2.5) 2.9
2d quarter. 9.0 7.1
3d quarter. (0.1) (9.2)
4th quarter 11.0 (21.9)
Anrual el 17.5 (27.0)

1Penn Central reported to the shareholders a loss of $9 million.
Note: Losses shown in parentheses.
Seource: ICC form R. & E.

These figures, while important as a reflection of the steady deteri-
oration in operating performance, do not reflect the full extent of
railroad losses, since the fixed charges are not included, and these
involve very substantial amounts. An offering circular prepared for a
proposed Pennsylvania Co. debenture offering in April 1970, gave the
following Transportation Co. figures:

2 See exhibit TA-1 at end of section. This chart, taken from the ICC Report, shows
ordinary income, but the net operating income closely parallels it,

. @ As discussed later, the figures reported to.the ICC qu_to the public were not always

the same.
% Results include New Haven Railroad beginning Jan. 1, 1969.
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{tn millions)
1967 1968 1969
Railway operating revenues. . . _ . ... oo ieaeans $1, 507 $1,514 $1,692
Railway operating expenses. . ... ... ... o ooooo... 1,236 1,268 1, 387
Taxes, equipment, rents and other deductions_ ... ... ..... 272 293 335
Loss before fixed charges. . .. 1 (475) (70)
Fixed charges. . e 85 S 123
Loss on railroad operations..._...___ ... ___ (86) (142) (193)

Source: Pennco: Preliminary offering circular—Apr. 27, 1970.
- Note: Losses shown in parentheses.

Figures prepared for internal management purposes and including
only 1968 and 1969, show the tollowxng

{in millions]
1968 1369
Rail losses:

Istquarter. e m $27.8 $42.0

2d quarter___ 20.9 44.2

3d quarter__ 42.2 59.6

4th quarter._ 54.4 45,0
Annuale e imm——————— 145.3 190. 8

The loss for the first quarter of 1970, calculated on the same basis,
was over $100 mullion.
; SUMMARY

It appears that the underlying factor which sent Penn Central
into reorganization was the gigantic losses it had to absorb on rail-
road operations. These losses reflected problems more deepseated than
simply those brought about by the merger. There is, of course, no way
of knowing whether the PRR and Central would have ultimately
survived if there had been no merger.” It is clear, however, that in
contrast to the expected benefits of the merger, it had instead the
opposite effect, and that the immediate problems arising therefrom
were 8 critical factor in the collapse of Penn Central in mid-1970.

% Perlman indicated he felt that the Central had the financial capacity to survive, absent

the merger. Bevan testified that the merger probably accelerated the downfall of the PRR,
although he had reservations about the long term viability of the railroad at any rate.
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I-B. INCOME MANAGEMENT
Tae MaximizatioNn Poricy

As suggested in the last section, by background and experience
Saunders was ill-prepared to handle the fundamental problems facing
the Pennsylvania Railroad and later the Penn Central. Exhortations,
without substance, proved inadequate. Saunders’ reaction was to
substitute improvement through accounting devices for the real
improvements which were essential. His policy, he made clear to the
other officers, was that, despite the vast array of problems facing the
company, the earnings picture was to be presented in the best possible
light. Basil Cole, a Penn Central vice president and special assistant
to Saunders in the 1967-70 period, described the situation as follows:

. . . Relating that phrase [income maximization] to my experience working
for Mr. Saunders, I think it means, it reflects, keeping the company on an even
keel during times of adversity. He was not prepared to see the earnings of the
company look any worse than they had to in days of declining business and in-
creasing expenses, and when an opportunity occurred for producing income that
would keep the earnings of Penn Central on as level as possible a basis, he tended
to favor that course of action.

There was, of course, except possibly in 1965-66, nothing but periods
of adversity for Penn Central, with the situation steadily deteriorating
and no real prospect of a turnaround.

Perhaps management had hopes of some future improvement, but
the shareholders and the public were entitled to be provided with
the picture as it existed at the time, minus the impact of the temporary
expedients being utilized to provide the illusion that the company
was on an even keel when it was not.

Just as Saunders was not an operating man, his background was
not in the financial area either. Therefore, while he established and
encouraged the basic policy of maximizing the reported income, he
had to rely on others for ideas, which he would then pursue. It became
a group effort among the top echelons of management. As' Cole
suggested: ' :

Everyone thought it was their job. Certainly in the real estate arca—

. . . Sam Hellenbrand would have thought it was his job. Ted Warner certainly
thought it was his job to do what could be done in the tax field.

Warner also, he added, took over responsibility for searching the
company’s multitude of subsidiaries for income opportunities for
the parent. William Cook, who was comptroller of Pennsylvania
Railroad and later Penn Central, explained that in recommending
-one of his employees, Charles Hill, for a raise, he noted that Hill
was extremely creative and had added millions annually to the
Pennsylvania Railroad’s reported net income. This comment was
made because it was recognized that it would have a special appeal
to Saunders. Cook also indicated that many of the accounting devices
‘which might be used to increase earnings emanated from operating
people who were not meeting the goals which Saunders had established

22\
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for them, and would come up with these proposals as a defensive
measure. Saunders would be receptive to any such suggestion.

Various classes of devices fell within the maximization program, alt
directed toward improving-apparent earnings.” In many nstances
they reflected the desperation of the circumstances facing Penn Cen-
tral, and the importance attached to immediate earnings, since the
benefits were clearly short term, with offsetting detriments of equal or
greater scope in the future. One class of actlva sometimes reflerred to
as ‘“cannibalizing” the company’s assets, involved the selling oft of
anything sa]nblc, both for earnings and for cash flow purposes. While
this type of transaction hardly reflects a healthy situation, it does in-
crease reported earnings, especially if the company Jimits the trans-
actions to those which can be executed at a profit. Another practice
involved the timing of certain items. Apparent improvements in re-
ported earnings could be brought about by simply accelerating the re-
cording of revenues in a pa.rticular guarter, while at the same time do-
laying the recording of expenses. This could be, and was, done legiti-
mately in some cases where reportable transactions themselves were
rushed through or delayed, but in many other instances such action
simply reflected improper accounting practice. Another device em-
ployed by management was to stress the ordinary and recurring nature
of various somewhat unusual income items, while seeking to label
somewhat unusual expenses as nonrecurring.” The purpose was, of
course, to show the maximum possible basic or normal earning power.*
In all of theso a1rangements the imprint of what one witness desulb\,d
as Saunders’ ‘“preoccupation with the appearances of income™ is
clearly visible.

PRresSSURES oN THE AcCoUNTING DEPARTMENT To ALLOW THE REPORTING
or Hicuer Ixcoye

It is clear from the testimony of various witnesses, for example,
i'Be\ra.n, Cook, and Hill, that the accounting department was under-
| pressure to do their part to assist management in reporting higher
i earnings. Hill, for example, testified as follows:

} Question. I got the impression thal you were under a mandaie lo compute earnings
! to the greatest extent possible, is that correct?

Answer. Unquestionably correct.

Questioni. That mandate came from Saunders directly?

Answer. From Saunders directly.

He later indicated that there was a continuing effort on the part of
top management ‘‘to create the most favorable income at all times by
the best favorable transactions”

The impact of such pressures Was predictable. Wherever advantage
could be taken either of some imprecision inherent in the figures or
of some situation not specifically and precisely covered by the ac-
counting literature, the effort was made to do so. In the former

-situation, where some imprecision was inherent in the figures, account-
ing department personnel appear to have pushed things as far as they
As will be discussed in a later section on disclosure, the actions described here were

mt of an overall pattern of masking railroad operating losses.
27 At times this was reflected in the financial stafements themselves and at times in
te\.t]llléll material contained in press releases and other information disseminated to the
pug Generally, the value of a stock, at least for long-term investment purposes, is depend-

ent on its future earning power, and current basic earnings levels are the starting point”
for an assessment of future levels. .
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dared, although the staff has not attempted to measure the precise
impact. In the latter situation, where specific accounting precedents
were lacking, several examples will be given below in which technicali-
ties of form were stressed and the substance of the transaction was
ignored. In effect, concepts established under generally accepted
accounting principles were stretched to justify the treatment desired
to the point where their application under the circumstances of this
case may have been misleading.

Since the bankruptcy, Penn Central’s prebankruptcy accounting
practices have been widely criticized. Saunders was obviously very
much aware of this and came in to testify with his defense prepared.
‘Again and again in his testimony he referred to “‘generally accepted
accounting principles.” The almost incredible number of times he
used this phrase suggests that this had been his all-consuming standard
while he was running Penn Central, yet Cook suggested that it did
not seem to him that Saunders was overly concerned with such prin-
ciples. Cook stated that “if the accountants would go along with
overstating it [reported income], that would not bother him [Saunders]
‘particularly either”. :

Initially, Saunders in his testimony sought to create the impression
that he was not an accountant and would almost blindly and without
question accept anything accounting personnel proposed. Obviously,
he .was not qualified to discuss what was and was not acceptable
under generally accepted accounting principles. However, while
neither the Penn Central accounting staff nor the accounting profes-
sion can escape responsibility for their contributions to the events
involved in this situation, it is clear that Saunders was not playing the
passive role he sought to project. Indeed, by the conclusion of his
testimony, Saunders was characterizing Cook as “overly cautious
and highly straitlaced”.?® Cole testified that:

. I think he [Saunders] felt many times that they [the accounting department]
were unimaginative and wanted to slavishly follow through on a project for the
sheer joy of making the entries.

Considering the extent to which the accounting department was
willing to go to satisfy Saunders’ recognized desires for the maximum
possible reported income, the foregoing comments seem ironic.
However, as indicated earlier, there was a barrage of suggestions from
a variety of sources, and the accounting officers did resist certain of
these. Both Cook and Hill indicated that Saunders sought to make
his influence felt, and, even though they might ultimately prevail,
they were constantly being called upon to defend their actions to him.
Cook added that in"these matters it was always helpful to have some
outside support, for example, from the ICC accounting regulations or
professional accounting literature in fending off these demands. As
lllustrated in subsequent sections, at times even this was not sufficient
to convince Saunders, who then sought to apply his keen persuasive
powers on representatives of these outside sources. And all this.effort
was being exerted to salvage the apparent easrnings of a failing
company. .

29 He added that, while lie did not mind this in an accounting officer, he did not feel that
Cook’s word was gospel or that he could not be questioned.
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Tae NoveMBER CONFRONTATIONS

Typical of the intense pressures to which the accounting department
was subjected in the interest of reporting higher profits are those
described by Bevan in a diary which he kept in 1967 and 1968,
assertedly for his own protection.*® While Bevan'’s credibility on some
subjects, as illustrated elsewhere in this report, is open to serious
question and while he may have had his own personal reasons for
keeping this permanent record of Saunders’ improper activities at the
same time that he was concealing so many of his own, the entries are
supported by the testimony of Cook, who was comptroller during
most of the period covered by the-diary. The testimony of other
witnesses also support this document, although on occasion they
question the tone (rather than the substance) of some of the entries.

The most serious dispute between Saunders and the Penn Central
accounting staff which is reflected in the diary involves a period in
early November 19673 Throughout the last half of 1967 it was
known that there was a significant inventory deficit and increased
requirements for reserves for injuries and for loss and damage. The
accounting staff delayed booking these costs at Saunders’ request
f that they wait until the fourth quarter when it was anticipated that
earnings would be better. When earnings did not improve and Saunders
then objected to loading everything into the fourth quarter, Bevan
reported :

He [Saunders] said some people did not seem to realize we were going to merge:
with the New York Central and whether or not we were underaccrued by several
millions of dollars at that time would never be known and would make no
difference. :

. I explained as far as inventory deficit was concerned this shortage basically
represented an understatement of earnings and had to be taken care of this year.

He then jumped on increased requirements for injuries to persons and loss and
damage. He stated these were estimates at best and there was no reason to catch
this up in the 4th quarter. I explained that we closed our books at the end of the
year and that we had to have our reserves as proper as we knew how at that time.
He then lost his temper and said I and nobody else would decide what we are
going to charge in this connection. I remained silent and we moved on to other
madtters. .

While Cook did not attend the meeting in question, one of his asso-
ciates did and wrote & memorandum to Cook outlining the events of
the meeting. He reported:

Mr. Saunders felt that it was not necessary to go into the merger fully accrued
in these areas and he said that 1967 operating results did not have to reflect these-
adjustments unless he said so. He then said they should not.

In his own memorandum, Cook described the next event:

Late in the afternoon of November 7, Basil Cole came down to my office and
stated that in addition to the items discussed at the Budget meeting, Mr. Saunders
wanted to see what could be done to avoid the booking of the $3 million inventory
deficit in the fourth quarter of 1967. I explained to Mr. Cole that nothing could be
done—that the inventory was taken at the end of June and that the results had
been constantly reviewed by the auditors and other accounting personnel and
that this item would have to be booked in 1967. He took the position that he did

% This diary has been reproduced in its entirety as exhibit IB-1. It will be quoted exten-
sively in subsequent parts of this chapter.

3 The diary ends in mid-1968 after Bevan lost responsibility over the accounting func-
tions in the merged company. Bevan claims that the reason why he was downgraded at
merger was because he would not play along with Saunders’ schemes as described in the-
diary. Saunders claimg it was because he had a constant problem with Bevan, finding it
difficult to get needed financial information from him and never knowing whether the
information obtained was the truth or only a partial truth.
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not see where it would hurt anything to let this go until some time next year after 1

merger and I explained the position that we certify to in the annual financial
statements and that what he was suggesting was the same type of thing that
occurred at Yale Express and Westec which was a criminal offense and that I
would not be a party to it. '

In preparation for a possible battle, he also dsked Charles Hill, who
was to later become his successor as Penn Central comptroller, to
prepare for him a memorandum outlining the provisions of the Inter-
state Commerce Act relating to annual reports. The following pro-
visions were quoted: '

(1) The Commission is hereby authorized to require annual, periodic or special
reports from carriers * * * to prescribe the manner and form in which reports
shall be made, and to require from such carriers, specific and full, true, and cor-
rect answers to all questions upon which the Commission may deem information
to be necessary. * * ¥

(2) Said annual reports shall contain all the required information * * * and

shall be miade under oath and filed with the Commission. * * *
* * * * * * *

(7)(b) Any person who shall knowingly and wilfully make, causc to be made, or
participate in the making of any false entry in any annual or other report required
under this section to be filed * * * or shall knowingly or wilfully file with the
Commission any false report or other document, shall be deemed guilty of a
misdemeanor and shall be subject, upon conviction in any court of the United
States of competent jurisdiction, to a fine of not more than five thousand dollars
or imprisonment for not more than two years, or both such fine and imprison-
ment: ¥ * * (Interstate Commerce Act, Part I—Section 20)

His continuing concern about the criminal implications is obvious
in the final paragraph.

This information apparently proved useful, because Cook reported
that 2 days later Cole was down again:

Cole made some further remarks about Mr. Saunders’ desire to improve the
fourth quarter results, particularly in the railroad, despite the fact that he thinks
that revenues will be lower and operating costs higher than previously forecast
and that he, Mr. Saunders, and Cole see nothing particularly wrong with under-
accruing various items at this point in time which could conceivably be caught
up some time in the future.

Cook was again forced to point out to Cole that they had to certify
the correctness of the financial statements ‘“and that any deliberate
understatement of expenses in the manner suggested was a criminal
offense.” Further emphasizing Cook’s great concern are two Wall
Street Journal articles, dated November 9 and November 10, 1967,
which he sent to Bevan. These articles deal with the Westec situation,
then before the civil courts, and the passages marked referred to the
overstatement of that company’s earnings. It was obviously clear to
the PRR accounting department what their own top management
was trying to accomplish!

It was a period of tension within the accounting department. Cook
went, to see Bevan, who was his superior at the time, indicating that
he was indignant and outraged and would resign if forced to do what
was being suggested. Bevan indicates that Cook told him that he would
fully support any statement by Bevan that “month after month we
have been subjected to improper and undo [sic] influence as to account-
ing.”*2 Meanwhile, Saunders called Bevan and asked him not to prepare
any letters or memoranda about the accounting questions he had
raised at the November 6 meeting. He said he wanted to sit down with

" 2 Cook did not recall this particular discussion, but indicated that it was consistent with
his feelings at the time,

g
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‘Cook and Bevan to discuss the questions, stressing that everything
possible had to be done to improve fourth-quarter earnings. Bevan
speculated that one of the other officers had warned Saunders after
the November 6 meeting that he was putting himself into an untenable
position, and that, accordingly, Saunders did not want any permanent
record made of this.

Cook and Bevan both agree that the accounting changes which
Saunders was demanding were not carried through. The staff has not
examined the voluminous underlying accounting records in question
and cannot directly take issue with this position. It might be noted,
however, that in connection with the 1968 audit, which was the first
audit for the Penn Central (and the Penusylvania Railroad ¥), very
substantial retroactive increases were made 1n these reserve accounts.
It should also be.noted that, consistent with Penn Central’s ever-
present policy of reporting the maximum income possible, these. major
increases were offset by direct charges to retained income, rather than
against the current income account. '

Saunders claims not to recall any of the incidents in question sur-
rounding the November budget meeting, although he generally denies
the implication of the Bevan diary entry, quoted above, that he was
trying to bury certain expenses until after the merger. Cole denies any
independent recollection of the budget meeting but did seek to interpret
notes that he took there which indicate “STS said, ‘Why hit the fourth
quarter with all these catchups. It won’t make any difference after we
merge.” ’’ Since Cole was obviously directly involved in the events too,

-1t is perhaps not surprising that he jumped to Saunders’ defense, when
questioned about these items. While it.seems clear that what Saunders
was trying to do was to get the accounting department to agree to
“doctor’” the books, the core of Cole’s position seemed to be simply
that Saunders would not do anything improper or deceptive. Initially
Cole tried to avoid the obvious explanation of Saunders’ comment by
suggesting there was something in the merger and combining the books
of the two roads which justified what Saunders was advocating. How-

-ever, he could not suggest what that was or that he had any basis for
that belief. While he admitted that Bevan’s diary and his own notes
were obviously referring to the same event, he claimed they were inter-
preting it differently. However, he could not explain his own interpre-
tation. He next claimed he knew nothing about accounting, although
his own testimony showed he knew more than he was admitting. He
suggested then it might be unnecessary or improper to accrue this item,
even though the accounting department had said it was required. He
even got to the point where he said that while he understood now that,
if such an expense was not charged, income would be higher, he was not
sure that he understood it then. That this very elementary concept
would not be understood by an individual in Cole’s position is very
difficult to accept.

With respect to the events following the budget committee meeting,
Saunders did not recall, but could not deny, the call to Bevan asking
him not to reduce to writing the events of the meeting. His position as
to the Cook-Cole meetings suggests that Cole was off on some frolic of
his own, and that Saunders knew nothing about them. Cole on the

% The Pennsrlvania Railroad had not had audited financial statements prior to that time.

% Cole is an attorney and is currently Penn Central's vice president—legal administra-
tlon. During the time under discussion his title was assistant vice president, administration,
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other hand dismisses the Cook meetings lightly, saying he does not
deny they occurred and thinks they probably did, but that the tone is
wrong, that if there had been a serious confrontation of the type de-
scribed he would recall it. He attributes Cook’s memoranda to the fact
thp‘odsomeone (obviously referring to Bevan) had conditioned Cook’s
mind.

Actually, the events of the November period appear to be the cul-
mination of a year of controversy. On March 22, 1967 Cook had written
a memorandum marked ‘‘personal and confidential”’ to Bevan, object-
ing to ‘“‘schemes being discussed to manipulate first-quarter earnings’’
and adding that “I think to enter into any of them would be a very
serious mistake and would invite disaster. I do not condone them
nor will I participate in them.” The three schemes noted in particular
in that memorandum were—

(1) The reporting of earnings on real estate sales on the basis of
date of agreement rather than date of settlement;

(2) The cutting off of material transactions prior to the normal
cut off period;

(3) The spreading of storm costs throughout the year, rather
than recording them in the period when they occurred.

Cook’s memorandum went on to emphasize his point by indicating
that this would invite ‘‘disaster from the ICC as well as severe criti-
cistn from the analysts and the public accounting fraternity,” going
on to document his arguments with provisions from the ICC regula-
tions as well as accounting literature. The constant pressure being ex-
erted by top management is illustrated by the fact that, a few months

later, near the end of the next reporting quarter, Cook again had to;

repeat his objections in response to further suggestions that the book-
ing of real estate sales be carried through on an accelerated basis. Cook
was also disturbed by a suggestion made almost simultaneously by
the vice president of coal and oil that the revenues that quarter be
arbitrarily increased by certain amounts then in dispute between the
Pennsylvania Railroad and another road, although there was a strong
possibility they would have to be deleted some time in the future,
"stating that “‘as far as I am concerned this is placing a worthless asset
on the books and creating imaginary income.”

.An interesting comment was made by Cook in connection with the
March memorandum. He pointed out that the Pennsylvania Railroad
would have in that quarter very significant ‘“‘credits and other un-
ususal income items,” including sales of real estate and securities and
prior year adjustments, and he suggested that the policies being pro-
posed might well place in jeopardy these other items as well. And this
was not the only situation where such a consideration entered into
discussions on the proper accounting treatment for a particular item.
In effect, management was being warned that if it got too greedy, the
whole house of cards might collapse.

TuHE “SponGgY’ AREas

Certain areas proved particularly troublesome to the accounting
department because of the problems they presented in withstanding
top management pressure. These general?; involved areas which Hill
described as “‘spongy.” These were accounts where the final definitive
figures would not be available until some time in the future, and thus

w——
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involved some element of judgment in recording them currently.
The temptations in times of declining income were obvious and there
were numerous suggestions that the company take advantage of the
imprecision inherent in these figures, pending some improvement in
operating results. Basically, this would be used as an income equalizing
.device. Saunders, perhaps sensing this was a toe-hold in his battle
with accounting personnel who would be unable to confront him with
thard facts and absolutes,® raised these matters at virtually every

udget meeting. In effect, he was seeking to substitute his judgment,
lalways on the side of higher earnings, for theirs. Nonetheless, as Hill
put it, while there was some uncertainty inherent in these “spongy”’
areas, the flexibility was inherent in the accounting and not in the
-executive direction of the company. It was not merely a question of
arbitrary judgment but of fact, and these items were subject to pre-
established procedures of calculation. They could not properly be
used to meet the needs of the moment, and there is evidence, both
in the Bevan diary and in testimony, of resistance to Saunders’
demands.

One problem area of this nature has already been mentioned—that
surrounding various types of reserves. This was not merely a late-1967
problem but one which recurred again and again, both before and
after merger. One witness noted that the concern of top management
always seemed to be that these accounts reflected overprovision,
thereby understating income, and that equal concern was not directed
to the possibility of underprovision. Saunders’ version, on the other
hand, is that he was involved in “a couple of discussions from time
to time about the size of our reserve for loss and damages and casual-
ties” characterizing them as discussions on the appropriate level of
Teserves, whether they were too low or too high. He added, almost
as an aside, that in a number of instances they were too small and had
to be increased.

Another of these ‘“‘spongy’’ areas on which Saunders concentrated

-involved freight revenues. The final revenue figures were not known
for several months after the close of an accounting period * and
certain elements would be handled temporarily through the clearing
account. As indicated earlier, revenues regularly failed to meet
Saunders’ targets. Bevan recorded one incident in late August 1967
when Saunders indicated to him that the third quarter revenue
forecasts were very poor and that an additional $5 million of revenues
had to be found. Bevan reported in his diary that ‘[a}lthough he did
not, come out and say so * * * the implication was clear that he
-expected me to get this out of the clearing account regardless * * * .”
He also reported that another employee had been approached sepa-
rately by Saunders on the matter. Bevan’s description was as follows:

I asked Sass what that had to do with him since he has nothing to do with
accounting but merely participates in forecasting. He said it was not clear to him.
He did not have a chance to ask any questions as S.T.S. was talking at him but
there seemed to be an implied suggestion that if revenues were not there we
should mortgage our future and put $5 million in anyway.

Cook recalled the Sass incident because, he related, everyone
thought it was hilarious and used to kid Sass about where he was

3 This had the further advantage of making it more difficult for outsiders (e.g., the ICC
and the auditors) to uncover and. question.

3 Hill testified that the area of elasticity was perhaps $2 to $3 million and that even
within that range, it was not arbitrary but based on various available data.
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poing to find $5 million. Cook did agree that what Saunders apparently
had in mind was taking it out of the clearing account and putting 1t -
back by understating future revenues, indicating that this was the
only way to interpret the request.

Hill also testified that Saunders at least quarterly made demands
for additional revenue. When asked how Saunders expected him to
find it, he answered, “I have no idea, frankly. I assume by adjusting
the book.” He indicated that Saunders constantly and legitimately
‘raised the issue with him that he, Hill, could not with absolute certainty
document the revenue within 1, 2, maybe even 5 percent. Hill under-
stood that Saunders by these comments was trying to tell Hill to
increase the revenues. However, Hill testified that the 1 to 2 percent
elasticity inherent in the figures could not be used legitimately to
manipulate revenues within that 1 to 2 percent range.

Saunders describes these conversations as merely reflecting his
concern that all revenues which could legitimately be recorded that
quarter be recorded and that the accounting people went out and made
sure they picked up everything possible. While it is clear that the
types of effort he described were taking place, the situations described
by others appear to extend well beyond Saunders’ appraisal of them.

The operating people, who were under fire for performing poorly,
were making their own revenue calculations and coming up with
more favorable figures than those of the accounting people, thus fueling
Saunders’ desire for more income. Saunders admitted he recognized
the bias in the operating department figures, indicating that that was
the reason why he inevitably accepted \\'1thout question the accounting
figures. However, Hill descr 1bcs one occasion in late 1969 which refutes
this claim. The executive vice president for marketing gave Saunders
o memorandum charging that the financial department figures were
understating revenues by several million dollars:

Answer. Saunders confronted me with the memorandum and requested that I
adjust to that level. We could not adjust to it. We had what we regarded as

factual data. It went beyond the information available to the Vice-President of
Marketing.

Question. Did he [Saunders] tell you that he was going to be the one to make that
decision and not you?

Answer. That substance of words crept into the conversations but without result.

Question. How did you withstand that pressure, then?

Answer. By simply not making the changes in the account.??

This situation is illustrative of the environment in which the account-
ing department was forced to function.®® Considering the nature and
source of these pressures, it is not unreasonable to believe that such
pressures had a significant impact on the recording of various items,
encouraging the staff to push things as far as they felt they could
hope to get away with.

Per diem charges * were another situation where full charges would
not be known for some time and accruals were necessary. Bevan’s
diary describes two situations, one in mid-1967 and one in mid-1968,
in which he claims that Saunders advocated deliberately understating
per diem charges to increase income. In the second situation Bevan

37 Saunders and Cole recall the meeting, but deny it went as far as Hill indicates.
3 Saunders offered the same incident as an example of how he always followed account-

ipg department policies.
/u”These are 'the charges which one railroad must pay for using the cars of another
railroad.
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indicates that, when Hill told Saunders it was probably already under-
accrued, Saunders said that did not matter, “[i]Jt had been under-
accrued before and it was not necessary to become a ‘Christian’ all
at once.” While Hill did not recall the incidents, he indicated, however,
that they would be characteristic of the situation. Notes which Cole
took at the budget meeting described also appear to support Bevan's
comment. .

Per diem costs were very high in 1967-69, a matter which concerned
Saunders greatly. Operating people, in defense of their poor per-
formance, would indicate that they thought per diem charges were
being over-accrued by the accounting department and would come up
with their own supporting figures. Cook testified that Saunders never
directly told him to under-accrue the per diem account but it was
suggested at budget committee meetings and Saunders was a party to
the - discussions. And Hill recalled that accounting personnel were
being challenged at virtually every budget meeting that they were
overproviding for per diem costs and being directed by Saunders to
reevaluate the figures. Hill indicated that, indeed, they felt they were
just barely at the correct level with a struggle to keep fully accrued.
Cook characterized it as being a matter of Saunders believing his
operating people (who were offering higher profits) rather than his
accounting people.®* Hill and Cole indicated that Saunders had a
‘tendency to want to wait on these unfavorable items, until “we have
a better feel”” (that is, when operating conditions improved).

TaE MERGER RESERVE

Another subject of controversy and pressure involved the merger
reserve. In line with his past proclivities to advocate accounting
treatments which would avoid charges against current incorme,
Saunders took the position that all types of costs which could be
considered merger-related should be charged off against a reserve
established for that purpose.®* Once again, while this would not result
in any real savings, it would enable Penn Central to report higher
earnings than if it was forced to treat these items as current expenses

v/ﬂ as they were incurred. In contrast to costs, merger savings would be
allowed to flow through to increase reported earnings.

Before it could establish the reserve, Penn Central had to obtain
ICC approval. Saunders was told by his staff that an all-inclusive,
broad proposal had no possible chance of getting the required approval
and, accordingly, such a proposal was never submitted. Indeed, Cook
told him that even a much narrower plan the company was preparing
would probably be turned down by the ICC’s Bureau of Accounts
and would have to be taken up with the Commission. Indicative of
Saunders’ keen interest in income maximization was the fact that
upon being informed of this and before the accounting people dis-

4 Saunders testified he always accepted his accounting department’s judgment without
question and when the staff pointed out that there was testimouny from others which
contradicted this, he characterized ‘these incidents as discussions where he sought to
understand what was going on.

#1 Saunders also took the position that the reserve should be established by a direct
charge to retained earnings. While it was ultimately handled as an extraordinary charge

in the 1967 income statement, it would appear that as a practical matter this change is of
little significance.
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cussed the matter with the ICC staff, Saunders himself took Cook
down to discuss the matter privately with William Tucker, Chairman
of the ICC.#2 No one was present from the Bureau of Accounts,
although Tucker did eventually call in another Commissioner, John
Bush, who had an accounting background. After some discussion it
was decided to handle it through a normal presentation to the Bureau
of Accounts. A meeting was held later with Mathew Paolo, Director
of the Bureau, although the Pennsylvania Railroad did not inform
him of their earlier meeting with the ICC chairman. After getting a
staff denial on most of the request, the company then appealed
through regular channels. When Cook came down for the appeal
proceeding, Tucker, who was not one of the three Commissioners
hearing the appeal, asked Cook to stop by afterwards and tell him
how it went. Cook indicated to him that he thought it was favorably
received. He got the impression that Tucker also was sympathetic to
the road’s position. Shortly afterwards, Penunsylvania Railroad was
notified it had received virtually full approval of their request at the
Commission level.

Upon approval, a $275 million pool had been created against
which currently incurred expenses could be charged.® The tempta-
tions for misuse this would present to a profit starved company were
recogrized by both the ICC staff and by Peat, Marwick, Mitchell &
Co. (Penn Central’s auditors) at the time the account was established.
It was agreed it would have to be closely audited.*

As anticipated, almost immediately after the merger Saunders began
to make suggestions that the use of the reserves be expanded. Saunders
denies a statement in Bevan’s diary of April 22, 1968 that Saunders

42 Saunders did not specifically recall the incident, but agreed that it happened. His
explanation of why Penn Central started at the top, so to speak, is as follows : .

“A. This was something new for the Commission mainly as to whether there is any
possibility of getting this done and they submitted papers to the Bureau of Accounts and
if they don’t go along, you have got a right to appeal it, that is what they said.

A Q. Why didn’t you do that in the first place, why didn’t you go right to the Bureau of
ccounts?

“A, We wanted to find out if we had any chahce of getting this thing.

*Q. Couldn't he have told you that, couldn’t Mr. Paolo have told you that?

“A. Told us what? .

Q. Whether you had a chance of getting it through.or not? .

“A. It's just llke a court proceeding, you can submit something to the Federal judge or
court of first jurisdiction if you don’t ke their decision. .

“Q. You don’t start with the Supreme Court and ask them their views before you go
down to the trial court, do you?

- A, Well
*Q. That is what you did, isn't it?
“A. No. this is not a court.

Q. You used the analogy.

“‘A. But you've got a right to appeal.

“Q. But you don’t go to the Chief Justice first. . .

*A. Well, it's not uncommon to discuss matters of this sort with the Commissioners.

“Q. You did it on a number of occasions, didn’'t you?

“A. Well. on certain occasions, ves.”

13 The reserve had been established at a level which proved to be far in excess of the amount of charges
authorized under the agreement permitting its establishment. While this is contrary to the patiern exhibited
with the reserves discussed earlier, it should be noted that these earlier charges would have been against
ordinary income, while the one-shot establishment of the merger reserve was treated as an extraordinary
item.

i 44 Peat, Marwick, for exampie, in an internal memoranduwm dated January, 1968 noted:

“1t, seems to us that the critical points will be reached in determining the actual amounts to be charged
apainst the reserve, since the establishment of the reserves has been based on rather broad estimates 2t
hest. Charley Hill recognizes that he will e under pressure to use up whatever reserve is created and,
knowing him, I am sure he will find a way to rationalize many borderline expenditures.”

Anather memarandum Auring this period contained a number of guidelines and concluded: .

“While the foregoing admittedly are rather stringent, they would serve as the basis for restrained discus-
sion and would bring about the necessary reorientation in thinking to prevent the reserve from being used
as an earnings stabilizer in [uture years.” :




44

had been told at a budget meeting that Penn Central “could not hope
to get away with”’ charging extra people against the account because
it would be closely audited, and that he had tried to insist that all
that Peat, Marwick and the ICC could do (if they learned of it) was
to criticize the company, which did not bother him. Bevan was suffi-
ciently concerned about the implications of this and other similar
suggestions that in spite of the fact he no longer had accounting re-
sponsibility he discussed the matter with Edward Hanley, one of
Penn Central’s directors, in the summer of 1968. Hanley then met
with Walter Hanson, senior partner of Peat, Marwick, in New York.
Hanson assured him the account would be watched closely.

When the substance of Bevan’s diary entry of April 22 was presented
to Hill and to Cole they objected to the use of the term ‘‘get away
with” but recalled that Saunders had on occasion made comments of
similar import. Hill recounted that over the postmerger period, as
earnings worsened, Saunders increasingly focused attention on what
Hill described as an ‘“expanded use concept’ of the merger reserve,
indicating a feeling that “in a general sense, the merger reserve ought.
to be a means of sheltering any unusual costs growing out of the
merger.” Hill further indicated that Saunders apparently looked
upon the reserve as simply a bookkeeping-device, and ‘‘at one time
or another would have solicited a charge to the fullest extent of the
reserve provision without regard to the nature of the agreement [with
the ICCJ.” Saunders was clearly attempting to return to his original
concept which he had been told could not generate ICC approval. In

-addition, Hill also stated that Saunders was constantly concerned
"that maximum use was not being made of the merger reserve and that
he “was insistent in his own mind that we were not charging ade-
quately to the reserve” so that Hill was constantly having to check
the reserve to make sure that some legitimate cost was not getting by.

Hill claims that no charges except those permitted under the condi-
tions established by the ICC were made against the merger reserve,
to the best knowledge of the accounting department. However, there
were two situations where Penn Central returned to the ICC for ex-
pansion of authority. In one of these instances again, Saunders was -
directly involved, seeking to make. his influence felt to obtain desired
goals. This case involved a group of mail and baggage handlers and a
$4.7 million charge. Initial indications were that both Peat, Marwick
and the ICC staff were opposed to permitting this charge against the
reserve. After meeting with Saunders, Hanson (of Peat, Marwick)
apparently changed his mind, agreeing to abide by the ICC decision.
And again Penn Central went directly to the ICC chairman. Hill,
who had taken over from Cook as comptroller, and Tucker, who had
left his position as chairman of the ICC to become a Penn Central
vice president, met with Mrs. Virginia Mae Brown, the then current
chairman. Once again, Penn Central succeeded in obtaining the
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decision it wanted at the Commission level.*s However, the SEC staff
believes that $4 7 million charge did not come within the original

“merger reserve’’ criteria and should have been reflected as a period
expense during the year ended December 31, 1968. (See further
discussion at page 67.)

OtHER DEvices 1o INcREASE RAILROAD EARNINGS

Management’s attempts to improve railway earnings through ex-
hortation were described previously, as was the unfortunate practice
of skimping on maintenance to save current expenses (and cash). The
suggestions for increasing revenues through use of the suspense account
and for reducing expenses through delays in the booking of per diem
charges, inventory losses, increases in reserves for damages, personal
injuries and the like, has been noted, as has the plan to charge current
costs against a reserve instead of against current operations. All of
these actions were directed toward i increasing reported earnings.

The last section was devoted principally to those situations where
the accounting department was under pressure to do things which it
was resisting. However, it agreed to and sometimes initiated schemes
involved in other parts of the earnings management program.

Under railroad accounting, certain facilities are not depreciated
but their costs (less serap value) are charged to ordinary income when
abandoned. It was up to Saunders to determine when a facility was
considered abandoned, which gave him effective discretion to control
expenses of this nature. He took advantage of this situation. In
September 1969 Saunders issued instructions that, while he had ap-
proved the preliminary forms nscessary for retirement of certain
properties, none were to be made effective “until accounting authority
is received which will avoid these losses from being charged to ordinary
operations.” Plans were underway for a Master Abandonment Program
whereby at some point in the future, ICC authority would be sought
to. establish a reserve against which both past and future writeoffs
could be made. In the meantims, the abandonments would pile up.*

4 Another example of Saunders’ keen interest in keeping every somewhat unusual expense item out of
the calculation of ordinary income and his willingness to take steps personally to bring it about is a 1964
situation involving certain damage to equipment caused by heavy snowstorms that winter. Saunders
wanted to charge it-directly to retained earnings. He put a great deal of pressure on the accounting depart-
ment, and when they resisted, he insisted that they take the matter to the ICC for approval. The Bureau of
Accounts turned them down. Saunders then met with Walter Hanson of Peat, Marwick to seek his support,
but Hanson, after some research, indicated that he was unable to do so. Saunders wrote buck to Hanson
stating his basic position:

“T am convinced that the business community benefits from financial reportmg practices Whlch are con-
sistent in principle and which meet broad tests of acceptability. At the same time, it is highly important
that investors and financial people obtain a correct picture of the effectiveness of management in conducting
corporate affairs. It seems to me that the short-term disturbance to earnings produced by such events as the
January snowstorm leads to misjudgment in evaluating our direction. The accounting profession and the
business world would do well to look t.o a better solution to the problem of reporting period 1ncome ”

This statement refiects the clearly ‘“‘even keel’’ attitude.

A few months later, Saunders was still complaining about the situation asking Bevan “What are we doing
to geg the Commission to adopt a more realistic attitude in this regard?” Bevan in a reply memorandum .
stated:

“Practically every well-known accounting firm in the country is strongly in favor of putting, with very
few exceptions, all charges through the current Income Account. We believe that as time goes on their infiu-
ence in this respect on the ICC’s position will be such that it will become increasingly difficult to get per-
mission to charge various items to Retained Inicome. Furthermore, each year a greater percentage of the rail-
roads of the country are having their books audited by C.P.A.'swho,in turn, will insist on thisapproach with
the various railroads involved. Under the circumstances those roads that wish to handle numerous items
through Retained Income are going to find themselves very much in the minority and very much in an
almost untenable posjtion.

“These are the facts of life as we see the situation at the present time.”

Cook testified that the PR R did obtain permission to charge these storm-related costs over the full 1964
year] and that it was his impression that this was because of Saunders’ intervention, but this matter is-

unclear.

4 One witness testified that from his trips around the system shortly after merger, it a| gpeared that PRR
had a lot of unused track, which it was apparently not taking out of service because it did not want to incur-
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Also in 1969 Penn Central established a reserve for “Loss on Invest-
ment in Long-Haul Passenger Facilities” of $126 million. The ICC
disallowed the item for ICC reporting purposes, but the company
included it in its reports to the public. The basis for ICC disapproval
was that the properties were still in use and had not been abandoned.
The company, on the other hand, claimed that there was a permanent
impairment m value and wrote it off anyway.*” This had the earnings
advantage of lowering depreciation costs now and in future years (most
of this property was depreciable).*®* And the reserve, labeled as an
extraordinary item in the 1969 income statement, would be con-
strued .as such by the investment community, and thus its effect on
reported income 1n 1969 would be discounted.

In this last situation, perhaps more disturbing than the transaction
itself is the inconsistency with the prior item. Here, property still in
use was nonetheless written off in order to save on current expenses,
whereas in the last instance, property which was effectively abandoned
was not written off, again to save on current expenses. The influence
of the maximization policy is clear.

In 1969 Penn Central had another problem. It had been forced to
absorb the New Haven Railroad. The New Haven had lost $22 mil-
lion in 1968 and had a consistent pattern of unprofitable operations,
which Penn Central could ill afford to report considering its own dis-
astrous performance.’® Saunders suggested a reserve for operating
losses be established, but was told that this was clearly impossible
under generally accepted accounting principles. However, a treatment
was found that reduced the earnings impact, at least over the short
term. The state of New Haven’s equipment was very poor, it was
claimed, and it had to be rehabilitated. On this basis, a very high pro-
portion of the total maintenance cost attributable to the road in 1969

- was written off against a liability for rehabilitation cost ® established

as sort of negative goodwill in connection with the purchase of the
New Haven properties.’ As a result total maintenance costs in 1969
were very significantly lower than they had been in the prior year.
Peat, Marwick, after mitial objection to Penn Central’s claim, finally
relented and accepted the company’s position. On the other hand, for
purposes of reporting to the ICC, the company was forced to treat -
$22 million of these charges as ordinary maintenance, not rehabilita-
tion, and charge them against ordinary income. The result was a $22
million difference in the profit figures reported to the ICC and to the
public in 1969. :

th" The files of Peat, Marwick, discussing 1969 accounting problems, carry the following notation concerning
is item: -

“Two conflicting theories of accounting may be advanced with respect to the long-haul passenger service
situation. On the one hand, there is ample precedent for writing down assets to their net realizable value;
on the other hand, an argument can be made that to continue long-haul passenger service carries with it
the obligation that the true costs of providing that service is rendered. We can see merits to both arguments,
and, therefore believe we must respect Penn Central’s position.”

42 The financial statements did carry a footnote reporting the difference between the treatment in the
shareholder report and the ICC report, and the fact that the item had a $4.5 million impact on depreciation
in 1969.

4% Hill testified that on the structuring of the New Haven transaction ‘I know I did a lot of head-scratch-
ing, trying to figure out a means to achieve the objectives that seem evident in Interstate Commerce Com-
mission with the least possible burden on the Transportation Co.”

Cole’s budget meeting minutes indieate that at one meeting the suggestion was thrown out that the
New Haven be assigned to the employees’ pension fund! While this was not ultimately done, the idea was
that the equity could be given awsay, while Penn Central continued to operate the road. This way it would
not have to be included in Penn Central’s resnits. ’ :

0 Tt was contemplated that when the $40 million sum thus reserved was exhausted further such expense
might then be capitalized. ) -

§1 When Penn Central's comptroller was asked if anyone in Pennt Central ever expressed the opinion
that this was nothing more than a reserve for future losses he replied that “there was a great deal of cynicism
........ nnanla that Aid nat andarctand the aseanntine nrinecinle involved * * " .
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Another consistently unprofitable railroad property was ILehigh
Valley Railroad Co., a 97.3-percent owned subsidiary of Penn Central.
Losses in 1968 and 1969 were $5-86 million per year. However, despite
the very high percentage of ownership, Lehigh Valley’s results were not
included in the consolidated statements, thereby permitting the parent
to report a higher net income. The justification claimed was a fiction
that the Lehigh Valley was being held only on a temporary. basis.’ ..

NoNRAILROAD OPERATIONS

The emphasis thus far has been on railroad activities. However, in
the quest for income to meet management’s earnings goals, nonrailway
areas, particularly those related to real estate and investment activities,
presented even greater opportunities.

The Penn Central complex includes over 170 separate companies.s
The key entity is Penn Central Transportation Co. which has direct
responsibility for operating the railroad, and also holds securities in
various railroad and nonrailroad subsidiaries. The bulk of the non-
railroad assets are held through the Pennsylvania Co. (Pennco), a
100-percent owned subsidiary of the Transportation Co., which func-
tions principally as a holding company for the various investments it
controls. Both Pennco and the Transportation Co., have numerous
subsidiaries involved in railroading, real estate, and other endeavors.

Above the Transportation Co. on the organization chart is Penn
Central Co., a parent holding company formed on October 1, 1969.%
This company is basically a shell with virtually its sole asset being
100-percent of the stock of the Transportation Co. In requesting share-
holder approval of this change in organization management told the
shareholders that the holding company device was being adopted to
simplify the diversification process and to reflect the importance of
nonrailroad operations, getting away from the image of Penn Central
as a railroad company. Basically, what was occurring was that the
railroad’s record was so dismal and its future so unappealing that the
company wanted the public to forget it was a railroad. However, as
indicated earlier, the dominant feature in the earnings picture of the
Penn Central system was the very substantial losses being generated
by the railroad system. _

In assessing the impact of nonrail activities on Penn Central’s
income statements, two sets of figures should be considered. One
consists of consolidated figures, those of Penn Central and its majority
owned subsidiaries. The other represents figures of the principal
operating entity ® on an unconsolidated basis, hereinafter referred to
as ‘“‘company-only’”’ or “Transportation Co.”

The impact of the drain from railroad activitics and the importance
of nonrailway activities to the Penn Central organization is shown by
the following table:

52 See further discussion on page 64.
8 A simplified chart, showing the major companies relevant to the discussions in this report, is included
QS;XII};:){:HI';R t':2h‘is date what is now the Transportation Co. was the top entity and carried the name Penn

Central Co.
8 The Transportation Co. and its predecessors.
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[tn millions}
1366 1967 1968 1969
Company, only:
Earnings (loss) from ordinary operations.___.__..... $85.1 9.1 ($5.2) ($56.3)
Represented by:
Profit (loss) on railway operations________.._.. 3.4 (85.7) (142.3) (193.2)
Profit from nonrailway activities. . _.._____.__ 81.7 94.8 137.1 136.9
Consolidated:
Earnings from ordinary operations. ..o oo ovaan 147.4 68.5 8.8 4.4
Represented by: o
Profit (loss) on railway operations.. 3.4 (85.7) (142.3) (193.2)
Profit from nonrailway activities . 144.0 154.2 230.1 197.6

. Source; Pennco 1970 offering circular.

Some of the income from nonrailway operations * represented the
results of routine activities but other portions clearly reflect the re-
sults of the maximization policy and Saunders’ desire to conceal the
earnings slide.

In the company-only statements, substantial income was derived
from rental properties, principally New York real estate formerly held
by the New York Central, from dividends and interest received from
consolidated subsidiaries, from dividends and interest on other invest-
ments, from gains on sales of property and from tax allocation agree-
ments negotiated with subsidiaries who bencfited tax-wise from the
railroad’s losses. Because Penn Central had the power to control the
timing of gains on sales of investments and properties, and dividends
from controlled companies, these categories offered particularly attrac-
tive opportunities for programing reported earnings.

In the consolidated statements the major categories of nonrail in-
come, without elimination of minority interest and without deduction
of interest expense, were as follows:

e

CONSOLIDATED EARNINGS

{In millions]
1966 1967 1968 1969
Pipeline, net_ .. . §13.8 $15.4 $16.6 $15.5
Real estate rents, net_ _ .. ... . 26.7 27.4 24.5 22.2

Real estate sales:

61.4 113.4 175.8 186.4

45.2 76.9 104.8 104.0

16.2 36.5 71.0 - 82.4

Dividend and interest on investments_..._._.__.____._. 40.1 34.8 46.2 39.1

Net gain on sale of investments_.____.._.____......... 1.1 16.8 53.6 25.4

Tt - oot 107.9 130.9 211.9 184.6
Source: A bled from information in 1970 Pennco offering circular.

In the mid-1960’s PRR, knowing that it was going to be required
by the ICC to dispose of its very substantial interests in the securities
of the N & W and the Wabash Railroad, and dissatisfied with the
results of its own railroad operations, embarked on a major diversi-
fication program. Pursuant to this program by 1965 it had acquired,
through Pennco, controlling interests in Buckeye Pipeline Corp. and
in three real estate development companies, Great Southwest Corp.,

& Certain railway-related activities of companies other than the Transportation Co. are included in
the nonrailway figures.
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Macco Corp., and Arvida Corp. Great Southwest acquired Macco
from Pennco in 1969. The latter three companies greatly expanded the
scope of Penn Central’s real estate activities, as reflected in the con-
solidated statements. The Great Southwest-Macco operation proved
a particularly useful device in the maximization program.

Rear Estate ActiviTiES

There was tremendous pressure on those responsible for the com-
pany’s real estate activities to generate additional income. Whatever
could be done within the Transportation Company and its railroad
related subsidiaries to generate additional income and cash flow from
disposition of property holdings was done. A great variety of avenues,
involving a multitude of properties, was explored, although many of
the proposed transactions were never consummated. At any rate,
revenue potential in this area was limited.%

The real focus, however, came not in the parent but in Great
Southwest-Macco. These operations are examined in considerable
detail in a later portion of this report. Suffice it to say at this point
that there were pressures exerted by Penn Central management
which resulted in changes in the scope and methods of operations of
these subsidiaries and provided a very sharp increase in income in
1967-69. Such changes so overextended Great Southwest that it
nearly collapsed in 1970 and has survived only on the basis of a
massive retrenchment in operations.

A considerable portion of the Great Southwest-Macco earnings was
attributable to a limited number of wvery large transactions. Two -
transactions contributed approximately $15.1 million to Penn Cen-
tral’s consolidated net earnings for the fourth quarter of 1968.% These
purported sales, the Six Flags Over Georgia and Bryant Ranch trans-
actions described in more detail later, involved premature recognitions
of income and little immediate cash benefit to Great Southwest. In
1969 there was another similar transaction, involving the purported
sale of Six Flags Over Texas (also discussed latar), which resulted in an
increase to Penn Central’s consolidated net earnings of approximately
$24.4 million. The following schedule sets forth the estimated incre-
mental effect of these three transactions on the financial statements of
Great Southwest and Penn Central, respectively. It should be noted
that the effect on Penn Central differs due to: (1) the inclusion of
Great Southwest in the consolidated Federal income tax return of
Penn Central; (2) the absencs of taxes payable by Penn Central due to
its tax losses and carryovers and the absence of deferred tax provi-
sions; and (3) the minority interest in Great Southwest. The
$13,401,576 and $18,358,003 figurcs represented approximately 67 and
53 percent of Great Southwest’s reported consolidatad net income for
the years ended December 31, 1968 and 1969, respactively:

5 The fact that many of the properties were heavily mortgaged further complicated the situation.

8 The company-only statements of the Transportation Company were not affected, except to the extent
of the increase, if any, in tax allocation agreement payments as a result of these transactions.
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Approximate in-

crease to con-

' solidated net
Increase to net income (no tax

income (after tax effect) of Penn
provision) of GSC Central
1968; ) '

Six Flags Over Georgia. . . i eacccccccamaoa- $4, 813,400 $6, 370, 000
Bryant Ranch (less deferred portion)_ . ... ... 8, 988, 176 B 8,730, 000
13, 401, 576 15, 100, 000

g: |
Six Flags Over TeXas ...« cecmronmmccceecacccecacecnnan 17,530,170 22,910, 000
Bryant Ranch (deferred portion). ... . o eimeeaas 827,833 1,490, 000
18, 358, 003 24,400, 000

As a result of administrative proceedings commenced by the
Commission on December 8, 1971, and as announced by the Commis-
sion on June 6, 1972, Great Southwest has agreed to file amendments
to its Form 10-K annual reports for the years ended December 31, 1968
and 1969 which will ezclude profits from the above three purported
sales, i.e., Six Flags Over Georgia, Bryant Ranch, and Six Flags Over
Texas. In substance, the Six Flags Over Georgia and Six Flags Over
Texas transactions are to be treated as joint ventures with the pur-
ported purchasers, and the Bryant Ranch transaction is to be treated
as an incompleted sale where income will be recognized only after all
costs relating thereto have been recovered by Great Southwest.®

A sale in 1969, involving the Rancho California property, resulted
in the booking of a large profit in the third quarter. Unlike the others,
this was a cash sale and has not been challenged from an accounting
standpoint. However, it cannot be considered, either in size or in type,
as a routine Great Southwest transaction, a fact which has disclosure
implications.

These real estate transactions, both in Great Southwest and in
other sections of the Penn Central organization, played an important
role in management’s attempts to control quarterly earnings. Saunders’
calls to the Great Southwest’s management shortly before the end of
each quarter, seeking income for Penn Central, were an integral part
of his operating routine. On transactions within the parent company
itself there were frequent pressures from top management to force
transactions through before the close of a quarter for income statement
purposes. Usually these related to accelerating the closing. However,
on at least one occasion Bevan reported that Saunders had suggested
that a wash sale should be arranged to get the profit if a transaction
could not be pushed through before the end of the quarter.’® In
contrast, the next quarter, when income was again below expectations,
Saunders inquired of the comptroller as to whether there was a way to
avoid recording a loss on the sale of another building in that period.®
Once again, management’s propensity to control the earnings being
reported to the public by speeding up the profits and delaying the
losses and costs is clearly apparent. '

# See Securities Exchange Act Release No. 9629 (1972).
& Bevan indicated that he had refused, and that at any rate it was never consummated as the potential

buyer was not interested.
61 Again he was told no, according to testimony.
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Tue SEARCH For INVESTMENT INcOME

The same pattern is prevalent in the investments area. During this
period of time an intensive effort was underway to find additional
sources of cash and profit, and it appears that with a few exceptions
(i.e., the four ““diversified companics”’ acquired in the diversification
program) virtually any company assets offering such benefits were
on the block if a buyer could be found at a reasonable price. Unfor-
tunately, however, the opportunities were limited. The two roads had
been cannabilizing their assets for many vears and the most saleable
items were gone. The N&W stock was being sold as rapidly as
possible, pursuant to an ICC order, described later in this section. This
was generating both cash and profits ($10.3 million in 1968 and $13.6
million in 1969) and would continue to do so until 1974 when the
supply would be exhausted. However, there were limitations on the
capacity of the market to absorb the stock and furthermore many of
the shares had been pledged or were for other reasons not readily
available for sale. _ '

As will be discussed in a subsequent section, attempts were made in
the last half of 1969 to dispose of part of Pennco’s holdings of Great
Southwest and substantial profits would have been generated thereby,
but these plans fell through, largely because of disclosure problems.
Most of the other investments of Pennco and the Transportation Co.
were closely held and lacked marketability, and were often unattrac-
tive as well. Efforts were made to dispose of them but they were forr
the most part unsuccessful. For example, in mid-1969 the sale of one
subsidiary was being considered, but since virtually all of this sub-.
sidiary’s operations were carried out on behalf of its parent, the.
Transportation Co., Peat, Marwick and Penn Central’s own account-~
ants vetoed the trunsaction. Because the subsidiary’s basic means of
support was, and would be, the obligation of the parent to use the
subsidiary’s equipment, the sale would have resulted in no economic
advantage to.the Transportation Co. Thus, management was told,
it would be improper to record a ““profit”’ on such a “sale’” transaction.

While Penn Central was stymied in its efforts to sell sufficient assets
to bring income up to the desired standards, the income account was
buoyed by a series of paper transactions which reflected no real change
in the company’s position. For example, the subsidiaries were exam-
ined closely for possible dividends, and a series of ‘“‘special dividends”
was ordered by the parent. These were designed to draw into the
parent’s income statement any earnings which had been accumulating
over a period of years. Obviously, any such dividends did not accu-
rately reflect current earning power. Several such payments were
arranged in 1969, and dividends from consolidated subsidiaries in-
creased by $25 million. The two largest items of increase were repre-
sented by a $14.5 million dividend from New York Central Trans-
port Co. and a $4.8 million dividend from Strick Holding Co. The
Strick transaction was basically noncash in nature.®® In the case of
New York Central Transport, Penn Central in effect loaned its sub-
sidiary $12 million to pay the dividend, since the subsidiary lacked the
necessary funds, and after some accounting legerdemain, recorded the

% No cash payment was made, but debt owed by the parent to the subsidiary was reduced. And the earn-

ings from which Strick paid the dividend were represented by values assigned to warrantsin a newly formed
company which had acquired Strick’s major assets.
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items as income.® There were also other similar intercompany divi-
dends. While these transactions would be eliminated upon consolida-
tion, they did help the Transportation Co.’s results, and considering
that entity was where the major problem was buried, Penn Central
apparently considered this better than nothing. "

A device used extensively in 1968 to increase income was the re-
purchase, in the open market at a deep discount, of bonds of various
companies in the Penn Central complex. The difference between the
price paid and the par value was then recorded as a profit. The com-
pany recorded a profit of $8.4 million in the Transportation Co. and
$9.8 million in the consolidated entity from this source in 1968, but
found it virtually exhausted when suggestions were made in 1969 that
this device be tapped again.®* These transactions, particularly in light
of Penn Central’s need to finance the purchases through additional
borrowing, apparently offered no real benefit to the company except

/the generating of paper earnings. :

There were also a series of paper transactions involving in essence
substitutions of similar securities which resulted in significant amounts
being added to reported income in 1968 to 1970. Two such transactions
contributed a total of $32.7 million in 1968 to both consolidated and
company-only earnings. The first involved a dividend-in-kind from
Washington Terminal Co.,*® a 50-percent owned subsidiary. This divi-
dend was in the form of the securities of a newly formed company
which Washington Terminal had received when it transferred to the
new company a one-half undivided interest in Union Station in Wash-
ington, D.C. Union Station had been Washington Terminal’s principal
asset and an undivided one-half interest therein was the major asset of
the new company as well. Penn Central controlled after receipt of the
dividend, essentially the same underlying asset as it had had prior to
that time, but it recorded income of $11.7 million as a.result. The
second transaction was in the form of an exchange of securities with
Madison Square Garden Corp. and contributed $21 million to re-
ported 1968 results.®® The Transportation Co. exchanged its interests
1n two assets held jointly with Madison Square Garden Corp., and
which constituted the bulk of that corporation’s assets, for shares in
Madison Square Garden Corp. itself. Again, following the consum-
mation of the transaction Penn Central had basically the same interest
as before, packaged in a slightly different form, but took advantage of
the situation to record a large gain.’

Other transactions of this nature also occurred.® In 1964 the ICC
had issued an order requiring PRR and its affiliates to divest them-
selves of all of their extensive holdings of N&W stock by 1974.%8
In late 1965 PRR and Pennco entered into an agreement with the
N&W, whereby Pennco, which held all of the PRR system’s
N&W shares, would exchange about one-third of these shares for
15-year N&W convertible debentures,®® with the exchange to be

6 See further discussion of this item on page 60. . .

8 T 1967 and 1969 the Transportation Co. earned ahout $500,000 from this source, while consolidated
figures were $700,000 and $1,700,000 respectively.

6 See further discussion on page 62.

68 See further discussion on page 57. .

67 See also discussion concerning Wabash Railroad Co. stock on page 55. .

8 The PRR system at that point owned 2.4 million shares of N&W common, representing 32 percent of
the total, and a majority of its voting preferred shares. The reason for allowing a 10-year period was to
permit an orderly disposition and to provide certain tax advantages.

8 Pennco was to receive $104 million in 43¢ percent debentures which were convertible only by holders
other than PRR.
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made in 10 installments. A gain of about $80 million was recorded on
PRR’s consolidated books,” but instead of taking the entire amount
into income that year, the company recorded it as deferred income.
The deferred income was then to be recognized on a periodic annual
basis over the life of the contract, 9% years.” It might be noted that,
whereas in the Madison Square Garden and Washington Terminal
transactions it was contemplated that the securities received in
exchange would continue to be held as an investment, the N&W
deberitures would, of necessity, be liquidated. Indeed, the securities
received in 1966—68 were sold 1n 1967 and 1968. There were no sales in
1969.

Penn Central took the position that its investment activities were
an integral part of its business and classified all income from this
source as ordinary income. Such a claim apparently lies at the root of
attempted justification of nondisclosure of many of the various. trans-
actions noted above. However, not only had the opportunities for
conventional sales become severely restricted, but it would be difficult to
sustain income of the type derived from such items as special dividends,
repurchases of company bonds, and paper transactions like Madison
Square Garden, and Washington Terminal.”? The contrast between
this and Penn Central’s handling of what it considered to be unusual
merger related expenses should be noted. In its-presentation to the
ICC on behalf of Penn Central, Peat, Marwick pointed out that the
use of such a reserve would result in a more fair presentation of the
results of the merged company by removing the impact of certain
unusual expenses on the income statement. Furthermore, as to the
$75 million in merger-related costs which did impact the income
statement in 1968, management took pains to point out to the share-
holders that they were temporary in nature. No similar effort was
made to clarify the nature of many of the investment transactions
which were generating reported income.

While Penn Central’s search for income potential among its in-
vestments was broad-ranging, it exhibited a pronounced reluctance
toward writeoffs of investments. There was substantial evidence by
the end of 1969 of permanent impairment in the value of the invest-
ments in Executive Jet Aviation Corp.; Madison Square Garden
Corp., and Lehigh Valley Railroad. However, formal recognition of
this fact would require charges against the income statement, charges
which Penn Central could ill afford to report.

Penn Central had invested $22 million in Executive Jet Aviation.
Most of this investment should have been written off in 1968 and 1969.

 Because of prior intercompany sales, the profit on Pennco’s books was smaller—only $69 million. ‘
* Tt While this may appear inconsistent with the Penn Central policy of taking everything into profit
immediately and worrying about the future later, it might be noted that 1966 was an extraordinarily prof-
itable year in the railroad industry, and thus there was not the pressure for additional earnings which was
present in subsequent years. Furthermore, a gain of this size would certainly have been considered non-
recurring and discounted by the public, whereas the smaller amortized gains could perhaps pass unoticed.-
In this connection it might be noted that while in 1966 PRR made the decision to report the N&W ex-
change as an ordinary income item, in 1965 when it sold its interest in the Long Island Railroad at a sub-
stantial loss, it reported a ‘‘Provision for loss on sale of Long Island Railroad” as an extraordinary charge.

72 Perhaps another indication of management’'s propensity to use artificial devices to increase incoms is
this comment in early 1969 by Cole, in discussing plans to establish the holding company: .

“I have taken a special interest in this project and have been trying to push it along, because I thought
I foresaw the prospect of being able to generate net income by Railroad or Pennsylvania Company declaring
dividends of low-book value assets which would then he taken in by the Parent at present market values,
as in the case of the Washington Terminal dividend and the Madison Square Garden transaction. Alas, 1
have just learned that this is prohibited where the declaring corporation is more than 50 percent owned.”’

Management never did find any additional transactions similar to the transactions alluded to, and 1969
investment income dropped accordingly.
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Unfortunately, disclosure of the fiasco surrounding this situation ™
would have been embarrassing to management, in addition to its detri-
mental effect on earnings, and so no writedown was taken. The market
value of the Madison Square Garden shares had dropped by more than
50 percent between the time Penn Central’s investment in the project
was in effect written up in connection with the previously described
exchange of securities in late 1968, and the close of 1969. ™ Again, the
investment was not written down. In the case of Lehigh Valley Rail-
road, as suggested earlier, that company should have been consoli-
dated and not carried as an investment, but even as an investment, the
earnings and financial history of the company clearly called for a
writedown to realizable values.

EarvLy 1970—THE Last Gaspe

When Gorman came to Penn Central in late 1969, and began to
familiarize himself with the company, he became concerned about an
earnings pattern he discerned. In connection with his testimony he
submitted a table of quarterly earnings results for 1969 and 1968,
which has been attached as exhibit IB-3. This table, prepared by a
Penn Central statistician early in 1970, presents in a readily compre-
hensible format not only the full loss on railroad operations, but also
a chart of “significant items,’”” including many, although not all of the
items described in previous parts of this section—e.g., New Haven
capitalization, merger reserve charges, the Washington Terminal
dividend, the New York Central Transport dividend, the Madison
Square Garden exchange, the three Great Southwest transactions and
the profit on reacquisition of company bonds.

On the basis of the pattern exhibited, Gorman requested a special
meeting of the finance committee of the board, which met in early
%\/.[]slxy 1970. The minutes of that meeting record the proceedings as

ollows:

The President then stated that he was deeply concerned about a number of
management practices, although there was no indication that they were illegal or
had not been approved by outside counsel and outside auditors.

He did state, however, that he was disturbed by certain matters because in his
iview an item must not only be right but must look right to outside sources. He

stated that he had followed this code for over 40 years and did not intend to change
at this stage of his career and that he would like to discuss certain matters with
the Committee to determine whether the practices would be continued in the fu-
ture. He emphasized that his action did not imply criticism of the Chairman of the
Board, the Chairman of the Finance Committee to the Finance Committee, but,
nevertheless, what he was talking about was practices which he believed had
been followed for some time in the past. :

While not all the practices related to reported earnings, it was clear
that this was the dominant theme. He specifically mentioned such
matters as the ‘“‘declaration of dividends by subsidiaries on & hit or
miss basis to satis{ly a current underrun’, profits on transfers of in-
vestments between segments of the Penn Central organization, write-
ups of investments such as Madison Square Garden with the holdings
then locked in because of subsequent price declines, and unrealistic
budgets. He also questioned certain other practices which he felt did
not reflect a conservative approach to reporting earnings.

[y

7 See discussion on page 71. .
“ Tt has remained at lower levels'since that time;
# See discussion on page 64.
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Apparently it was in substantial part events in the first quarter of
1970 which alarmed Gorman. As noted earlier, the first quarter was
operationally a disaster, with $100 million in losses from railroad
operations. This was unfortunate because, with a critical cash situa-
ion, Penn Central, through Pennco, was about to go into the public
markets for financing. Some way had to be found to improve the ap-
parent earnings picture if the issue was to succeed. Gorman objected
to the two major devices adopted, however, to accomplish the goal.

In connection with the channeling of the proceeds of the proposed
offering from Pennco to the Transportation Co., Pennco was to pur-
chase from the Transportation Co. the stock of Clearfield Bituminous
Coal Corp., a 100 percent-owned subsidiary.” The transfer was made
at net asset value, and a profit of $16.9 million was recorded on the
Transportation Co. books. Gorman indicated he questioned booking
paper profits such as this, even with full disclosure. He recognized
these intracompany sales would be wiped out in the consolidated state-
ments but asked the question “why do we bother with those kind of
}:ihings?” The reason was clear—to dress up the Transportation Co.

gures. _

That transaction was dwarfed, however, by the other one, which
involved not the Transportation Co. but the consolidated statements.
Pennco owned virtually all of the common shares of Wabash Railroad
Co. and pursuant to an ICC order dated 1964 had agreed with the
N&W to exchange them for N&W shares. The date of the exchange
was established as October 15, 1970. However, when it was recog-
nized the first quarter profits would be very bad, hwrried plans were
made to accelerate the exchange to March 31, 1970. As a result,
profits of $51 million were booked as ordinary income in that quarter.”
Gorman, who was in the hospital at the time, knew nothing about it
until after the transaction was consummated and reported. He was
irritated and reported to the finance committee that if he had known
about it he would have dissented. This was a writeup of paper profits,
with a flow through to earnings but no cash benefit, he stated, retlecting
to the committee ‘““a general feeling that where there is no cash in-
volved why do you do things. And certainly we were in need of cash.”
Furthermore, he was particularly distrubed by the fact that the ac-
celeration had cost Penn Central $1.8 million in Wabash cash div-
idends,”® which he felt he could certainly have used to repair freight
cars which seriously needed repairing. It might be noted that Penn
Central management had made a number of other expensive conces-
sions to N&W as well, to gain the income acceleration.”®

The impact of just these two transactions on reported earnings in
the first quarter of 1970 was as follows:

i The carrying value on the Transportation Co. books was only $82,000.

77 The gain on Pennco’s books was $47 million. .

78 This reflects the difference between the dividends which Pennco received from the N&W shares in
the interim period and those it would have received had it held the Wabash stock.

i It appears that under the terms of an escrow agreement in connection with a $60 million debenture

offering of Pennco, debenture holder approval was required befors the terms of the exchange agreement
could be amended. Such approval was not obtained.
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.Company or;Iy Consolidated
Reported 00SS_ ... oo —$62.7 —$17.2
Increase loss by eliminating purported profits on:
Sale of Clearfield Bituminous Goal....._ .. .. oo -17.2
. Exchange of Wabash RR. Stock._... .. e e e ema e mm e —mm——————————— —51.0
) Total loss as adjusted ¢in millions). oo e mem————— —79.9 : —68.2

It might be noted that there were also other devices discussed by
Saunders.and Bevan during the early 1970 pcriod whose effect would
have been to increase reported earnings. The accounting department
suggested an upward revaluation of inventory, although this idea
was dropped on Gorman’s objection. The possibility of allocating
part of the overhead and management costs of the Transportation
Company to the holding company and the subsidiaries was brought up.
Gorman said he had no objection but asked why now? Bevan in-
structed Hill to check with other railroads on amounts being accrued
for 1970 wage increases, stating that it was important not to exceed
what was necessary in this respect. And the old possibilities of expens-
ing off the winter’s heavy snow removal cost over the entire year and
increasing use of the merger reserve were raised once again. Saunders
also asked the appropriate people to look at the reserves for injuries,
damages, and so forth, to see if a lower figure could be justified.

AccouNTiNG TREATMENT

.. The foregoing activities clearly illustrate the course of conduct
being pursued by Penn Central’s management. All manner of means
were being employed to make the situation appear better than
underlying circumstances warranted. Very significant portions of the
reported earnings of this cash-starved company were noncash in
nature. Moreover, the figures were replete with income derived not
from routine, on-going investment and real estate activities but from
forced liquidations of assets employed in these activities in order to
meet the earnings and cash needs of the railroad. These assets were
not available in unlimited supply, a fact clear to management long
before Penn Central’s final collapse. And the pressures applied by
top management to alter cost and expense figures to meet manage-
ment’s desires in all probability had an impact, of unknown extent,
on the reported figures. .

At a minimum, the course of conduct illustrated above called for
clear disclosure of the nature and effect of the policies management
was following in this respect. Thus, under the circumstances of this
case shareholders were entitled to be provided with the information
necessary to permit them to fully and fairly assess the quality of the
earnings being reported. Beyond this, however, it is clear that in a
a number of instances the recording of income or failure to record
deductions from income involved the stretching of generally accepted
accounting principles to the point where the total impression given
may have been highly misleading. A few of the most significant
situations are described in the following section.



57

ACCOUNTING—MADISON SQUARE GARDEN CORPORATION

Background.—In connection with the construction of the new
Madison Square Garden Center over Pennsylvania Station in New
York City the then Pennsylvania Railroad Co. (PRR) acquired a
25 percent stock interest in Madison Square Garden Center, Inc.
(Center). These shares were received as part of the lease arrangements
for air rights over the station and were carried on PRR’s books at $1.
The other 75 percent stock interest in Center was owned by Madison
Square Garden Corp. (Garden). Center constructed the facility and
after it was completed in early 1968, all of the revenue-producing
activities and certain related assets of Garden, which had owned
and operated the old facility, were transferred to Center.

As part of, and in connection with the construction of the new
facility, a joint venture was entered into for construction and operation
of a 29-stary office building above the easterly third of Pennsylvania
station in New York City. Participation in the venture was as follows:

R Percent
Pennsylvania Terminal Real Estate Corp. (PTRE) . ___ ______________. 55
Two Pennsylvania Plaza, Inc.®_ . __ . ______. 25
Tishman Plaza, Inc._ - e 20

T S R 100

1A corporation 100-percent owned by PRR directly or through one of its wholly owned subsidiaries.
32 A corporation 100-percent owned by Garden.

Under the terms of the joint venture, in exchange for an increased
participation,® PTRE undertook. to loan funds to cover costs of
construction 1n excess of the construction loan and PRR, which owned
all the stock of PTRE, agreed to furnish funds to PTRE for such
purpose. .

Just prior to December 31, 1968, the equity interests of Garden and
Penn Central in Center and in the joint venture are illustrated by the

- following chart:
- 80 The agreement, as originally structured, provided for a 25 percent interest to the PRR subsidiary and

76 percent to the Garden subsidiary. Because of difficulties in obtaining needed financing, this was later
renegotiated, with PR R receiving an increased participation in return for an agreement to provide financing,
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Fquity. ¥oldinas Defore Exchinse of Stackholdinas

Hiadison Square CGarden Penu Ccutzal Transpovtationf
s Corporation Coampany (Railroad)
[Non-Operatvins Hutdicy] : (Penn)
KA R
5% : 25%
Magison Square Garden Center
[Assumad ‘Revence Gooraticns of 0!d Carden]
M : J/
‘Do Pennsylvania Plaza, Inc. _{Pennsylvanis Terminal Real
100% owncd by MSG ~—iEstate Corporation - 1007
Corporation ' owned by -Pnan
I dy

Bide. "Penn Ploza Venture'

25% 557 I 207 K—
Joint Vealure - 29 Svory Office ]

ishnen Plazs, Inc. ’

Cther Wholly ownaed subsidiavies of
tadison Square Garden Corpeoratibn:

— Holiday on Ice Productions, Inc.
Madison Square Gardea Actvactions, Ine.
Madison Square Gavden Realty, Inc.
Grahzm Faige Realily Corp.

Pursuant to an agreement dated December 18, 1968 Garden ac-
quired as of December 31, 1968,5 Penn Central’s interests in Center
and PTRE. In addition certain indebtedness owed Penn Central in
connection with the office building project was forgiven. In exchange,
Penn Central received 1,168,664 unregistered shares of Garden’s
common stock and 100,000 shares of Garden’s participating preferred
stock. Contingent upon approval of Garden’s stockholders, it was
agreed that the participating preferred would be exchanged for
1,151,000 shares of common. This approval was obtained on April 9,
1969 and the exchange made about 10 days later.®?

In connection with the above, on December 18, 1968, Garden and
Penn Central also entered into a stock purchase agreement whereby
Penn Central agreed to purchase shares of Garden’s common stock to
furnish the financing necessary to complete the office building. This
related directly to Penn Central’s obligation under the joint venture
agreement, as mentioned previously, to furnish funds to PTRE for
that purpose.®

Analysis of Changes in Equity Interest of Penn Central, as a Result
of the Ezchange—Penn Central indicated that the reason for the
transaction was as follows:

The purpose of Penn Central in agreeing to the purchase and proposed purchase
of Securities of the issuer was to concentrate and unify Penn Central’s interests in

8 This date was selected because of Penn Central’s desire that the transaction e closed before the end
of the year.

82 Tr?e interim step was necessary because Garden did not have the authority to issue the full 2,300,000
shares in December 1968. L

8 Penn Central agreed to purchase up to 180,538 shares at $11.078 per share. PTRE would request the
advance needed. Penn Central would then purchase from Garden the shares required to provide that sum
and Garden would advance the proceeds to PTRE.
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the new Madison Square Garden Center and the office building at Two Pennsyl-
vania Plaza through the ownership of a substantial equity interest in Madison
Square which will be the beneficial owner and operator of those facilities. Thus,
Penn Central as owner of the underlying properties will continue to receive fixed
rentals from these facilities and will in addition have a significant single equity
interest in the profit from their operation.®

Penn Central realized no cash from the transaction. It gave up a
controlling 55-percent interest in the Penn Plaza venture, a 25-percent
equity interest in Center and certain interest bearing indebtedness
related to the Penn Plaza project. In return Penn Central received a
23-percent interest in the outstanding stock of Garden, which was
increased soon thereafter to 25 percent through other purchases.’*
Garden at this point was essentially a holding company, whose major

" assets consisted of its interests in Center and the Penn Plaza venture.
Penn Central retained its 25-percent interest in Center. Its interest in
the office project was reduced from 55 percent to about 20 percent and
it received a 25-percent interest in Garden’s lesser subsidiaries,® which
were all associated with the Garden project. Penn Central was not
relieved of its contractual agreement to advance additional funds for
the completion of the Penn Plaza venture and retained its rights to
receive long-term rentals under the main lease of the air rights to be
paid by Center.

In terms of recorded values on the books, Penn Central was giving
up assets which had a stated value of $4.7 million. It received shares
which had an equity value on the books of Garden at May 31, 1969
of $4.2 million.¥

Exchange Arrangement Recorded as Gain by Penn Central.—Penn
Central reported a gain of $20,999,905 on this exchange as ordinary
income in the year 1968. This was computed as follows:83®

Received by Penn Central:

Shares of Garden common stoek. ... _ oo ____.___ 1, 168, 664
Shares of Garden common stock which were represented by the
convertible preferred. . ___._. 1, 151, 000
Total - - o e e——————m 2, 319, 664
Multiplied by per share market price of Garden stock_.____.__ 1'$11. 078
Total market value of shares received.__._.___._......__ 25, 697, 238
Given up by Penn Central:
225 shares of Center_ . el 31
100 shares of PTRE _ e 100
Indebtedness forgiven. . . _ oo - 4, 697, 232
Total given Up .- eceaee 4, 697, 333
Net gain on exchange_ - o __._.__.___ _20, 999, 905

1This was selected as the average market value per share at the time of negotiations and was the figure
agreed to in the stock purchase agreement.

81 Source: Item 4 of Schedule 13D, filed on Apr. 1, 1969.

88 This increase was attributable mainly to purchases under the stock purchase agreement entered into
in December 1968, which was previously described. )

8 Becauss of the early stage of operations the contribution to earnings is difficult to assess. However, of
total investments and advances to subsidiaries of $24,800,030 Garden’s books, $17,000,000 was invested in
Center, $6,500.000 in the omce(i)roject, and $1,300,000 in the lesser subsidiaries. The other significant asset
on S‘mdlerllt’s books was the old Garden facility which has been cleared and is currently being used as a
parking lot.

# This figure represents a 25-percent interest, rather than a 23-percent interest in these assets.

8 As abstracted froin accounting workpaper included in the files of Peat, Marwick.
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The impact on the 1968 financial statements was as follows:

Consolidated Company-only
Earnings (loss) from ordinary operations .. ... .cccommoccacceccmaceaas $87, 789, 000. 00 ($5, 155, 000)
Earnings (loss) absent recognition of gain. .. _oeceoemoonaana. - 66, 789, 095. 00 (26, 154, 905)
Per share difference: )
As reported___ ... . 3.80 ... b
Absent recognition of g: 2.89 ._.
Differente. o oo eeeceecec e mmmccemeeam————— .81 s

1 Figures are 1968 figures as restated in the 1969 annual report to shareholders. The 1968 report to shareholders had
reported a profit of $90,300,000 on a consolidated basis and a loss of $2,800,000 for the Transportation Co. only.

This transaction accounted for slightly less than half of the net gain
on sale of investments in the consolidated income statement and 60
percent of the net gain on sale of property and investments in the
company-only statements.

Conclusion.—Serious questions are raised as to the recognition of
gain on this transaction, since, in substance, this transaction reflected
merely the substitution of an investment in one form for essentially
the same investment in another form.

ACCOUNTING—TRUCKING COMPANY DIVIDENDS

Background.—Prior to the year 1969, as part of a plan to simplify
the corporate structure of Penn Central, it was contemplated that
certain trucking companies would be merged. It was considered at
that time that the New York Central Transport Co., Penntruck Co.,
Inc., and Merchants Trucking Co. would merge into Pennsylvania
Truck Lines Inc.%?

An internal memorandum prepared by Penn Central’s tax depsrt-
ment propcsed that a significant amount of th: retained earnings of
the nonsurviving corporations be paid out as a dividend prior to
merger. The memorandum stated that the reason for the proposal
was to create an annual savings of some $60,000 in various State in-
come and franchise taxes. As part of the proposal it was suggestad
that the amounts representing the dividends paid out be immediately
loan=d back to the paying corporations sc that no actual transfer of
cash or other assets would be involved. These loans would bear
interest and be subordinated to the rights of creditors requiring that
protection. The proposal as set forth by the tax department recom-
mended the proposal subject to the absence of any objections from
the operations and financial sections of management. It appears,
however, that there were ““financial objections” to the proposal as
set, forth by the tax department. On March 4, 1969, Cole advised
Saunders:

Our financial people have been shying away from this however, because there
is not sufficient cash to pay the dividend and they say that to execute it as a single
transaction on an intracorporate ‘“bookkeeping’’ basis might be regarded as a
manipulation which would be misleading as to actual results.®® An acceptable
alternative might be to take the dividends on a gradual basis over a period of time.

8 New York Central Transport, Pannsylvania Truck Lines, and American Contract Co. were 100 per-
cent owned subsidiaries of the Transportation Company. Penntruck and Merchants Trucking were 100
percent owned subsidiaries of American Contract.

9 Hill testified that some people within Penn Central thought that maybe *‘you could just make marks
in a book” that would effect the dividend, but that he objected to taking the dividend income “unless
something of value flowed betweon the parties.”
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Specwl Dividend Income Recorde(l by the Transportation Company.
in 1969.—New York Central Transport Co. declared the followmg:

dividends payable to the transportation company: *

it

APT. 15, 1969 _ oo $6, ooo, 000:
July 15, 1969 _ Il S 6, 000, 000
Dec. 31, 1969_ T Il 2, 500, 000

Also in 1969, Merchants Trucking Co. and Penntruck Co.,
Inc. declared d1v1dends of $300,000 and $1,700,000, respectively, to:
American Contract Co. This $2 mllhon in dlwdends declared to Amer-.
ican Contract was the basis for the declaration of a dividend to the-

Transportation Company which included this amount.

As to the two $6 million dividends outlined above, the Transporta-'

tion Company instructed the Manufacturers Hanover Trust Co. to
charge its account and credit the account of New York Central Trans-
port Co., whose account was also carried at that bank. Simultaneously,
New York Central Transport Co. instructed the Manufacturers Han-

over Trust Co. to charge its account and credit the account of the

Transportation Company. The instructions were followed. At the time:

Penn Central was allegedly loaning funds to New York Central Trans--

port Co., Penn Central did not have the necessary funds in that ba,nk'

to cover the amounts transferred.

While advances payable were substituted for equity belonging to.

the sole shareholder, the end result, in effect did not give the 100-

percent stockholder entity anything more than it had before. Indeed, "
1t was further provided that future dividend potential of the surviving-

centity in the trucking company merger was to be reduced by the
amount of interest pald—ﬂ.b the prime rate—on the advances.

The form developed for the manner in which dividends would flow
-upstream to the railroad was regarded by management in the first
instance as a manipulation. The interjection of Manufacturers Han-
over Trust Co. was a facade designed to provide illusionary evidence
of dividend payments by New York Central Transport of the Trans-
por_ta.tlgzn Company and did not alter the substance of the trans-
action.

Certainly, the situation appears to bear close analogies to the con-
tent of Accounting Series Release No. 95, which deals With real estate
transactions:

In some of the transactions coming before us it appears from the attendant

circumstances that the sale of property is a mere fiction designed to create the
illusion of profit.

Circumstances such as the following tend to raise a question as the propriety of
:the current recognition of profit:

6. Simultaneous sale and repurchase by the same or affiliated parties.
7. Concurrent loans to purchasers.

As noted above, the dividends to American Contract by Merchants
Trucking and Penntruck were passed on to the Transportation Co. as
well. The Transportation Co. advanced to the two subsidiaries the
$300,000 and $1,700,000 necessary to pay the dividends to American
Contract. In pra,ctlcal effect the transactions were the same as in the
case of New York Central Transport although the format differed
slightly.

" New York Central Transport Co. reported net income of $2,686.884 and $4,202,098 for 1968 and 1969
respectively. Retained earnings, including 1969 results, amounted to $14,755,632 at December 31, 1969 before,
giving eflect to the 1969 dividend.

9 Indeed, Cole has testified that New York Central Transport is currently protesting the transaction
and asking for cancellation of the debt incurred.
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~ Conclusion.—The 1969 “company-only’ (railroad) financial state-
ments included the sum of $66,324,000 as dividend and interest
income. Of this amount, $63,838,000 was from dividends of which $14
million ® discussed herein, or 22 percent, is included. The loss from
ordinary operations of $56,328,000, as shown in the 1969 opgrating
statement, was understated by this $14 million (25 percent of $56,
328,000). ' .

In the opinion of the staff the appearance of dividend income in
these transactions is without substance and there is no support under
generally accepted accounting principles to include the results of these
transactions as dividend income on the ‘“parent company only”
financial statements for the year 1969.

ACCOUNTING—WASHINGTON TERMINAL CO.

Background.—The Transportation Co. reported as dividend income
in the year ended December 31, 1968, the receipt of a dividend-in-kind
from a 50-percent owned company, the Washington Terminal Co.
(WTC). The dividend-in-kind consisted of stock representing 100-
percent ownership of a newly formed corporation holding an undivided
one-half interest in certain real property and air rights relating to
Union Station, Washington, D.C., and its proposed development into
a National Visitor Center.

The voting control relationships of the respective entities as of
September 13, 1968, just before the declaration of the purported
" dividend-in-kind by the Washington Terminal Co., were as follows:

Transportation Company

1007%

Pennco

34.8% 65.2%
| ]

The Baltimore and Ohio Philadelphia, Baltimore
Railroad Company (B&0) and Washington Railroad
Company (PB&W)

I
;%Z 50%

THE WASHINGTON TERMINAL COMPANY (WIC)
Full ownership of “National Visitor Center Property"

83 New York Central Transport Co. .. $12, 000, 000
Merchants Trucking Co............. 300, 000
Penntruck Co. .. ... ... 1,700, 000

TOUaL . - oo an 14, 000, 600
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On September 13, 1968, the board of directors of WTC adopted a
resolution with respect to the transfer of title to the National Visitor
Center property to the owners of WTC. It was the intent to convey
undivided one-half interests in the property to two companies to be
formed by WTC. The dividend-in-kind would then be accomplished
by conveying 100 percent of the common stock of one such company
to B&O and 100 percent of the common stock of the other company to
the Transportation Co.* This was accomplished on or about Septem-
ber 30, 1968, when 100 percent of the stock of Terminal Realty Penn
Co. was transferred to the Transportation Co. as a dividend.

The deed by which WTC conveyed (to the newly formed corpor-
ation) the undivided one-half interest included the following reserva-
tion, among numerous others:

Subject to the continued right of use, possession, operation and maintenance
of the Union Station Building, concourse concession areas and related areas
presently used for commercial operation by The Washington Terminal Co., its
lessees, concessionaires, licensees, passengers, officers, employees, contractors,
invitees, and visitors during the period of alteration and construction of the
Visitor Center parking facility and new passenger station contemplated by
Public Law 90-264 and until the taking of full ocecupancy by the United States
of America pursuant to a lease covering the property herein described.

The deed may have in form transferred legal title of the undivided
one-half interest to the newly formed corporation. However, the right
to control and use the property remained with WTC.

At the date of the declaration of the WT'C dividend-in-kind, it was
anticipated that an agreement would be entered into between the U.S.
Government and the owners of the distributed property for the
development of such property into a National Visitor Center. On
December 18, 1968, such agreement was actually executed. The
December 18, 1968, agreement provided that the National Park
Service would lease the property for 25 years, after the owners had
made significant alterations and improvements, expected to take 2 to
8 years. After the first year of the deferred 25-year-lease term, the
Government had the option to acquire the altered and improved
property for a reducing amount declining to zero at the end of the
25 years. :

Accounting Treatment.—The Transportation Co. recorded and re-
flected the dividend-in-kind as dividend income in the amount of
$11.7 million,* the estimated fair value of its undivided one-half
interest.® For the year ended December 31, 1968, this represented
approximately 13 percent of Penn Central’s consolidated net income,
while elimination would increase the company-only loss from $2.8
million to $14.5 million.

Conclusion.—We question the propriety of the recognition by the
Transportation Co. of income in the amount of $11,700,000 in the
form of a dividend-in-kind from WTC since in substance the position
of the consolidated enterprise was unchanged with respect to the use,
possession, operation, and maintenance of the subject property.
Generally accepted accounting principles do not permit recording a
transaction based on form when its substance is materially different.

The substance of the December 18, 1968, agreement was & promise

% linder a lease agreement, the Transportation Co. was entitled to all income of PB&W.
95 The amount was originally recorded as $13.5 million but was adjusted later in the year.

¥ WTC's net income for the years ended Dec. 31, 1967 and 1988 was approximately $56,810 and
$1.401, respectively
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on the part of the U.S. Government to purchase certain property
after significant construction and alternations had been made to trans-
form such property into a National Visitor Center. Recognition of
income under such circumstances was inappropriate until the seller
had substantially performed its obligations.

ACCOUNTING—LEHIGH VALLEY RAILROAD CO.

Background.—Prior to 1962 the then PRR, through subsidiaries,

owned 44.4 percent of the outstanding shares of Lehigh Valley Rail-
road Co. As a result of an exchange offer, PRR on February 28, 1963,
became the record or beneficial owner of 89.9 percent of the stock and
this was increased to 97.3 percent in 1964.
. The Lehigh Valley’'s position was considered in the PRR-New
York Central merger hearings before the ICC. The hearing examiner
found that the merger could be anticipated to have a detrimental
effect on Lehigh Valley and that specific protective provisions should
be provided. It would either have to find afliliation with the Norfolk
& Western (N&W) or Chesapeake & Ohio/Baltimore & Ohio (C&O/
B&O) systems or be merged into PRR. Until this matter was resolved-
PRR would be required to keep Lehigh Valley operational. The
following conditions were imposed by the ICC in its decision dated
April 6, 1966, approving the Penn Central merger:

1. Penn Central was required to propose negotiations and, if the offer were
accepted, to negotiate in good faith and otherwise use its best efforts to obtain a
place for Lehigh Valley in the C&0O/B&O system. i

2. After October 16, 1969, or upon the issuance of an ICC order denying the
Erie-Lackawanna petition for inclusion in the N&W system, Penn Central was
required to negotiate in good faith with the N&W with respect to the inclusion
of Lehigh Valley within the N&W system.

3. Unless otherwise relieved by the ICC, Penn Central had to retain its holdings
in Lehigh Valley and provide financial support to keep that road going for the
next 10 years. If at the end of that time, it has not been taken into the N&W
or the C&0O/B&O systems, the Commission could, as part of the instant proceed-
ings, require inclusion in the Penn Central system. :

Neither the N&W nor the C&O/B&O had indicated any interest
in acquiring Penn Central’s interest in Lehigh Valléy either at that
time or subsequently.

Lehigh Valley was consistently a loss operation with total losses
in 1960-69 of over $40 million. In 1968 the net loss was $6 million,
while the 1969 figure was $5.2 million, before an extraordinary charge
of $1.2 million.*” Meanwhile, Penn Central was required during 1968
and 1969 to advance substantial sums to that company to keep it
operational. Shortly after Penn Central filed for reorganization,
Lehigh Valley followed suit. '

Accounting Treatment.—Lehigh Valley was carried as an investment
in Penn Central’s consolidated financial statements in 1968 and 1969,
at the following values:

97 The company has been unable, by a large margin, to even operate within its depreciation.
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CONSOLIDATED INVESTMENTS AT COST OR LESS

1968 1969

‘Unconselidated subsidiary:
-Lehigh Valley Railroad Co.:
: Stocé(, 1,475,579 shares_

Bonds, notes and advances

Total (in millions of dollars)._ . . - oo icaaeaas 1827.1 $49.5

t The figures omit to state $9,400,000in advaﬁces to Lehigh Valley, which in 1968 had been included in the asset category
of "“Deferred charges and sundry assets’, under the caption *‘Accounts doubtful of collection.™ In.the 1969 statements
which included comparative 1968 figures this $9,400,000 was reclassified to the investment account.

No dividends were paid in either year.?8

Despite Penn Central’s 97.3 percent ownership, Lehigh Valley was
not consolidated and accordingly its losses were not reflected in the
" -consolidated results. The advantage to Penn Central was obvious, and
was consistent with that company’s policy of maximizing earnings.
The reports included a footnote explaining the principles of con-
solidation and noting that Lehigh Valley, “which the Commission has
required to be offered for inclusion in another system’, had not been
consolidated. Information as to its net assets and net loss were con-
tained in another footnote.

Analysis.—Penn Central apparently relied on the requirement that
it offer Lehigh Valley to C&O/B&0O and then N&W as the basis for
nonconsolidation, drawing its accounting support from the criteria
included in Accounting Research Bulletin No. 51. The pertinent
section of that bulletin reads as follows:

Consolidation policy:

2. The usual condition for a controlling financial interest is ownership of a
majority voting interest, and, therefore, as a general rule ownership by one
company, directly or indirectly, of over 50 percent of the outstanding voting
shares of another company is a condition pointing toward consolidation. How-
ever, there are exceptions to this general rule. For example, a subsidiary should
not be consolidated where control is likely to be temporary; or where it does not
rest with the majority owners (as, for instance, where the subsidiary is in legal
reorganization or in bankruptcy).

In this instance, despite the merger conditions, it appears unlikely
that control would be temporary. There were no contacts between
Penn Central and C&0O/B&0O that related in any way to the acquisi-
tion of Lehigh Valley in the period from 1966-1969. It seems safe to
presume that if Penn Central had thought there was any possibility
of interest on the part of C&O/B&O, it would have explored the mat-
ter * but C&O/B&O was involved in its own merger plans at the time,
plans which would clearly not have included Lehigh Valley.!®® Further-
more, even absent the merger factor, the company was not attractive.
Both the senior vice-president and the chief counsel of C&O/B&O were
emphatic in their testimony: at no time from 1965 to date would Le-
high Valley have had any strategic value to their road. Indeed, the
‘C&O/B&O would have to be paid to take it, because of the obligations
and liabilities involved. Its attitude toward that road was completely
‘negative.

% No dividends had been paid since 1957. :

% Not only was it required to do so under the terms of the merger, but it would certainly have jumped at
-the chance to get rid of this subsidiary.

10 The Erie-Lackawanna Railroad offered in effect the same benefits as the Lehigh Valley, and was
.considered more attractive. N&W, which was the potential merger partner of C&0/B&O, absorbed the
Erie-Lackawanna in early 1968.
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In response to a staff inquiry to the N&W regarding -its possible
interest in Lehigh Valley, that road’s vice president-finance replied:

To my knowledge, Penn Central never approached N&W management about
a possible sale of Penn Central’s interest in Lehigh Valley. For its part, N&W
had no occasion to consider acquisition of Lehigh Valley in view of the mandatory
order of the ICC requiring inclusion in N&W of Erie-Lackawanna, which like
Lehigh Valley, affords access to the port of New York through Buffalo. Erie-
Lackawanna was included in the N&W System on April 1, 1968.

Furthermore, Saunders himself testified that they wanted to sell
Lehigh Valley and could find no one to buy it: ~

Question. What was wrong with Lehigh Valley? )

Answer. - It was killed by competitors. It was not really a good investment, I
don’t think, but I shouldn’t pass judgment on that, but Lehigh Valley has never
made any money. It may have way back in the Thirties, but in the last 20 years
Lechigh Valley hasn’t made a cent.

Question. Well, why didn’l you get rid of Ann Arbor or Lehigh?

Answer. We tried to get rid of Lehigh Valiey, we offered it to Norfolk and
Western Railroad and to the C. & O. They wouldn’t touch it, nobody would.

Question. Well, wouldn’t they take it out of [sic] of book value?

Answer. They wouldn’t give you a penny for it, that’s my judgment. It's. not
worth anything. ’

Conclusion.—Penn Central knew or should have known that by
the year 1968 it could no longer avoid consolidating Lehigh Valley.
By this point, it was clear that neither the N&W, nor the C&O/
B&O had any interest in acquiring it, and there was no indication of
a feasible alternative. The implications of the ICC conditions with
respect to Lehigh Valley in the Penn Central merger hearings were
clear. The Lehigh Valley would be kept running and if no other
solution were found, Penn Central would have to absorb it. The
company could no longer rely on ARB No. 51 to avoid consolidating
Lehigh Valley.'® o

Against this background it would appear that the company’s
consolidated income statements for 1968 and 1969 were overstated by
the amounts of $5.8 million and $5.1 million ($6.2 million after
extraordinary charges) which represented 97.3 percent of the un-
audited losses for Lehigh Valley for those years.

Even if it were deemed that Penn Central had an arguable
position, supported by persuasive evidence, for not consolidating its
1968 and 1969 financial statements, the evidence clearly indicates
the necessity of a write-down of this investment, at least by
December 31, 1969. In this instance, the negative impact on the
1969 financial statements would be even greater than in the case of
consolidation. ) _

The stock was listed on Penn Central’s books at a value of about
$15 per share, whereas the price range in 1969 was $6%-4."" In
addition, beginning in 1968, Lehigh Valley required significant in-
fusions of capital from Penn Central.'® The operating history of
Lehigh Valley for the decade prior to 1970 clearly indicated that the
Penn Central could not expect repayment of advances® and any
benefit from share ownership. All evidence points to a situation fo
permanent impairment in Penn Central’s investment.
mnoted that the Wabash Railroad Co. was also an unconsolidated, majority owned company
baut, as discussed previously, in that case the temporary nature of the control was obvious. See page 55.

102 The market was, of course, limited considering Penn Central’s 97 percent ownership. The price might
reflect this factor to some degree.

1® Prior to that time, Lehigh Valley had relied largely on proceeds of the sale of capital scrap {largely
second track that they took up] for additional capital.

14 As noted previously, Penn Central itself initially classificd the advances as “accounts doubtful of
enllention 77 althaneh thie was Iater reclacsifiad inta tha invectmeonte patoonry
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The audit workpapers of Peat, Marwick for 1969 illustrate their
awareness of the problem. They stated, “Lehigh Valley—to be written
down or reasons must be supplied.” ,

As a result they obtained a representation letter from Bevan
stating the following: '

One .of the roads to which the Lehigh Valley must be offered is the C&O
and if the merger with the Norfolk & Western does not go through, the Lehigh
Valley will have great strategic value to the C&O and we certainly should be
able to come out well on our investment.

.There are other alternatives we have in mind if this does not occur but it is
too early and premature to determine to what extent, if any, an impairment
may result in the investment.

As indicated earlier, it was clear by this point that C&O/B&O
had no desire to acquire Lehigh Valley, a fact of which Penn Central
must have been aware. There is no evidence of meaningful al-
ternatives available at the time.!% In late July 1970, Lehigh Valley
entered into reorganization and Penn Central wrote off the unsecured
portion of its investment, amounting to $30.3 million.

ACCOUNTING—MERGER RESERVE: SEPARATION OF MAIL AND
BAGGAGE HANDLERS

_ Introduction.—The consolidated financial statements included in
Penn Central’s 1967 annual report to shareholders contain the
following note:

The Penn Central merger results in duplication or obsolescence of certain rail-
Toad properties, equipment, materials and supplies, and the requirement to rehire
certain otherwise surplus furloughed employees, all of which are estimated to
represent $275,421,985 in costs and losses. An extraordinary charge for these
items has been provided as a reduction of earnings in 1967. The effect on the
balance sheet, at December 31, 1967 is:

Adjustment of assets:

Obsolescence of materials and supplies__ . __ ... .__ S $6, 013, 000
Impairment in value of properties_ - - ____._____._ 125, 859, 313

Total - e mmm— e 131, 872, 313

Provisions for Liabilities:

Impairment in value of leased property__ - _______.. 385, 461
Cost to demolish obsolete properties_ .- ________.._ 26, 236, 211
Cost of recalled employees___ . ocoooo.- 116, 928, 000
Liabilities incurred upon merger. - - - oo mmameeeaoea 143, 549, 672

Total costs and losses incurred upon merger. - - - oo ocooo-- 275, 421, 985

In 1968 and 1969, charges of $17,225,000 and $7,216,000, respec-
tively, were made to the provisions other than those for recalled
employees. The charges to the merger loss provisions relating to
recall of surplus furloughed employees totaled $22,459,000 and
$15,250,000 for the 2 years, respectively.

There has been concern as to the propriety of creating a large
“reserve for future losses’” by means of an extraordinary charge to
income. There are some circumstances where the creation of such a
Teserve is proper accounting and in this case there seems to be justi-
fication for ils establishment. Under such conditions, the critical

105 While shareholders equity was still $67 million at the end of 1969, there is no indication that this figure

had any meaningful relationship to liquidating value. Indeed the figure had been declining from year to
:yéar-and was down [rom nearly $100 million at the time when PRR acquired control in 1963.
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problem is to make sure that all charges against an appropriately
established reserve are reasonable and proper. . ’

Background.—A. merger protective agreement dated January 1,
1964, entered into between the two railroads and the labor unions
provided that, if the merger ultimately became effective, no one
employed during the periog from January 1, 1964, to the effective
date of the merger would be terminated after January 1, 1964. A
subsequent termination did not have to be merger related for the
agreement to apply. :

There were two separate classes of employees who were expected to

be made surplus as & result of the merger. The first group numbered
about 7,800 and were to be made surplus as a result of consolidations,
coordinations, elimination of facilities, and so forth. It was made up of
employees who were working as of February 1, 1968, and were to be
subsequently made surplus. All wages relating to such 7,800 employees
were to be charged to current operations—none charged to the
liability reserve. The second group consisted of approximately 5,600
employees, furloughed prior to the merger, but who, due to the merger
protective agreement, had to be recalled to service upon consummation
of the merger and had to be employed and/or paid thereafter until
they left through natural attrition. It was the railroads’ position that
the costs associated with the recall from furlough to idle or nonpro-
ductive work of; these 5,600 employees was solely related to the
merger. { :
. The $116,928,000 liability reserve established was to provide only
for wages to be paid to these surplus furloughed employees and only 1if
they were involved in idle-time or nonproductive assignments. It
should be noted that this group of employees was not made surplus by
any projects conducted after the merger but were already surplus prior
to the consummation of the merger; the obligation to recalF them to
service came about solely as a result of the merger protective agree--
ment and not from anything connected with the physical operation
or consolidation of the merged railroads. In other words, if the merger
would not have been consummated, the railroads would have had no
obligation to recall such furloughed employees.

Application to the ICC for Approval of the Charging of Separation
Cost of Mail and Baggage Handlers.—In 1968, as a result of curtailment
of use of Penn Central’s services by the U.S. Post Office Department,
Penn Central incurred a cost of $4,672,000 in separation psyments to
mail and baggage handlers made surplus by that curtailment. By
letter to the ICC dated January 23, 1969, Penn Central argued that
such costs should be charged to the ‘“‘merger reserve’” instead of being
reflected as an operating expense for the year ended December 31,
1968. The primary reasons given in the letter were that such costs were
directly the result of the labor agreements mcident to merger,'® they
were unproductive of merger savings, and . . . the reserve was ade-
quate to provide for these charges since a number of employees en-
titled to reemployment upon merger and for whom reserve provision
was made failed at their own volition to appear on the rolls of the
company.” Penn Central did not explain why such costs did not more
closely resemble the type relating to the expected ‘‘protection’ pay-
ments to the 7,800 employees referred to above than they did to those

16 The separation payments were a way of “‘buying-out’’ of the guarantees established under the Merger
Protective Agreement.
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which had been provided for in the merger reserve. Hill, who was in-
strumental in obtaining the necessary ICC approval, claimed that the
separation of mail and baggage handlers had been delayed as a result
of a fire in the related facilities and that otherwise they would have
been separated prior to the merger. However, when asked to .provide
documentary evidence of this, he furnished two memoranda, one pre-
pared in December 1968 which does not refer to a fire, and one in
January 1969, which makes only incidental reference to a fire. -

The December 1968 memorandum, which was prepared. by Hill,
does, however, clearly indicate that in the absence of other authority,
the severance costs would have to be recorded as charges against
income in the year 1968. The memorandum further states that while
it would appesr likely that the ICC would grant authority for such a
charge, it was unlikely that Peat, Marwick would accept it:

“The principal reason for rejection by independent accountants is that the
costs arise as a result of decline in business under an agreement which the company
was willing to adopt as a price for doing business on a merged basis. Under such
circumstances, independent accountants would conclude the costs are expenses
of the period and therefore chargeable against income without regard to any
prior period provision of reserves.”

Indeed, it is clear that in the railroad industry, contracts giving
extensive protection to labor and entered into to “buy’’ the coopera-
tion of labor are by no means unique to the merger situation, and
related costs are typically considered as operating expenses.

The period in mid and late January was one of substantial activity
by a Penn Central management bent on avoiding this charge against
operations. On January 22, 1969, Hill and Tucker (a Penn Central
vice president who had a short time earlier served as ICC Chairman)
met with Mrs. Brown, the current ICC Chairman, and Commissioner
Bush to discuss the propriety of the charge. About a week earlier
Saunders had met with Walter Hanson, senior partner of Peat,
Marwick for what he described as a general get-acquainted meeting.
In a memorandum dated January 21, 1969, Cole advised Saunders
that Hill had that day spent a considerable length of time with Peat,
Marwick and that ‘. . . they didn’t understand that Mr. Hanson had
changed his position about the propriety of including mail handlers’
separation pay.” The following short memorandum, prepared by
Cole, was given to Hill on the morning of January 22, 1969, the day
of his meeting with the ICC:

Your interpretation of the Saunders-Hanson conversation about separation
pay for mail handlers is correct. That is to say, PMM will not take exception to
the charging of this expense to the Reserve if the ICC will approve that accounting.

By letter dated January 23, 1969, Peat, Marwick expressed its
opinion to Penn Central that the $4,672,000 ¢. .. costs would not
constitute an appropriate charge against the reserve.” However,
Peat, Marwick then went on to state the following (emphasis added):

We understand that you intend to petition the Interstate Commerce Commis-
sion to review the facts concerning the separation of the mail and baggage handlers
and to rule on the question of whether such separations are, in fact, merger-re-
lated. We have reviewed the letter addressed to the Commission by Mr. Saunders.
Under the circumstance, if the Commission in its judgment deems the separations to be
merger-related and the costs inéident thereto chargeable against the reserve, we would
no longer have a basis for objection to a charge against the Merger Reserve for this
purpose.
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Henry Quinn, the writer of the January 23, 1969, Peat, Marwick
letter, testified that he may have been expressing his own personal
opinion in such letter. He explained by saying that the Peat, Marwick
staff had discussed the matter and several felt that the $4,672,000 was
an appropriate charge to the ‘“‘merger reserve.” He stated further that
his opinion was not whether the charge was in accordance with gen-
erally accepted accounting principles but was whether the charge was
in accordance with the criteria initially approved by the ICC. Ac-
cordingly, it was Peat, Marwick’s position that if the ICC said that
t}ll)e $4,672,000 charge was appropriate then Peat, Marwick would not
object.

By letter dated January 29, 1969, the ICC notified Penn Central of
its decision:

This will advise that a majority of Division 2 197 in conference today voted to

grant the letter request filed January 23, 1969, for authority to charge an amount
of $4,672,000 expended during 1968 in connection with separation of mail and
baggage handlers against the “merger reserve” established in 1967.
It should be noted that the ICC’s letter did not address itself to the
question of whether the charge met the criteria originally established;
instead, it merely gave permission to charge the reserve. The decision
was made by Division 2 without the benefit of a written Bureau of
Accounts analysis and recommendation.

Conclusion.—With respect to the special charge relating to the
termination of  mail and baggage handlers, the facts expressed in
Saunders’ January 23, 1969 letter to the ICC clearly disclose that the
$4,672,000 charge did not relate to recalled surplus furloughed em-
ployees or appropriate substitutes. Such letter clearly indicates that
the $4,672,000 charge related to a curtailment of services after merger
and that such ¢urtallment was not merger related. The additional facts
available to the staff clearly indicate that the curtailment was a non-
merger related reduction in the demand for the railroad’s services by
the Post Office Department. The. accounting rationale for setting up
the original $116,928,000 liability for the recall of surplus furloughed
employees was that solely as a result of the effectiveness of the merger
a liability had been created and the combined railroads had therefore
suffered an expense (loss), unrelated to future operations, that had to
be recognized. This accounting rationale does not apply to the facts
leading to the $4,672,000 in payments. The operative fact leading to
such payments was the curtailment of services, not the mere fact of
the effectiveness of the merger. The liability, and hence the expense,
did not exist as of December 31, 1967 nor February 1, 1968. Nor was
there a known contingent liability as of such dates.

The $4,672,000 in separation payments incurred during 1968 as a
result of the curtailment in services of mail and baggage handlers
appears not to come within the letter or intent of the original “merger
reserve’’ criteria. Accordingly, even though the ICC allowed it for
ICC reporting purposes, such amount should have been reflected as a
period expense during the year ended December 31, 1968 in Penn
Central’s annual report to shareholders.

107 Division 2 is the three Commissioner panel respousible for hearing appeals in ICC accounting matters:



71

ACCOUNTING—EXECUTIVE JET AVIATION

Background.—In 1965, as part of its diversification program, PRR,
through a wholly owned subsidiary, American Contract Corp.,
acquired 655,960 shares of class B nonvoting common stock of Ex-
ecutive Jet Aviation, Inc. (EJA) at a cost of $327,980 representing a
58-percent interest i the company’s combined class A and class B
shares outstanding. American Contract’s largest investment in' EJA,
however, was in the form of loans and advances. Between 1964 and
1969, loans totaling $21 million ® were made by American Contract
with funds provided to it initially by PRR, and later by Pennco.

EJA had been formed in 1964 as an air taxi operation, to furnish
air transportation when and as needed to executives at o fixed rate
per mile under a minimum usage contract. PRR looked upon its
investment primarily as a way of entering the air transport and air
- cargo fields. In August 1966, EJA negotiated for the acquisition of
Johnson Flying Service, Inc., whose principal asset was a permanent
certificate as a supplemental air carrier, which it had received from
the Civil Aeronautics Board. Shortly thereafter, EJA committed
itself to purchase four large jet aircraft at a total cost of $26 million.
However, unless and until EJA received the required CAB approval
for acquisition of Johnson Flying Service, EJA had no use for the
aircraft since it lacked the authority to operate them.

In late 1966 EJA applied to the CAB for approval of its acquisition
of Johnson Flying Service. After a lengthy hearing before a CAB trial
examiner a deciston to approve of EJA’s acquisition was made, with
the condition that PR R divest itself of control of EJA within 6 months.
The divesture was ordered because the examiner found that PRR was
in control of EJA in violation of the provisions of the Federal Aviation
Act, which requires CAB approval before any surface carrier can
acquire control of an air carrier.’®® The CAB adopted the examiner’s
decision, with certain limited exceptions, in June 1967.

Subsequently, PRR and EJA prepared and submitted for approval
to the CAB a financing and divesture plan. In this connection, a
preliminary registration statement was filed with the SEC, covering
certain aspects of the proposed financing.!'® On December 22, 1967,
the CAB held that the plan, which contemplated considerable con-
tinuing investments in EJA by PRR, did not meet the requirements
the CAB had established. It indicated that complete liquidation of
PRR’s investment was required.

Meanwhile, the PRR was quietly continuing to advance moneys
to EJA. And EJA itself was still thinking in terms of expansion. In
the last half of 1967, it embarked on a ‘“‘world operating rights’”
program designed to acquire controlling interests in various foreign
supplemental air carriers. At the same time, Penn Central was also
purportedly trying to find a buyer for its interest in EJA, although its
desire to retain some sort of “buy-back’’ rights was making this more
difficult. In mid-1968 U.S. Steel Corp. and Burlington Industries Inc.

108 The advances were as follows:

BT 107 1 R R 313, 864,877
1967, P —-

21,019,877

1@ PRR had been aware of this problem earlier and taken steps to obscure its effective control.
110 This was later withdrawn.
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entered into a memorandum of understanding whereby they would
ﬁurchase Penn Central’s equity and debt interest in EJA, subject to

JA’s receiving CAB approval to acquire Johnson Flying Service.!!!
However, Burlington withdrew from the agreement in December 1968
and U.S. Steel followed. Other attempts by Penn Central to dispose
of its interest in EJA proved unsuccessful.

In late 1968 the CAB hearings resumed to consider the steps being
taken toward divestiture. EJA’s surreptitious foreign air carrier
acquisitions and the continuing control being exercised by Penn
Central were brought to the attention of the Board by other supple-
mental air carriers. After the CAB began to inquire into its overseas
activities, EJA, in January 1969, withdrew its application for per-
mission to acquire Johnson Flying Service and filed a request that the
proceeding be terminated. On June 4, 1969, the CAB instituted pro-
ceedings to determine whether EJA and Penn Central had violated
provisions of the Federal Aviation Act. Subsequently, in October,
the CAB issued a cease-and-desist order, to which Penn Central and
EJA consented. In addition to levying substantial fines against both,
the order directed EJA to divest itself of control of foreign air carriers
and Penn Central to divest itself of control of EJA.!?

EJA’s Operating and Financial Condition.—Since starting its
operations in 1965, EJA sustained continuing losses in its domestic '
and foreign '* operations. At the same time that these losses were
draining the financial resources, substantial amounts of capital were
required to meet the demands of the company’s expansion program.
With the assistance of senior financial officers of Penn Central, arrange-
ments were made for outside financing, but this could be obtained
only under terms requiring that the loans be secured by aircraft
and that Penn Central agree to subordinate its interests in the assets
of EJA. This meant & reduced security position for American Contract.
In addition, Penn Central, despite its own difficult financial situa-
tion, was forced to agree to deferral of interest and debt payments
from EJA as they became due. And by the end of 1967, the financial
condition of EJA’s foreign subsidiaries was so bad that in order to
meet minimum capital requirements under Swiss law, EJA had to
subordinate its interest in these subsidiaries to that of all other
creditors.}®

Early in 1969 Lybrand, Ross Bros. & Montgomery, EJA’s auditors,
informed their foreign correspondent, who audited EJA’s foreign
subsidiaries, that the subordination agreement might be open to
attack in view of the parent’s financial condition. Penn Central
was informed that, because of this, before the foreign auditors would
sign the auditors’ report, they were insisting on a statement “that
during the year 1969 the danger of EJA going into liquidation does
not exist” or ‘“‘that EJA Inc.’s parent [Penn Central] has agreed to
subordination.” The statement was to be signed either by EJA’s
auditors or by Penn Central or someone with power of attorney to
sign for Penn Central.

The withdrawal of the application to acquire Johnson Flying
‘Service in early 1969 effectively meant the end of EJA’s grandiose

mIf EJA was successful, Penn Central would realize a small profit; if it were liquidated, it would incur
asllllflell‘lh]:%fder directed Penn Central to place all debt and equity interests in EJA into an irrevocable
liguidating trust and to divest all of its interest no later than Mar. 1, 1970,

113 1965 loss, $992,000; 1966 loss, $2,214,000; 1967 loss, $869,000; 1968 loss, $3,830,000; 1969 loss, $4,101,000. -
114 16RRK nrafit. 10 0NN- 10AR tnse $747 ONO: 1067 Inss. SA33.000: 1968 Inss. $4R9.000: 1969 loss. $265.000.
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plans and further meant that the company had substantial equip-
ment which it could not operate. EJA was forced to search for pur-
chasers for the large jet aircraft and allied equipment it had acquired.
The company was obviously in extremely serious difficulty, since
this would undoubtedly result in additional severe losses, on top
of the already unsatisfactory results. Indeed, because of this and
other matters, Lybrand wrote to O. F. Lassiter, EJA’s chairman
in February 1969, outlining to him four major areas that would haye
to be resolved before they could complete their audit for 1968. No
audited financial statements were issued for 1968 or 1969 until after
Penn Central’s bankruptcy. At that point the auditors disclaimed
an opinion on the statements.!!®

In the summer of 1969, a former EJA officer, John Kunkel, filed
suit alleging mismanagement by EJA’s president and naming Penn
Central, American Contract and Bevan, among others, as defendants.
“There appears to be considerable evidence that mismanagement and
corporate waste were indeed adding to EJA’s substantial operating
losses. Even then, however, Penn Central did not insist on being
provided with audited financial statements for this company in
which it had a major investment.

As indicated earlier, Bevan and other top Penn Central financial
officers had been instrumental in obtaining substantial loans for
EJA, through Penn Central’s banking connections. The largest loan
was from First National City Bank and by late 1969 their concern
at the situation in EJA was reflected in frequent conversations
between bank officers and Bevan and Jonathan O’Herron, vice
president-finance of Penn Central. One bank employee reported in an
mternal bank memorandum dated March 6, 1970 that EJA was
“both insolvent and on the verge of bankruptcy” but that Penn
Central did not want to take a loss that quarter on the investment.
Internal Penn Central management concern during the same period
was evidenced in a memorandum to Saunders, dated March 8, 1970,
in which Cole reported: .

But what about now? It should be clear by now that no one is willing to take
our position and Mr. Bevan apparently admitted to you last week the probability
of & luss in EJA some time this year in su%;esting the Wabash gains be used
. as an offset. Indeed, if the rumors are true, EJA is not meeting its current fuel

bills, one of the big New York banks is calling a $2 million loan within the next
10 days and Lassiter has been diverting funds for some enterprise of his own.

In contrast, Bevan’s stated position, as reflected in a ‘‘comfort -
letter’” addressed to Peat, Marwick concerning the necessity for a
writedown to be reflected in the 1969 statements, was as follows:

Pursuant to order of the Civil Aeronautics Board, we must dispose of our
investment in Executive Jet Aviation by March 1, 1971. Consequently we are
at this time carrying on negotiations with a number of interested parties with a
view of disposing of our holding just as soon as practicable. It is a complicated
situation and consequently negotiations as between interested parties vary widely.
We anticipate that our holding will be disposed of in the relatively near future
but only at that time will it be possible to evaluate intelligently the consideration
to be received for our investment. It is almost certain that we will receive various
types of securities in exchange for our stock.

118 They stated that although the statements were prepared on a going-concern basis, continuing operations
were contingent on resolution of the following matters:
(1) Realization of assets and liquidation of liabilities connected with discontinued operations;
(2) Stopping of lossas of foreign subsidiaries;
(3) Preventing default actions available to creditors; and
(4) Stopping losses of domestic operations.
__Tt might be noted also that EJA had a reported capital deficit of $13,400.000 as of the end of 1969 and



74

This letter was dated March 12, 1970, a few days after the Cole
and First National City Bank memoranda. :

During the second quarter of 1970, American Contract finally
wrote down its investment in EJA by $16.2 million because of’
impairment in value. This action was taken after the bankruptcy,.
when the public impact of such a writedown was minimal.

Conclusion.—It is obvious that American Contract’s investment in
EJA was seriously impaired by the continued losses sustained since
its formation. The inability of EJA to obtain financing from any
independent source, the CAB’s divestiture order, the withdrawal of the
offer of U.S. Steel and Burlington to purchase Penn Central’s interest,
and the write-off by EJA of certain costs and equipment related to its
anticipated operations as a supplemental air carrier made realization
by Penn Central of its EJA investment extremely unlikely and
reflected a permanent impairment in valuc. Based on all available
evidence, it appears that the $16 million writedown recorded in mid--
1970 should have been recognized in 1968 and 1969.

EJA addendum: The $§10 million Liechienstein account

As part of our review of the Executive Jet Aviation matter, we also-
inquired into the transfer of $10 million by the Penn Central Trans-
portation Co. to a Liechtenstein Account.

We encountered great difficulty in exploring the facts in this area..
The key witness, Joseph Rosenbaum, a Washington attorney, declined
to testify, asserting his rights under the fifth amendment. Other key
witnesses are out of our jurisdiction and we were unable to question
them or obtain records from them. Accordingly, the facts we have
were obtained from the company’s available documents and discussions.
with various persons who either have direct knowledge of the trans-
actions or who have questioned others and have second-hand.
knowledge. The facts we have learned indicate the need for additional
inquiry. _

1. THE COMPANY'S USE OF EUROPEAN FUNDS FOR THE FINANCING OF
THE REHABILITATION OF EQUIPMENT

In early 1969, the company found it almost impossible to find
domestic sources of funds to be used for the rehabilitation of railroad
equipment. Joseph Rosenbaum, a Washington attorney in practice
with his brother, Francis Rosenbaum, had been involved in obtaining
financing and possible acquisitions for the company since early 1968.
The Rosenbaums had let it be known to the company’s top manage-
ment that they had foreign sources of available funds. One of these
sources was Fidel Goetz, a German financier. A number of trans-
actions resulted from this relationship.

The first effected by the Rosenbaums involved the obtaining of
financing through a Rosenbaum family partnership, American
Investors Co., for the purchase and lease of automobile racks used by
the company in transporting automobiles. The second transaction involved
a $12 million equipment-rehabilitation loan from the Berliner Bank,
Berlin, Germany, in mid 1969. Thereafter in August of 1969, the
Rosenbaums again through the Berliner Bank arranged for another
equipment loan of some $10 million to be secured by a conditional sales
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agreement between the company and American Contract Co., a
wholly-owned subsidiary of the company. Funds were to be drawn
down as “‘groups” of the equipment were completed and a schedule
of equipment which had been rehabilitated was submitted to the lender.

2. THE CLOSING OF THE LOAN AGREEMENT AND THE DISBURSEMENT OF
THE $10 MILLION PROCEEDS
(a) The closing

Prior to the completion of the transactions the parties met in Bevan’s
office in Philadelphia, Pa. on September 11, 1969. In attendance were,
among others, David Bevan, William Gerstnecker and Robert Loder
from the company, Joseph Rosenbaum and his brother Francis
Rosenbaum, and John Young of the New York law firm of Cravath,
Swaine & Moore. It is not clear who the Rosenbaums represented in
these discussions. _

During the morning the various documents were reviewed by the
parties, and corrections made. Right after lunch, there was & meeting
of the officers of American Contract Co. (“ACC”), the company’s
subsidiary, at which time the contract and related documents were
ratified. One of the Rosenbaums then took the documents to Germany
for the approval and signatures of the appropriate officials of the
Berliner Bank. Among these documents was a letter signed by the
president of ACC addressed to an entity known as First Financial
Trust (“FFT”) a Liechtenstein trust. The letter advised FFT that it
(ACC) had directed the Berliner Bank to transfer the $10 million
proceeds of the loan to FFT’s account. The letter instructed FFT to
‘invest the funds for the benefit of Penn Central Transportation Co.
:and requested that the company be protected “insofar as possible
against the possibility of revaluation of the Deutsche mark.”

First Financial Trust prior to September 15, 1969, was a Goetz
-entity known as Finimobil Anstalt which had been a dormant ‘‘Liech-
‘tenstein trust.” On September 15, 1969, its name was changed to
First Financial Trust and Francis Rosenbaum and Joseph H. Rosen-
‘baum were listed as the only individuals authorized to give instruc-
tions to the agents, Dr. Peter Marxer and Adulf Goop. The first act
-of First Financial Trust was to open a bank account with the “Bank
‘in Liechtenstein.”

b) Transfer of the proceeds to the First Financial Trust account

Although the Berliner Bank was directed to transfer the $10 million
‘to FFT’s account with the bank in Liechtenstein, the Berliner Bank
‘refused to do so because neither the company nor ACC had an account
.at the Bank in Liechtenstein.

This prompted the company to issue amended instructions provid-
ing for funds to be deposited with the Chemical Bank’s correspondent
bank in Germany, the Allgemeine Bankgeselleschaft. At the same

time these instructions were given, the Chemical Bank’s correspond-
-ent bank was directed to transfer the $10 million to FFT’s account
with the Bank in Liechtenstein.

(¢) Transfer of $4 million of the loan proceeds to Fidel Goetz
In 1967, Fidel Goetz, a German financier, was introduced to the
‘top management of the company by Charles Hodge of Glore Forgan,

Wm. R. Staats, Inc., who had also introduced Joseph Rosenbaum
40 the ecomnanv  Aceordine to Revan. when (Gnetz firat mat him.
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Goetz expressed an interest in loaning money to American companies
and investing funds in foreign airlines. Goetz was apparently aware
of the company’s interest in EJA, and of EJA’s plan to acquire in-
terests in foreign air carriers. .

" Goetz claims that during the latter part of 1967 and throughout
1968 he made various investments in foreign air carriers as a result
of which he maintains he sustained losses of over $4 million. It is
further claimed that the interests were acquired by Goetz to assist
EJA in its foreign air carrier program, and that Bevan had promised
that he would be held harmless from any loss sustained in connection
with these transactions. Bevan denies that he had any such arrange-
ment with Goetz. Goetz claims that the moneys were due him as a
result of losses he sustained when the company was forced by the
CAB to curtail and divest itself of its overseas foreign air carrier
program of EJA, ’

David Bevan testified that the suggestion for transferring the
proceeds of the loan to the Goetz entity, FFT, originated with
Gerstnecker, his assistant. Gerstnecker testified that the suggestion
came from Joseph Rosenbaum, and that he advised Bevan of that
fact. Bevan imposed no objection to placing the funds with Goetz
because, according to what Bevan told Gerstnecker, Goetz had
attempted to raise financing for the company and had “been involved
in EJA matters.”

On the same day, September 22, 1969, that the $10 million proceeds
were transferred from the company’s account in the Chemical Bank
to FFT's account in the bank in Liechtenstein, $4 million was with-
drawn, at the direction of the Rosenbaums, and deposited in an
account for Vileda Anstalt, a Goetz entity. Dr. Marxer, a Liechten-
stein attorney, and his partner, Adulf Goop, who were agents for FFT
had been directed to so transfer the funds by the Rosenbaums who
had stated in writing to Dr. Marxzer that Vileda Anstalt was owed
these moneys by the company. Dr. Marxer did not question this
statement as Francis Rosenbaum had been introduced by Goetz
as an attorney representing Penn Central Transportation Co.

(d) The drawdown of $6 million from FFT by the company

The conditional sale agreement signed on September 12, 1969,
specified that the rehabilitated equipment was to be completed in
two groups, the first group involving some $6 million and the second
some $4 million. .

When the first group was completed on October 21, 1969, the $6
million became available for use to the company’s subsidiary, ACC.
At or about that time Joseph Rosenbaum arranged to transfer that
amount to the company’s account at the Chemical Bank.

3. THE COMPANY’S DELAY IN DRAWING DOWN THE $4 MILLION ON DEPOSIT
WITH FIRST FINANCIAL TRUST

Some time in late 1969, the rehabilitation of the second group of
equipment was completed, and the company would have been en-
titled to draw down the remaining $4 million at that time. When
inquiry was made of Bevan by other company employees, Bevan
stated that it was not the right time to draw down the funds. It was
indicated that the funds were to remain in Europe so that Goetz
f:ould use 1:her1n1 as a compensating balance. These funds have never
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4. OTHER COMPANY FUNDS DIVERTED TO GOETZ BY THE ROSENBAUMS

This was not the first time that the Rosenbaums were instrumental
in directing the company’s funds to the use of Mr. Goetz. In May of
1968, the Rosenbaums received $1,125,000 from" the company as a
“security deposit’’ which was to be ‘front money” to enable the
Rosenbaums to develop “fresh’” sources from which the company
could borrow funds. But, in fact, these funds were transferred to
Goetz’ account, Finance Aktiegesellchaft, in the bank in Liechten-
stein. These funds were returned to the company on August 6, 1968.
On August 28, 1968, the Rosenbaums were instrumental in trans-
ferring $675,000 to an account, Agencier Industrial Corp., in the bank
in Liechtenstein. The funds were not returned to the company until
July 21, 1969. '

TaE ROLE oF THE INDEPENDENT AUDITOR

The discussion of the accounting principles followed by Penn Cen-

tral inevitably raises questions in regard to the role of Peat, Marwick,
Mitchell & Co., the corporation’s independent public accountants.
.. In the various individual accounting controversies discussed above, it
appears that a variety of justifications were presented to the auditors
supporting the accounting methods followed. The validity of a num-.
ber of these justifications seems doubtful, and the depth of investiga-
tion by the auditors of company assertions was perhaps less than
might have been expected under the circumstances.

The problem of distinguishing form from substance is a significant
and difficult one, yet successful discrimination is essential if financial
statements are to be meaningful to investors and creditors. A number
of the specific problems above are of this nature. Independent audi-
tors bear a heavy burden of public responsibility in reviewing trans-
actions with such a distinction in mind. It is not clear that the auditors
in this case gave sufficient consideration to the reality behind the
various transactions. ,

In addition to the analysis of various individual transactions, the
overall impression left by the financial statements is part of the
responsibility of the public accountants. Statements cannot simply
be the accumulation of data relating to individual transactions viewed
mn isolation. Questions can be raised as to whether a reasonable and
dispassionate appraisal of the totality of Penn Central’s operations
could lead to the conclusion that the company was profitable in the
year 1969. It is not apparent that such an appraisal of the total
impression created was fully considered by the auditors.

EXHIBIT IB—-1—DIARY OF DAVID C. BEVAN

For a variety of reasons, I have decided it is advisable to keep a
diary regarding certain things.

1. About a month ago, at agBudget Meeting S. T'. S. stated he thought
we should deliberately underestimate our per diem charges until
such time as we received a rate increase in order to help out in the
income account. I ignored this statement and changed the subject to
another area. After the meeting Tom Schaekel came up to me very
much disturbed and shocked and asked me if S. T. S. meant this since
I had specifically instructed him after we got out of some trouble when
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the per diem was handled in the Operating Department that under no
circumstances was there ever to be any juggling in this account. I
told Schaekel to ignore the entire thing and proceed in accordance
with instructions and accrue per diem as accurately as possible regard-
less of anyone and I would stand back of him.

2. The same afternoon S. T. S. advised me that he had a talk with
Bill Johnson of the Illinois Central and they might be interested in
purchasing our interest in the Willet Co. and he wanted to push this
sale through to get profit involved before end of quarter, if humanly
possible. He saig if this did not work out could we arrange a wash
sale to get the profit anyway. I told him this was not possible but I
would do everything I could to work out a sale if the Illinois Central
was interested—it developed they were not.

August 22, 1967

1. Coming back this morning on the plane from New York, S. T. S.
was reviewing the very poor forecast of earnings for the third quarter.
After covering various expense items that might be involved, he
said that we had to find an additional $5 million of revenues. Although
he did not come out and say so since I have nothing to do with revenue
side of the picture, except from accounting, the implication was clear
that he expected me to get this out of clearing account regardless,
a matter in which he has expressed a great deal of interest.

2. I was informed by W. S. C. at home tonight that Basil Cole had
been down to see him on instructions of S. T. S. to find out if there was
any way we could avoid recording in the third-quarter accounting the
loss on sale of Manor Building in Pittsburgh. W. S. C. replied in the
negative.

Wednesday, August 23, 1967

Wednesday night, before dinner, at Seaview S. T.' S. came up to me
and said that he just wanted me to know that in his opinion the Finan-
cial Department was the best department in the Company and best
managed and he greatly valued the warm friendship existing between
us for many years. :

Friday, August 25, 1967

Just before lunch today, Fred Sass said he had to see me immediately
after lunch on an urgent matter. It develops that on Wednesday morn-
ing, before we left for Seaview, S. T. S. called him in and told him we
had to find $5 million of additional revenues in the third quarter.

I asked Sass what that had to do with him since he has nothing to do
with accounting but merely participates in forecasting. He said it was
not clear to him. He did not have a chance to ask any questions as
S. T. S. was talking at him but there seemed to be an implied sugges-
tion that if revenues were not there we should mortgage our future
and put $5 million in anyway.

I told Sass this was not very logical since he had nothing to do with
accounting but he could review our present forecasts all he wanted to,
but under no circumstances was he to come up with a revenue forecast

on any other basis than the best combined judgment of the forecasting
committee.

Wednesday, August 30, 1967
This morning at our Budget Meeting I advised S. T. S. that we had

inst recaived infarmation with reeneat. ta takine invantary and thora
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is an indicated deficit in the inventory of $4 million, that we still had
to take inventory at Altoona and this would probably be on the plus
side but not by any substantial amount. I went on to say that this
deficit meant that our inventories were currently overstated by $4
million and that our operating expenses for the year to date were
understated by $4 million through failure to charge out the missing
inventory and, therefore, our profit picture was $4 million worse than
so far reported. This would have to be absorbed before the end of the
FeAT. :
’ S. T. S. replied that we certainly could not afford to have a charge
of this magnitude made against income and he advised D. E. S. to
look into the situation immediately. I have no idea what he can pro-
duce other than if the figures mentioned should contain some error or
errors. However, in view of the fact I was not sure whether the figures
were firm or preliminary, I did not press the matter nor did D. E. S.
ask what he was to look into.

Later both our Treasurer and Comptroller came to me disturbed by
the implications involved and said that we just had to charge this out
this year with which I agreed.

Monday, November 6, 1967

This morning we had quite a difficult budget meeting. Included in
charges against the fourth quarter earnings we indicated a $3 million
deficit for inventory shortages and an increase in the requirements for
injuries to persons and loss and damages of $2.1 million.

For some months we have known of both of these and S. T. S. has
been consistently advised these charges would have to be made. In
each instance he has requested they be put off until the fourth quarter
when earnings will be better and we will have the rate increase.

This morning he strenuously objected to what he termed loading
everything against the fourth quarter. He said some people did not
seem to realize we were going to merge with the New York Central
and whether or not we were underaccrued by several millious of dollars
at that time would never be known and would make no difference.

I explained as far as inventory deficit was concerned this shortage
basically represented an understatement of earnings and had to be
taken care of this year.

He then jumped on increased requirements for injuries to persons
and loss and damage. He stated these were estimates at best and there
was no reason to catch this up in the fourth quarter. I explained that
we closed our books at the end of the year and that we had to have
our reserves as proper as we knew how at that time. He then lost his
temper and said I and nobody else would decide what we are going to
charge in this connection. I remained silent and we moved on to other
.matters.

It is obvious there will be extreme pressure on everyone to cut these
charges as contained in the attached memorandum of November 3
just as far as possible since he insisted at the close of the meeting that
we had to have earnings in the fourth quarter of $13 million and $22
million for the year. We only had $7.5 million for the first 9 months;
it is not clear how we jump from the $20 million to the $22 million
but I raised no question. ‘

S. T. S. also complained bitterly over the fact that profit on sale of
real estate in the third quarter on the UNJRR went to the UNJRR

ond annld mat hainaluadad in tha cnnmiimt ~f DRV 4anlf kst andac i tha
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consolidated statement and at the same time the capital gains tax had
to be charged to PRR. He wanted to know who wrote the lease and
wanted to see a copy of it. It was explained to him the lease was made
over 100 years ago. He also said it was unfair the other stockholders
should get a windfall with PRR paying all the tax. It was explained
to him that one factor in the annual rental paid by the PRR is the
income tax of UNJRR and that the tax is increased by gains and
decreased by losses and in our consolidated return we get all the
benefit of the gains and that the other stockholders of the UNJRR
get no windfall since they are paid an agreed upon fixed rate of return
out of the rental. . 3

Messrs. Cook and Relyea were out of town and Messrs. Charlie Hill
and Ed Hill substituted. Among those present were Sass, Funkhouser,
Smucker, Large, Chaffee, Cole, and Greenough.

Tuesduay, November 7, 1967

This morning W. S. C. came in to see me since he had heard about
yesterday’s budget meeting. He told me he would not be willing to sign
any statements that underaccrued personal injuries reserve and as a
matter of fact he said in all probability if we did not do this it would be
picked up by examiners of the ICC who are in at the present time. I
assured him I had no intention of asking him to do anything improper.
I did ask him point blank however that if I ever made a statement that
month after month we have been subject to improper and undo [sic]
influence with respect to accounting whether he would consider this a
correct statement and whether he would confirm it. He replied very
positively in the affirmative.

Thursday, November 9, 1967

Yesterday I had a very unusual call from S. T. S. just before he was
taking off for California.

He said that in his absence he did not want any letters written about
the accounting questions he raised at the Budget Meeting on Monday,
the 6th of November. I told him I did not understand what he meant
about letters as I did not know why or who would be writing letters
dealing with that subject. He then hesitated and said he really meant
memorandurs back and forth between officers. I had only written the
attached to him but under the circumstances I said nothing about it
and will not send it.

He said he wanted to sit down with W. S. C. and me on questions he
raised which I said we would be glad to do. He went on to say we had to
do everything possible to improve fourth quarter earnings since he was
afraid revenues were not going to hold up. I said I understood that
situation and shared his fears but the real problem was that the
operating people were failing to meet the budget, particularly in the
Western Region. He concurred in this and said he would talk to A. J. G.

The import of the whole conversation was that I had a feeling that
possibly Funkhouser, although this is pure speculation, had advised
him after the Budget meeting that his comments at the meeting had put
him in a very untenable position and he was trying to prevent any-
thing going on the record about it. I really think he had in mind the fact

. that the minutes might include some statement about it.

[c. May 1, 1968]
At the Budget Meeting on April 22, 1968, S. T. S. suggested that
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Grant and McTiernan replied that we ‘“‘could not hope to get away
with it. This reserve account will be closely audited by our own CPAs
and the ICC.” S. T. S. tried to insist that all they could do in the last
analysis would be to criticize us and this did not bother him. He
dropped the matter for the time being.

On April 30, S.T.S. and I flew to Pittsburgh together. On the way
out, S. T S. said Mr. Perlman said I had been 100 percent cooperative
with him and Perlman was very pleased. On the way back S. T. S.
advised me he had talked to Dick Mellon, whom he stopped in to
see on the same trip, and told him I was doing & fine job ir every way.

Monday, May 20, 1968

I had a call from Charlie Hill advising me that Tom Meehan,
Director, Auditing, was very upset and would probably quit and that
he had a date at 10 a.m. with S. T. S. The news came as no surprise
as I previously had a number of talks with him as he was very upset
by the fact that Walter Grant had made him report to the Budget
Manager, whereas before the merger he reported directly to W. S,
Cook and me. Also, he had been given various warrings about not
being aggressive in his auditing plus a number of other things that
had a very bad cumulative effect on him.

As aresult of these various conversations, prior to our board meeting
in April I had a long talk with 8. T. S, explained the situation to him,
and told him if we were going to keep Meehan he would have to report
to someone at a higher level and I had never known any place where
the auditor reported at such a low level. This is particularly important
in our case since Mechan has uncovered very substantial areas of
fraud. S. T. S. agreed with me and stated he would have it handled
through one or two of the Directors making a suggestion at board
meeting. I thought it would come up in April or May but it never
materialized.

.On Monday, after receiving a call from Hill, I got ahold of Meechan
and tried to calm him down. He said there had never been any prob-
lems as long as he had reported to W. S. Cook and me, but things
were unsatisfactory now and he had gone too far to reverse himself
and stay. He thought that by the way he had been deliberately under-
cut by his new superiors that he had lost his effectiveness and he
thought, our Auditing Department was disintegrating very rapidly.

Later in the day, Basil Cole on 8. T. S. staff, advised me that S. T. S.
had been unable to persuade Meehan to stay but had remarked if
he had an opportunity to get into this earlier he was sure he could”
have persuaded him to stay.

Tuesday, May 21, 1968—Budget Meeting

As usual S.T.S. complained about the per diem account and how
excessive 1t was. He then suggested that in order to improve earnings
that we deliberately underaccrue it. When told by Charlie Hill that
he thought it was probably already underaccrued, S. T. S. said that
that did not make any difference. It had been underaccrued before
and it was not necessary to become a ‘“Christian’’ all at once.

Wednesday, May 22, 1968

Today, while W. R. G. and I were in New York, W. R. G. received
an urgent call from Verlander stating that he had been’ instructed
by McCrone, Treasurer in N?w York, to cailce] a l‘_esvzg_a that the
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volving some racks for piggyback cars. McCrone also said that he
should order some additional racks and pay for them in cash and not
finance. He said these instructions had come from Walter Grant. On
my advice W. R. G. advised Verlander to take no action until he had
an opportunity to investigate what was going on.

Thursday morning Walter Grant denied to W. R. G. that he told
MecCrone to have the lease canceled but still insisted that the racks
should be bought for cash by Dispatch Shops, a subsidiary of the
former N.Y.C. W. R. G. pointed out that we had a very serious cash
situation and that these racks were ideal for investment credit financ-
ing and that he thought one way or another Dispatch Shops money
should be conserved. :

Late Wednesday afternoon I had a meeting with S. T. S, and in-
formed him what had transpired up to that date re interference by
Grant. All he said in reply was work it out yourself. :

5 L4 L] £ * sk ot

Recently, when I received rumors that Bruce Relyea, Budget
Manager of the Pennsylvania before the merger and now Assistant
Budget Manager was planning to leave I called him in to talk to him
to see if I could persuade him to stay in any way. He advised me that
morale on the Pennsylvania side was very bad in the accounting budget
area, that although he considered Mc¢Tiernan, Budget Manager, a
very bright person he thought he was not only lazy but only willing
to take the course of least resistance. He said McTiernan was not
interested in developing true cost throughout the railroad but was
satisfied with something far less than what was potentially possible
and desirable. He thought he would be wasting his time in staying.
He also advised me that certain of the Regional Comptrollers, formerly
of the Pennsylvania, were looking for jobs because they thought we
were going to lapse into the former N.Y.C. bookkeeping approach
rather than a modern scientific accounting approach that had pre-
vailed on the Pennsylvania prior to the merger. . '
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[XHIBIT 1B-3
PENN CENTRAL—QUARTERLY RESULTS (PUBLICLY REPORTED ORDINARY INCOME)

[Dollars in millions]

1968 1969

st 2d 3d 4th Ist 2d 3d ath
quarter quarter quarter quarter guarter quarter quarter quarter

TRANSPORTATION COMPANY

Rail: .
Revenues. .o cacaaeaas $382.2 $392.1 $372.1 $369.3 $406.0 $417.9 $338.4 $429.7
Costs_...._.._. _. 3871 383.9 383.6 397.6 420.3 4315 4239 439.2
Fixed charges_ . _.__._._._ ... ... 22.9 24.1 25.7 26.1 22.7 30.6 34.1 35.5
Rail earnings.__ . cooeooaiiaoooo (27.8) (20.9) (42.2) (54.4) (42.0) (84.2) (53.6) (45.0)
Real estate:
Operations. o oo oo o ceeieaias 5.3 5.3 6.4 7.7 7.5 3.4 6.6 9.0
F = R 8.4 2.4 0.9 2.5 1.3 1.0 2.2 7.4
Real estate earnings__....._.........._ 13.7 1.7 1.3 10.2 8.8 9.4 8.8 16.4
Financial:
From subsidiaries:
Dividends. .. ..o o.o.ooo 10.9 7.6 7.9 11.0 14.8. 19.0 19.3 10.1
Tax payenents. oo .. . o_....... 2.0 3.9 7.3 6.0 4.2 6.1 10.7 .5
Total il 12.9 115 15.2 17.0 19.0  25.1 30.0 10.6
Other dividends—Interest__. 1.1 2.6 14.6 (0.4) 1.1 1.0 1.6 1.8
. Securities transactions__._......._....... 1.1 1.2 1.3 25.0 .3 P .1
Finanéial @AIMNGS .o e oo 15.1 15.3 31 416 . 20.4 26.6 3.6 12.5
Net company earmings_ . _.....__.... 1.0 2.1 (3.8) (2.€) (12.8) (8.2) (19.2) (16.1)
SUBSIDIARIES NET CONTRlBJTlON 12.4 21.5 19.0 39.5 17.4 30.1 10.3 2.9
Consolidated earnings. - - - ...—..oeooo.. 13.4 23.6 15.2 36.9 4.6 21.9 (8.9) (13.2)
SIGNIFICANT ITEMS
Transportation Company, rail:
New Haven losses_.___ ... _............. 6.5 4.9 6.4 4.5 O] (0] (O] 0]
Passenger depreciation reversal _ __ e eeieao.o 4.5
New Haven capitalization_______ £ 8 5.5 5.7 6.0
Perdiem time/miteage . . ... .t maaemeaanan 6.5
Northeast corridor A/C 80 charges 1.9 3.1 1.4 .7 1 1.1 1.5 1.7
Merger reserve charges_..__ .6 4.6 11.5 23.1 5.9 3.6 6.1 6.8
IBM program capitalization_ _______ ... .. . __._._... 2.2 5 .7 8 .6
Transploriation Company, nonrail:
Sale:

Albany Stations, New York___________
Dover station yard, Boston . L o e
Special dividends:
Washington Terminal sale__________.__._._.___._ . ...
N.Y.C. Transport.__________
Merchants Despatch Transport
Despatch Sheps____.___.__.
Strick Holding______.___
Manor Real Estate ________
Sale Madison Square Garden securities. .. .. _.______._......._..
Profit-Company bonds reacquired_____

Total Transportation Co. significant items_

Subsidiaries:

Great Southwest—Sale:
Bryant Ranch.__ . _ e ieieieia.
Atlanta & Irvine Sck_. .
Six Flags Over Texas

P.L.E. Pennsylvania capital stock tax refund.

Manis Lke. Sup.—Pfi. prop. liquid. __._._.

Manor Real Estate—Pit. Prop.sales______..__._.__.

Pennsylva-ia Co.—Gain on sale of N.&W.

investment_ . ___ . ______.______.._.
Total subsidiaries’ significant items_ ____ 2.4 4.3 4.4 29.1 5.9 2.7 8.1 3.6
Grand tota) Significant ifems___.________ 16.0 18.1 38.5 £3.3 23.5 4.7 33.9 36.2

Hote: Transportation Company earnings ajso reflect Subsidiaries ,significant items to the extent received as dividendsand
1ax payment.
1 Included in above results.



I-C. FINANCES
CasH Frow Versus “EarnNiNgs”

The formal bankruptcy of the Penn Central finally occurred in June
1970 after the company was unable to obtain an immediate Govern-
ment guarantee for u $225 million loan. The company had simply run
out of cash and ways of raising cash. To many reasonably informed
investors this terminal cash crisis came as a surprise because Penn
Central’s earnings, while becoming progressively worse, had not
seemed to indicate such a critical cash shortage. " The resulis for the
transportation company only (the company containing the railroad)
were poorer than the consolidated results, but they did not appear to.
be terminally critical, particularly considering the size of the
company.'’

The reported earnings, however bad, did not reflect the truly dis-
astrous performance of the company, particularly with respect to
the critical cash flows. The earnings were inflated by transactions
- and accounting practices which produced reported earnings but little
or no cash.'® Additionally, the earnings were presented in a format
which tended to conceal the source and the trend of the losses.!®

While the moderately adverse earnings figures were being presented
to the public, a cash drain of staggering proportions was occurring in
Penn Central. The following is a chart of the cash flow at Penn Central,
including the railroad but excluding cash flows within individual
subsidiaries: 12°

17 For Penn Central's earnings see following table:

Penn Central,

Transportation

T’enn Central Co.only !

consolidated  (which includes

earnings! railroad)

January-Mareh 1070 . .. (817, 229, 000) (%62, 709, 000)

1000 s . , 388, 000 (56, 328, 000)

008 . - e - 87, 689, 000 (5, 155, 000)
1967. 68, 519, 000 9,085, 000
1966 147, 394, 000 85, 156, 000
1965 121, 872, 000 72,422,000
1964_ _ 89, 458, 000 44, 800, 000

i Excluding extraordinary items.

113 See Income Mauagement section of this report for further explanation.

112 Management has argued that accounting practices reqquired for reporting to the ICC mandated this pres-
entation. Even if ICC accounting were recuired for ICC regulation purposes, management was not pre-
vented from supplying additional earnings information to the public.

120 These figures do not inclade expenditures for equipment which is customarily financed by conditional
sales agresments or equipment trust certificates which require little or no cash outlay by the company.
Under these financings, the loans are directly secured by the equipment being acquired.

(84)
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[In mitlions of deliars}

Month’s end Month's cash Cumulative Cumulative

Date cash balance deficit cash flow!  debt repayment
February, 1968 . . ias 42,4 (34.4) (34.4) 7.8
March, 1968_________ ... 31.9 (10.5) (44.9) 4.6
e e 30.3 (16.6) (61.5) 19.4

30.4 (19.9) (81.4) 22,7

43.7 (26.7) (108.1) 25.0

28.0 (15.7) (123.8) 28.5

42.0 (46.6) (170.4) 3.7

September, 1968_ 39.9 (28.5) (198.9) 40.1
Qctober, 1968. ... .o eeiaeoo 38.4 (14.5) (213.4) 44.4
November, 1968__ ______ . ... .. ... . 47.3 311 (244.5) 49.6
December, 1968 _______ . ... ... 46.3 (11.0) (255. 5) 98.2
January, 1969 ______ ... ... ... 26.1 (20.2) (275.7) 103.5
February, 1969 ____ . ... 35.1 (13.0) (288.7) 14
March, 1969 ... s 55.3 (26.9) (315.6) 122.6
April, 1969 ... ... - 29.6 (28.6) (344.2) 127.9
May, 1969__ .. - 86.5 (43.1) (387.3) 132.7
June, 1969._ 47.2 (39.3) (426.6) 142.0
July, 1969__ 44.3 237.9) (464.5) 147.7
August, 196! 38.4 30.9) (495.4) 154.6
September, 19 39.6 (23.8) (519.2) 163.3
October, 1969. . . 36.2 (28.4) (547.6) 166. §
November, 1969___._..._ 39.7 (21.5) (569.1) 171.5
December, 1969__ __. .. 58.7 (14.0) (583.1) 178.9
January, 1970 .. _._. 28.9 (45.8) (628.9) 183.7
February, 1370 .. .. 36.8 (17.3) (646.2) 193.9
tarch, 1970 .. 31.9 (22.2) (668. 4) 202.7
April, 1970 45.4 (26.7) (695.1) 205.5
May, 1970 ... 65.5 (.9) (696.0) 214.5
3une, 1970, e 37.4 (28.1) (724.1) 258.3

Cash drain met by borrowings; includes debt repayment,

The public was unaware of the magnitude of the cash drain. This
cash drain was particularly important information about the condition
of the company and the direction in which it was headed. The drain
cut through the optimistic statements and the inflated earnings
because it was a reality which could not be denied even by manage-
ment. The cash drain also indicated at a very early date that Penn
Central was a likely prospect for bankruptcy. Penn Central’s ability
to borrow was very lirnited despite its huge corporate size. It could not
raise money through long-term debt because most of its property was
already encumbered by debt and Penn Central’s poor earnings would
assure poor reception for long-term debt in the financial markets.
Penn Central could meet its cash drain only by short-term borrowing
or by a liquidation of assets and these two courses were restricted in
their own right. There were [ew assets that could be liquidated. The
real estate holdings in New York City, formerly owned by the New
York Central, were heavily mortgaged and would not produce much
cash upon sale. The other likely area for salable assets would be the
Pennsylvania company, but many of these assets were pledged, and
some, like Great Southwest Corp. and Macco Corp., were not what
they appeared to be on the surface. '

Faced with these problems and the poor image that would be
created by trying to liquidate, Penn Central decided to use some of
these assets indirectly by pledging them as collateral for short-term
loans. The short-term borrowing had severe limitations, however.
The money market was tight and interest rates were high even for a
large ‘“blue chip” such as Penn Central. Then, too, the pledging of
assets in connection with borrowings, such as the revolving credit,
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quickly narrowed any futuie possibility for financing while the use of
unsecured financing such as the commercial paper put out by the
Transportation Co. exposed the railroad to an immediate runoff if
adverse information about the company became public. Penn Central
very quickly painted itself into a corner from which there was no
escape short of a very dramatic and immediate reversal in the direction
of the railroad earnings. Indeed, such a reversal would be needed
simply to meet the interest charges. As described elsewhere, there
existed fundamental problems in the merger and in management’s
ability which precluded such a reversal. The cash drain then, and not
the publicly reported earnings, foretold the destination of the merged
railroads.
Some Cavses oF THE CasH Loss

Given the apparent differences between stated losses in the finuncial
reports and the actual cash losses a question arises about where the
cash went. The following are some of the major areas of cash loss.
These descriptions are merely illustrative of some causes of the cash
drain and of the efforts of management to conceal the true magnitude
and extent of the losses.

OPERATIONS LOSSES

The principal cash drain was from the operations of the railroad.
Losses had been experienced in the premerger period. After the merger
these losses turned abruptly worse. The deteriorating condition of the
railroad operations was masked because the financial results included
income, much of it noncash income, from other sources. When the rail
losses are set apart, the deterioration of the rail operations is apparent:

(Loss) on rail operations

January to March 1970_($101, 600, 000) | 1966_________________ 2, 559, 000
1969 ___.._ (193,215,000) | 1965 _____________._ (548, 000)
1968 o __ (142, 367,000) | 1964_ . __________.____ (15, 636, 000)
1967 L. (85, 747, 000) '

The causes and the course of the deterioration of the railroad are
described elsewhere in this report. It is sufficient to note here that
traffic volume decreased while costs soared, mainly because of enor-
mous and continuing drains brought on by the chaotic operation of
the merged railroad.

It should be noted that most of the cash drain in railroad operations
was a drain from the day-to-day operation of the railroad and not, as
management implied in 1ts public statements, expenses associated with
improving the road’s facilities. The growing cash outflow, therefore,
did not principally represent expenditures being incurred for the de-
velopment of a better railroad in the future; it represented drains
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caused by the poor operations of the railroad. In fact, while capital
needs were very great in the postmerger period, the funds available
were limited and expenditures were fairly constant.!®

Management also indicated repeatedly that the railroad’s poor
performance was caused by losses on passenger service. While losses
[rom passenger service were growing ' and did contribute to the cash
drain, management cited the passenger losses in ways which tended to
shift attention from the overall losses of the railroad to the losses
from passenger service. This accomplished two management goals.
First, i1t made the railroad’s problems appear to be the fault of the
Government and not the fault of management. Although the Govern-
ment-mandatéd passenger service did cause losses, management was
able to deflect criticism away from its own ineptness, which was the
cause of most of Penn Central’s losses.!® The second effect of empha-
sizing passenger losses was to indicate that if and when the railroad
was relioved of that burden by the Government, investors could expect
the railroad to operate at a profit. On more than one occasion, manage-
ment stated publicly that without the passenger service losses, the
railroad would be operating in the black.'® Such statements were
inaccurate.

121 Penn Central Transportation Co. {(includes PRR, Central, and N.Y., N.H. & Hartford) capital ex-
penditures for road and equipment 1964-70.

[Thousands of dollars]

1064 1966 1966 1967 1968 1969 1970
Road. .. e $26,158 $37,769 $32,302 $36,720 $50,193 $65,607  $31,637
Equipment (. unt
financed) .. .....__ ... 45,631 31,679 35,097 19,350 19,835 5,998 16,073
Equipment (financed) ........ 80,544 186,646 148,082 81,092 76,382 80,042 13,620
Total. oo eciiaas 152,338 285,994 216,381 137,162 146,410 151,547 61, 330

122 Passenger results, 1964-1970:

Solely related Fully allocated

1864:

New York Central. ..o i iiaaaanan $7, 887, 396 (821, 951, 885)

Pennsylvania Railroad .- (2,451, 404) (32,401.279)

New Haven . .o mieeceeeceeanas 11,820, 339 (22,328, 852)
1965:

New York Cenbral o iiiio.. 5,677, 655 (16, 176, 207)

Pennsylvania Railroad (11,761, 570) (41, 768, 640)

6‘New 5 0« U U 12,971, 536 (9, 856, 825)

1966

New York Central . .. aiiilaas 4,965, 956 (16, 023, 304)

Pennsylvania Railroad (15, 603, 156) (45, 381, 34Y)

New Haven . e iiiceiaians 14,332, 014 (8, 698, 552)
1967: -

New York Central (7,110, 130) (27, 129, 186)

Pennsylvania Railroad. . (27,088, 253) (58, 227,416)

NewHaven.._....___.__..... 13, 163, 531 (10, 281, 467)
1968: .

Penn Central Transportation Co_ oo oo oL (44, 806, 196) (100, 237, 980)

New Haven 11,603, 908 (12, 583, 243)
1969:

Peann Central Transportation Co_. .. ... .. ... (45,811, 445) (104, 764, 219)

Peun Central Transportation Co. ..o ccooooimaiiaan (73,853, 718) (132, 482, 3C5)

12 Tndeed, when questioned by the staff, many of the directors still cited the passenger losses as the
principal cause of Penn Central’s financial difficulties. The directors, however, were unable to identify
the magnitude of the losses or their relation to overall losses. .

1% Anexample from Dec. 1, 1969, letter to shareholders explaining the cancellation of the dividend: i

*In this same period [first 9 months of 1969], our railroad had a passenger deficit of $73,000,000 on the basis
of fully allocated costs or approximately $47,000,000 in direct costs. But for this, the railroad would have been
in the black.”” [The loss from rail operations exceeded $1¢3,000,000 for all of 1969.)
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Management used two devices to achieve its goals in setting forth
passenger service losses. First, it tended to emphasize the “fully
allocated” losses rather than the lower “solely related” costs or the
“avoidable” costs. The fully allocated costs include costs shared with
freight service. Many of these costs would continue even if passenger
service were abandoned. Solely related costs arve the costs assigned
by accounting to running the passenger service. Avoidable costs are
costs which would be avoided by the discontinuance of passenger
service.”” When used in the context of savings that might be achieved
by relief from passenger service, the fully allocated figures conveyed
an inaccurate picture. The second device used by management was
to avoid comparing passenger losses with overall railroad operation
losses.”® Such a comparison would have shown that the direct losses
on passenger service were only a relatively minor portion of the over-
all operations losses.'” These were losses which would still be incurred
even if Penn Central was relieved of all passenger service and they
were losses largely rolated to mismanagement and not Government
fiat. ' '

DIVIDENDS

The Penn Central continued to pay dividends until the fourth
quarter of 1969.1%° Prior to the abandonment of the dividend Penn
Central had been paying dividends of $.60 per share each quarter.'®
Although the company had sufficient retained earnings from previous
periods (in excess of $500 million) to support a dividend under ap-
plicablz legal standards, the serious cash drain caused by the per-
formance of the railroad was substantially aggravated by the payment
of the cash dividend:

126 Avoidable costs were only computed when Penn Central petitioned for abandonment of a passenger
service.

126 See pp. 86 and 87 for loss figures.

127 The rise in passenger service losses themselves was probably caused in part by the same problems af-
ecting {reight losses.
4 128 For a description of the decision to abandon the dividend see the section of this report on the role of the

irectors.

129 Dividend record of Penn Central and predecessors:

Penn Central : PRR NYC
Annual . Annual Anmnusl
Year Rate totalt Rate totall Rate total?
1968-61._ . ...
19682, . ...
1063, el
1964 ..o . 528,974 $ 7 1.77
1966, . _......._ 2.00 45, 386 2.00 27,661 2. 60 17,725
1086 .. .......l.... 2.30 53, 646 2.30 31,085 3.15 21, 661
1967 o ..ol. 2.40 55,061 2.40 33,493 S.12 21, 558
1968 . ... 2.40 58,400 - o e
1969 e 2.40 43,306 . cac—aeaa

1 Annual totals in thousands of dollars.
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[Thousands of dollars)

Consolidated Loss from Additional
earnings  Transportation railroad net borrowings, Cash dividend
(loss)12  Co. earnings13 operations cash loss paid
1968 ol $87, 789 (9, 155) (5142, 367) ($172, 200) $55, 400

1869 . 4,388 (56, 328) (193, 215) (273, 000) 43,396

1 Before extraordinary items. . . o . . .
2 The reported earnings are not equivalent to cash earnings. Income maximization section of this report describes a
faumber of transactions which resulted in reported earnings without producing cash.

Because there had been no inflows of cash to support the dividend
since some time before the merger, money had to be borrowed at the
high interest rates to make the payments. The increases in dividends
leading up to the merger were unwarranted, the continuation of the
high dividend rate after the merger was reckless. At a time when ur-
gently needed road capital items were being denied to those respon-
sible for the operation of the company, money was being borrowed at
high interest rates to pay dividends, mncluding those paid to Saunders
and other officers.

The principal purpose of the continuation of the dividend was the
desire to project an image of optimism and soundness. The image was
deceptive to investors, many of whom held this “blue chip’’ stock for
its long history of dividend payments. The deception struck most
directly at those who invested in Penn Central for its dividends. These
investors were suddenly faced with no dividend at all and realization
that the company’s condition was much worse than they had been led
to believe (with a commensurate decline in the price of the stock).

INTEREST COSTS

Interest rates were rising in the post merger period. Of more impor-
tance than the rise in rates, however, was the tremendous increase
in borrowings needed to meet the cash drain. On a c¢onsolidated basis
the interest on debt was as follows:

1965 o $80, 723, 000
A 86, 229, 000
V67 IIIITTTIITIIiII 90, 771, 000
1068 I 102, 206, 000
1969 LTIl 137, 018, 000

The additional borrowing by the Penn Central from merger date
through the end of 1969 (after deducting debt repayment) was
$405 million. The interest costs of these additional borrowings was
in excess of $40 million at an annual rate by the end of 1969.%° These
interest payments were, of course, cash payments. It can be said
that the additional borrowings were the prime cause of the rise in
the interest burden during the postmerger period, because the borrow-
ings in this period were made at interest rates at or above the prime
rate ¥ while the interest burden on most of the existing long-term
debt was at fixed lower interest rates from earlier periods.

138 The company was required to keep compensating halances of between 15 and 20 percent of funds bor-
rowed, thereby effectively increasing theinterest rate.

13t Some investors may have helieved that the short-term debt was heing increased to avoid rolling over

long-te:rm debt at the prevailing high interest rates. In fact, most of the borrowing was being consumed bv
operations Jogses.
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CASH RELATIONSHIP OF PENN CENTRAL TO GREAT SOUTHWEST, MACCO
AND EXECUTIVE JET AVIATION )

"A principal example of the concealment of the real cash losses of the
company under the camouflage of reported earnings is the performance
of Great Southwest Corp. (GCS) and Macco. These subsidiaries
were the source of profitable diversification according to repeated
statements by management. Management also repeatedly stated
or implied that these companies supphed cash to the railroad. During
the years when the railroad was suffering a staggering decline, Great
Southwest and Macco were reporting the following soaring earnings.’?

1967 - o eeo__z___ $11,408, 000
1968 32, 961, 000
1969 I 51, 543, 000

Although the earnings were reported in Penn Central’s consolidated
results, with a minor exception none of these earnings were received
by the company in cash.'® Adding further injury, the railroad actually
passed approximately $32 million in cash down to GSC (excluding
the initial investment) from 1966 through 1969. The flow stopped
during 1969 apparently because the railroad had finally run out of
money itself.’®

. Pennco, the railroad subsidiary which owned Great Southwest and
Maceo, however, did pay dividends to the railroad.”®® The funds for
these payments came chiefly from Pennco’s holdings of Norfolk and
Western stock and Wabash stock and not from the real estate sub-
sidiaries. This source of cash was being diminished however, as the
company sold off these holdings:

WABASH AND NORFOLK & WESTERN DIVIDENDS RECEIVED BY PENNCO

[Thousands of dollars|

1965 1966 1967 1968 1969
Wabash_._______ ... ... $14, 463 - 312,327 $9, 758 $8,970 $8,941
Norfolk & Western_____..._._______... 15, 555 15,188 13,783 12,783 10, 836

In gencral, management misrcpresented the role of the real estate
subsidiaries, particularly as to cash contributions. The principal
cash contribution was from the long-standing investments such as
the Wabash and the Norfolk and Western dividends. The much-
touted diversification into real estate was unproductive. Only Buckeye
paid a significant dividend and that dividend of $6 million a year was

132 Before Federal and State income taxes. GSC paid no Federal taxes hecause of the raitroad’s tax loss
shelter. Under a tax allocation agreement GSC was obligated to pay to the Transportation Co. 95 percent
of the Federal taxes which would have been paid without the tax shelter. GSC never paid the Transporta-
tion Co. any cash under that agreement.

132 GSC paid Pennco dividends of approximately $1,000,000 in 1968 and $2,900,000 in 1969. Howaver, during
that time substantially greater aniounts of cash were being passed down to GSC and a total cash debt ex-
ceeding $20,000,000 was *‘forgiven’” in late 1969 through the acceptance of GSC stock. During this time GSC
was itself sufifering financing difficulties which madé the payment of a dividend a questionable practice (dur-
ing late 1969 and early 1970 GSC bhorrowed over $40.000,000 in Swiss franes at high interest rates).

l-“t I‘é)r details of the relationship between Penn Ceniral and GSC, sec section of this report on Great South-
west Corp.

135 Pennco dividends to Transportation Co.:

1965.
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simply a'6 percent return on the initial investment of approximately
$100 million. From the other diversification subsidiaries (Arvida,
Great Southwest and Macco) no significant cash return on the invest-
ment was received and, in the case of Macco and Great Southiwest,
substantial cash advances were passed down after the initial invest-
ment. Worse than the poor performance of the diversification program
was the use of the program to pass inflated earnings to the parent and
the associated touting of the “performance” of the subsidiaries and
the ‘“‘value’’ of the holdings of the stock of these subsidiaries in
Pennco’s portfolio.

Bxecutive Jet Avidtion is another example of a concealed cash
-drain that is more significant in its concealment than in the actual
amount lost. Penn Central lost over $31 million in cash from the
initial investment to the end of 1969. This.may be only a relatively
small part of the overall corporate cash drain, but as with .the real
estate subsidiary investments, the element of deception practiced by
management compounded the injury caused by the actual cash loss.
The initial investments were made to give Penn Central a foothold
in the air cargo business.”®® This investment was made with the full
knowledge that Civil Aeronautics Board rulings prohibited rail
carriers from owning air cargo operations. When the CAB discovered
the situation and ordered divestiture, Penn Central continued to
invest money in EJA, much of which was squandered by EJA manage-
ment.”” Finally, $10 million intended for equipment purchases was
diverted to Liechtenstein to cover up EJA’s Kuropean activities.'
Penn Central management engaged in deception to keep the EJA
losses confidential, in part to avoid a formal bankruptcy of EJA which
would have affected Penn Central’s financial statements. The decep-
tion was so diligent that even Paul Gorman, the president of Penn
Central, who had been charged with investigating EJA affairs, did
not realize the extent of the losses until after bankruptey.

ManacEMENT'S VaNTAGE PoiNT
(1) CASH SITUATION AT TIME OF MERGER (FEBRUARY 1968)

Penn Central’s cash crisis was well known to management. Manage-
ment knew, in fact, that the financial situation was perilous prior to
the merger. In 1968 the situation quickly became critical and by 1969
the company was drawing on its last available credit. The crisis,
however, was concealéd from investors. This and the next section
describe the declining financial condition of Penn Central and manage-
ment’s knowledge of that crisis.

Railroads traditionally have operated on narrow caslh balances.
This situation had existed at both the Pennsylvania Railroad and the
New York Central Railroad prior to the merger in 1968. At the time
of the merger both railroads were cash short, with the Pennsylvania
Railroad being acutely short of cash. In an early memorandum of .
November 10, 1966, to Bevan’s immediate subordinate, William
Gerstnecker, John Shaffer, the Pennsylvania Railroad treasurer,

138 Saunders fclt that air cargp service would do to rail freight what air passenger service did to the rail pas-
senger business., Whether Saunders was right or wrong on that point, he could not have done worse thanin
selecting ETA as the countermeasure to the presumed threat. .

137 See further discussion at page 71.
13 See further discussion at page 74.
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indicated that the cash loss for 1967 would be $50 million. He stated:
“this preliminary forecast definitely indicates that we will be in a cash
bind by the end of the first quarter of the next year and something
will have to be done to generate cas

By 1967 the cash situation had further deteriorated. The situation
was complicated by the merger agreement with the New York Central
which had placed a ceiling on additional borrowings. In a September 8,
1967 memorandum to Geratneckm, Shaffer pointed out that nqt
working cash at the end of August was at least $57 million less than it
was at the end of Avgust 1966 but that this figure could be viewed as
$88 million if a number of unusual transactions were included.

At the same time, Bevan was alerting Saunders to the deteriorating
state of affairs. In a memorandum to Saunders of September 8, 1967,
Bevan warned: ‘‘Because of our present extremely low cash position
it is imperative that we plan carefully for the balance of the year and
for 1968 * * xn _The memorandum indicates that even after the
receipt of $18 million from the sale of N. & W. debentures ‘it is still
-estimated that the cash balance at the end of December will be only
$6 million compared with $40 and $45 million which is required for
operations and compensatmfr balances in banks where we have
outstanding loans.” The memorandum goes on to discuss necessary
financings and the possible need to obtain New York Central permis-
sion again to increase its debt limit under the merger agreement:

As a matter of fact, we cannot get through October and November of 1967
when our cash is reduced by the end of those months to 813 million and $6 million,
respectively. On top of this, based on present cstimates and historical results,
we are faced with a decline in cash between the end of this year and the end of the
first quarter of 1968 of %25 million.

Under all the circumstances it is essential for us to raise as early as possible this
fall somewhere betwecen $35 million and $50 million with the hope that this will
carry us through next year until at least the end of May. We do not have any assets
of a substantial naturc which can be liquidated to supply our cash needs and,
therefore, we must resort to the issuance and sale of debt and our medium would
probably ave to be an issue of debenture bonds by Pennsylvania company * * *

Unless we do the latter, we have no alternative but request the New York
Central to approve an increase in our debt limitation.

* * B * * & *

I have been postponing this incvitable conclusion with the hope that increased
rates and business would improve our position but our current and prospective
cash position leads mc to the conclusion that we cannot delay any longer.

By early November the railroad was considering requesting an in-
crease of $75 million in the debt allowable under the merger agreement
with the New York Central. By mid-November of 1967, however,
when it became apparent that the merger might take place as emly
as January 1, 1968, the Pennsylvania ﬁallroad began rethinking its
financing needs since it would have to survive only until January
under the existing debt ceiling. The revised plans called for a “floater
debenture” on Norfolk & Western stock owned by Pennco to produce
over $8 million; a drawdown under a revolving credit agreement of
approximately $10 million; and a sale to banks of dividends from the
N. & W. stock expected to produce another $10 million after the begin-
ning of 1968.
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(2) THE IMMEDIATE CRISIS (MID TO END 1968)

As described above, the cash situation of the merged railroad at
the time of merger was bleak. In the postmerger period chaotic oper-
ations and the resulting deterioration of service quickly put an addi-
tional strain on the cash situation. The Penn Central, however, man-
aged to paint an almost flattering picture of its financial posture. In a
news release dated August 7, 1968, the Penn Central reported on the
sales of commercial paper and on its overall financing program. With
reference to the $100 million of commercial paper that had been au-
thorized by the Interstate Commerce Commission on July 29, 1968, the
release stated:

“We have been informed by Goldman Sachs & Co., our commercial paper dealer,
that the paper has been well received in the financial market,” Mr. Bevan said. He
pointed out that the use of this method of financing is virtually new in the railroad
industry but it can provide great flexibility in meecting short-term requirements.

The release went on to describe the issuance of commercial paper
as the first phase of a three-phase program designed to give Penn
Central “more modern methods of financing.” The second phase was
to be $100 million in revolving credit to replace outstanding bank
‘loans. The third phase involved a long-term blanket mortgage which
was expected to become the major long-term debt vehicle for the Penn
Central: :

“Suhstantial progress has been made on this work,” Mr. Bevan said. “When
this program is completed, we will have all the tools necessary with which to meet
both long- and short-term recpiirements, as circumstances dictate, with the greatest
possible flexibility.” .

The picture painted in a memorandum from Bevan to Saunders on
July 25, 1968, a couple of weeks earlier is starkly different from that
presented to the public. Bevan complained about the absence of an
mcome budget for 1968 and about a recent reduction in the revenue
forecast, both of which made planning difficult. He indicated, however,
that the situation had become ‘‘sufficiently critical’”’ to have forced them
to make some estimates. The memorandum indicates that by the end
of the year: (1) the $100 million revolving credit would be exhausted;
(2) the $100 million in commercial paper would be exhausted; and
(3) there would be still a need for $125 million to $150 million of addi-
tional financing.'*®

In an October 9, 1968, memorandum to Saunders & Perlman, labeled
“Personal and Confidential,”’ Bevan reported on progress being made
to close the $150 million cash deficit projected for 1968. This included
a reduction of capital expenditures by $22 million and a proposed $50
million Eurodollar loan. The total reduction was $98 million. Bevan

13 The memomndum reads in part:

“In the absence of an income hudget for the year 1968, we have not been able to make a detailed cash
flow estimate for the year. However, with two recent major cuts in revenue forecast and the possibility
of a steel strike, the situation has become sufficiently critical so that we have felt impelled to make the
best estimate possible under the circumstances.

“In connection with the revenue reductions, we are advised of a reduction of $15 million made by the
Revenue Forecast Committee on July 12 and an additional $4 million reduction on July 16. This diflicult
situation has been further compounded by the not unexpected reqguest from the New Haven for additional
$5 million on August 1 * * * We are preparing further more detailed estimates based on the information
presently available, but it now appears that at the end of this year we will have exhausted the $100 miilion
revolving eredit and the $100 million commercial paper program and that we will still have a need for some-
where, depending on future circumstances, between $125 million and $1£0 million. This is without giving
further afiect to what would be required in the event of a steel strike. When this is coupled with the fact

that we almost invariably lose cash for the first 8 months of the year, I believe it is necessary for us to take
all possible steps at this time to conserve cash and work toward a very minimum capital budget for 1969.”
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then made specific attacks on road capital expenditures including
expenditures for yard improvements. He stated:

There are certain other items thal cannot definitely be identified speeifically as
yard expenditures, but it seems likely that during the balance of the vear capita]
expenditures for yards alone total about $10 million. On the basis of the sketehy
income budget recently submitted for 1969 it would appear that there is going tn
be very little cash available except for commitments already made. It secms highly
improbable that amounts such as $26 million for Cohunbis yard are going to be
available for some time to come. It therefore raises the question as to whether or
not future expenditures of this type during the remainder of 1968 are justified.

I strongly recommend that the yard program he reviewed at once and that the
halance of the unexpended money for this year alio be reviewed in an cflort 1o
bring our cash in line at least up to January 2. From that point on it is quifc
inevitable that we arc going to have extremely scrious problems and that every
effort must he made to establish a positive cash flow quickly as possible.

Despite the addition of the Eurodollar loans, the cash situation did
not sufficiently improve. The Treasurer’s report on November 26,
1968, indicates that the projected cash loss for 1968 would be $273
million which would be met, by $253 million in borrowings, including
$103 million in bank loans, $100 million in commercial paper and $50
million from the Eurodollar borrowing. The gap remaining was $20
million to which was added the need for $24 million additional cash
in bank balances leaving additional cash required at $44 million
for 1968.

(3) THE CRISIS GROWS (END 1968—FALL 1969)

The following year did not promise any relief from the continuing
cash demands. A cash forecast dated January 23, 1969, to Bevan from
Schaffer indicated that the cash figures for 1969 would go from a
$46 million positive balance on December 31, 1968, to a > deficit of
$104 million in December of 1969. Schaffer concluded his presentation
of figures with the statement that ‘‘Although this forecast is very
tentative at this time, I believe it to be a good indication of the cash
problems facing us in 1969.”

By February of 1969 it was clear that major increases in financing
would be necessary simply to keep the company afloat. A memor andum
from Schaffer to Bevan on February 25, 1969, indicated that the com-
pany was in a cramped financial posmon and that there were heavy
needs ahead. The memorandum indicated that the source and apph-
cation of funds statement showed an anticipated source deficit of
$157 million for 1969.

By the latter part of 1968 and early 1969 it had become unmis-
takenly apparent to management that the financial problems were
extremely critical. It had been hoped that the merger would lessen
the cash drains which had been experienced on the PRR. Yet, in this
postmerger period, cash was actually lowing out at a much gr cater rate
and there appeared to be no prospect of a reversal. Financing means
were limited. The market for long-term railroad debt was bleak and
for Penn Central it was nonexistent. Short-term debt was limited by
the likelihood that lenders would discover the cash drain. There were
not many salable assets, or at least not many assets that could be
sold without alarming lenders or shareholders. In addition, many of
the assets were covered by pledges, mortgages or other restrictions.

A particular problem at that time was the limit on bank borrowings
and the problems of the additional restrictions that such borrowings

—n=21d Gnnnmna Mavrdbmanle i sran avrama that harrannne limite wraro
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ibl)u,est-ion, Were you tnvolved in discussions lo increase the revolving credii (o $300
million?

Answer. Yes.

Question. Did you believe al that lime it would be possible to borrow any additional
amounts [from] banks of the revolving [credit group) above the $300 million?

Answer. I think the reverse. When I told Mr. Saunders of my reason for leaving,
I [told him] I would not take part in borrowing any more money than that. I
thought we had reached the limit of our credit.

Gerstinecker’s concerns were shared by Bevan. Bevan consulted
" George Woods, formerly chairman of First Boston Corp. and, at that
time, a recently retired President of the International Bank for Recon-
struction and Development. From the testimany of Gerstnecker:
Question. Did 3r. Bevan fully perceive the increased bind the company was gelling
tnlo tn lerms of 1ls borrowings; that is, you were coming to a finite limzl, and also the
restrictions and burden of interest were becoming more and more complicaled?
Answer. Yes.

Question. Did he express fears {to] you in discussion with you?
Answer. Yes. p

Question. Was this [in) any particular context? For instance did you ever have a ses-
ston where you sat down and discussed this?

Answer. Yes; I had a session with George Woods, who is Chairman of the
World Bank, I guess, or Monetary Fund or something, and who had previously
becen the head of First Boston. And Mr. Bevan took me with him, after saying he
had gotten Mr. Saunders’ approval to go talk with George Woods, and he told
George Woods of his concerns and wondered if he had any suggestions as to why
it might be—as to what might be done, and my understanding is, and my recol-
lection is, aithough I’'m not positive of it, that as a result of that discussion
George Woods talked to Mr. Saunders and indicated to Mr. Saunders that the
8300 million was the limijt and should be the last horrowing that the company
could make unless the cash flow or the operations could be turned around.i?

Knowledge of the financing problems at that time was not limited
to top management. From Gerstnecker’s testimony:

Question. Was this a common open concern among people in the finance department
what the limit would be?

Answer. Yes.

Question. Was that ever discussed at the budget committec meetings, lattended by
operating officers as well as finance o flicers] particularly in the context ““We're coming
“lo some limit and we're getting blocked in by restrictions,” and things of that sort?

Answer. I don’t recall there was. There were discussions at the budget committee
where we would have before us one of Mr. Shaffer’s forecasts of cash loss in which
it would say ‘“Here is another $40 million loss, and we can’t put up with this, we
just can’t lose a million dollars a day as we are doing,”’ but there never was a
sophisticated type of discussion that I recall.

On February 10, 1969, Bevan and Gerstnecker met with Patrick
Bowditch ! and another officer of First National City Bank to discuss
increasing the revolving credit from $100 million to $300 million. The
reasons given for the request for the additional loan were that the
merger of the railroad was taking longer than anticipated and that
estimates indicated a cash loss during 1969 with earnings not ex-
pected until late 1969 at the earliest. Another reason was the difficul-
ties in issuing the new blanket mortgage. Bowditch suggested that a
meeting of all banks be held in which Penn Central would indicate
detailed lists of debt maturities by year for the years 1969 through

149 Bevan first spoke with Woods en Jan. 7, 1969. Woods advised Bevan on efferts to increase the revolving
credit to $300 million. In Mzy, Bevan sent Wcods an unsolicited payment of $25,000. Woods continued in

an informal advisory eapacity until the bankruptey. .
Ul A First National vice-president and the officer servicing the Penn Central commercial account.
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1975 along with other information. The information was never
supplied. :

On February 28, 1969, William Mapel, Bowditch’s superior, wrote a
memorandum describing his understanding with Bevan and Gerst-
necker on the increase in the revolving credit to $300 million. Mapel
felt that the loan was on sound footing. He noted in his memo.

With respect to the credit itself it has been upgraded through a tighter amor-
tization schedule, a negative pledge on railroad properties which presently have a
debt capacity of about $200 [inm] and a negative pledge with the right to secure at
our option outstandings through a pledge of Pennsylvania Company’s stock. The
latter was volunteered to me by Bevan without the knowledge of Gerstnecker,
who told me Lo suggest this to Gerstnecker with the full knowledge that he would
approve it. It is very important, however, that the nature of this deal with Bevan
at no time be discussed with anyonc clse in the company. * * * I feel that we have
negotiated a very satisfactory deal with the company, and I have every confidence
that it will live up to its commitment on balances. Furthermore, it is their firm
intention to sell the blanket bond issue as soon as possible, and at that time they
expect to use the proceeds to repay the banks.14?

During this same period Bevan was negotiating for the issuance
of additional commercial paper. On March 19, 1969, the ICC author-
1zed the issuance of an additional $50 million of commercial paper,
bringing the total to $150 million. This paper was quickly marketed.
The Pennsylvania Co. was also being used during this time as a financ-
ing vehicle. In July 1969, $35 million of Pennsylvania Co. debentures
were privately placed and an additional $40 million of Pennsylvania
Co. preferred stock was to have been issued. The latter financing was,
however, never effected.

A report prepared by the treasurer’s office, dated, May 20, 1969,
showed an anticipated vear-end cash deficit of $130 million which,
when measured against a cash balance of $46 million at the yéarend
1968, indicated a cash deficit of $167 million for 1969. The treasurer’s
report also indicated the uses of the first $100 million to be drawn -
down under the $200-million increase in the revolving credit. This
included $35 million for compensating balances, $25 million for
vouchers released and $30 million to pay off temporary loans {from
banks, leaving a balance of working cash of $10 million. This, plus the
$35 million to be received from the Pennsylvania Co. would provide
sufficient cash to the end of June. Additional cash would be needed to
meet debts occurring on the first day of July. The $100 million of
revolving credit was drawn down on May 27, 1969.

The cash situation contined to deteriorate. As of June 10, 1969, the
treasurer estimated that yvearend cash balances would be only $37
million even after inclusion of the additional $100 million drawdown
under the revolving credit, the additional $50 million commercial pa-
per, and the additional $35 million through Pennsylvania Co. preferred
‘stock. The railroad was reaching a final crisis in its financings. In a
memorandum of June 20, 1969, to Gerstnecker, Schaffer indicated that
even drawing down an additional $50 million under the revolving
credit in August (bringing the total drawdowns to $250 million) and
raising $75 million through Pennco borrowings, the company would
still end the year with a balance of only $37 million. Because of
required bank balances, this meant that an additional $63 million of

14Tt should be noted that our investigation has uncovered no indication of any activity with relation
to the blanket mortgage after some initial activity in the carly fall of 1968. The market for such an issue

was poor, formidable legal and mechanical problems existed, and investors would not purchase such bonds
from a company with the negative cash flow being experienced by Penn Central.
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borrowings would be needed by the end of the year. This program al-
lowed for a strict road capital program not exceeding $50 million for
1969.

By this time it had become apparent that the additional financings
themselves were producing serious cash burdens on the railroad. In
addition to the need to keep extensive compensating balances against
the bank loans as required by banking practice, the interest payments
were becoming large. With $250 million of revolving credit and $150
million of commercial paper and with the Pennsylvania Co. borrow-
ings, the interest costs were approaching a rate of $30 million a year.

In September of 1969 Bevan met with First National City Bank
officials to obtain their approval of an increase in commercial paper by
$50 million to a total of $200 million. Under the terms of the re-
volving credit agreement, the debt of the railroad outside of the re-
volving credit could not exceed $150 million which was the existing
amount of commercial paper. The railroad had drawn down an addi-
tional $25 million on the revolving credit on August 18, 1969, and was
drawing down an additional $25 million on September 3, 1969,
bringing the total to $250 million. Bevan pointed out that he could
draw down the last $50 million of the revolving credit and leave the
commercial paper at $150 million, but that he would prefer to obtain
the last $50 million by commercial paper. He agreed not to draw down
the last $50 million of revolving credit until commercial paper had
been paid off in an amount equal to the final revolving credit draw-
down. First National City Bank obtained the approval of other
banks for this change in the agrecment. The effect was to decrease the
backup lines for the commercial paper while allowing Penn Central to
increase its borrowings. Prior to this time the $150 million of commer-
cial paper had been backed by a $50 million bank line and the last
$50 million of the revolving credit, providing a 66% percent coverage.
With the commercial paper increased to $200 million the backup was
reduced to only 50 percent. Prior to an attempt to get additional
security in early 1970, it appears that the banks, through their agent
First National City Bank, never seriously doubted the financial
ability of Penn Central to pay off its loans. They continued to rely on
the issuance of a blanket mortgage bond and on the earnings of the
real estate subsidiaries in addition to a hoped-for turnabout in the
performance of the railroad.

On September 8, 1969, Saunders wrote to Bevan asking for a
program to meet capital needs for the next year and for the 2 years
thereafter. Bevan responded with a memorandum to Saunders on
September 10, 1969, in which he pointed out, the continuing financing
strains from the operations of the railroad. In light of the cash situa-
tion, Bevan observed: :

Therefore, in my judgment, cxtraordinary efforts must be made to preserve
every dollar possible. We will be coming up with additional suggestions in this
regard shortly, but I think an immediate stop must be put on capital expenditures.1#

sk * * * * * B3

In view of the current cash situation, it seems to me that every project should

be stopped immediately until each one can be analyzed individually to see whether

or not it is absolutely necessary that it be progressed at this time or done at all
this year.

* * * * * * *

431t should be noted that capital expenditures were not greatly larger than they had been in the pre-
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I realize that there are problems incident to lubor and overhead involved in
stopping these projects but I think that a very complete analysis should be made
immediately =0 that every possible cent of cash will be saved and I am particularly
interested In what can he saved in the next 30 days. Where we have outside
contractors obviously holding up the work or postponement of the work is easicr
than where we are doing it with our own labor.

I requested an intensive program to reduce accounts receivables but because of
the nature of the program I am not optimistic of o material gain this year, although
it could bear some near-term results. I do think, however, that a very drastic cut
in inventories should be instituted immediately even to the extent of selling in the
open market any excess items we may have on hand.

Saunders responded on September 12, 1969, in a letter to Bevan in
which Saunders described efforts he had made to convey Bevan’s
requests:

With regard to your letter of September 10, 1 enclose a copy of [a] letter which
I have written to Mr. Perlman today with copy to Mr. Flannery. I have also
talked with them personally about this and impressed upon them the necessity of
immediate action.

1 have also talked with Malcolm Richards with regard to curtailing at every
possible point and making no further purchases, except where absolutely necessary,
until our situation improves.

At the budget meeting this morning, I asked Mr. O’Iierron and Mr. Hill to
work with Peat, Marwick on a study of our billing and accounts recceivable
situation to the end that recommendations can be brought forward for
improvement.

On October 29, 1969 the Penn Central received ICC authority to
issue an additional $50 million of commercial paper, bringing the total
to $200 million. At this point the company had effectively exhausted
all loans and all commercial paper possibilities. Most banks were at or
near their legal or practical lending limits and were looking towards a
paydown of these loans rahter than increases. Goldman, Sachs, Penn
Central’s commercial paper dealer, was already indicating to manage-
ment that it was difficult to keep out the $200 million and that any
adverse information might cause a run on the commerical paper.

It was also in October of 1969 that Penn Central learned that it
would not be possible to market Great Southwest stock (which would
have included a Pennsylvania Co. secondary offering). This offering
would have produced approximately $45 million for the Penn Central
complex. As indicated elsewhere in this report the idea of the Great
Scuthwest offering apparently originated with the Penn Central manage-
ment. The cash needs of Great Southwest, however, were enormous
and pressing and Pennsylvania Co. was no longer capable of supplying
it with cash. The desperate financial activities in late 1969 and early
1970 by Great Southwest are detailed elsewhere in this report, includ-
ing a last minute effort in 1969 to have the three principal officers of
Great Southwest purchase $40 million worth of Great Southwest
stock as a substitute for sales to the public or to private investors.

(4) THE LAST EFFORTS (FALL 1969—JUNE 1970)

By October 1969 the prospects for improvement were bleak. A cash
estimate from the financial department on a receipts and disburse-
ments basis dated October 9, 1969, indicated a cash deficit of $338
million for 1970. In November of 1969 Penn Central’s commercial
paper dealer began becoming more concerned about the condition of
Penn Central.'** The desperate condition of the railroad would first

M4 Far a detailed treatment. of commereial naner sales and the role of Goldman, Sachs, see section ITI-A.
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affect commercial paper because there was a continuing need to.resell
the short-term paper as it became due and because 1t was an unsecured
financing. Robert T. Wilson, the head of the Goldman, Sachs com-
mercial paper department, spoke with Jonathan O’Herron, who had
replaced Gerstnecker, on November 10, 1969, and indicated that a New
York Times article which quoted Penn Central’s counsel as having
told the ICC that the Penn Central is having a rough time with the
merger could be harmful to the sale of commercial paper. Wilson sug-
gested an additional $50 million of standby bank lines. On December
1, 1969, Wilson called O’'Herron to indicate that with $200 million
worth of commercial paper outstanding the adverse information con-
cerning Penn Central would require that $15 million of the $50
million standby bank lines be converted to “swing’’ lines which could
be drawn down on very short notice in case of difficulties in reselling
the paper as it became due. Wilson again made reference to the level
of backup bank lines. At a meeting on December 9 between George
Van Cleave of Goldman, Sachs and members of the finance department
of Penn Central (not including O’Herron, who was out of town), Van
Cleave pointed out that Goldman, Sachs was currently holding $16
million of Penn Central notes in inventory, the largest position in
Penn Central notes that they ever had. Goldman, Sachs suggested
additional bank lines on a swing line basis to enable Goldman, Sachs to
reduce its inventory. Goldman, Sachs cited “their now being at the
$200 million level, a tight market and adverse publicity’’ as figuring
in its desire to reduce inventory.

As the bank lines and the commercial paper reached their limits,
the Pennsylvania Co. became the last remaining vehicle for additional
financing. The . Pennsylvania Co. made a $35 million private place-
ment of collateral trust bonds in the summer of 1969 and then issued
$50 million in debentures in December 1969 in a public offering.'*
‘The proceeds of both sales were supplied to the Transportation Co.
Kach step of additional -financing, however, restricted the range of
options to the company. The stock of Pennsylvania Co. had been
pledged to the revolving credit. Both the $35 million trust bonds and
the $50 million debenture offering in December would have precedence
for security purposes over any subsequent financings. This would
make potential additional lenders on Pennco’s credit more cautious.
In addition, the principal asset of the Pennsylvania Co., the stock of
the Great Southwest Corp., was very rapidly declining in price. 1t
was clear to the Penn Central management that there was little hope
ol reversing this decline in the value of Great Southwest stock be-
cause the earnings of Great Southwest had been paper earnings and
a Great Southwest stock issuance had already been canceled for fear
of the impact on the market price from the disclosure of adverse
information.

On January 27, 1970 Bevan and O’Herron once again approached
officials of First National Bank for additionsal funds. Bevan indicated
that Penn Central would have to raise $165 million to cover capital
expenditures and operating losses and to replenish working capital
in 1970 despite a projected decrease in capital expenditures to $150

15 These debentures were convertible into Norfolk and Western which gave the issue value aside from

the I'nssui.s of Penn Central. The sale can be looked on as a liquidaling of some of Penneo’s most valuable
assels.
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million' from the $350 million for each of the .preceding 2 years.!*
Bevan asked the First National City Bank to act as a lead bank on a
$50 million “bridge” loan to the Pennsylvania Co. to be repaid
upon the sale of $100 million of debentures by the Pennsylvania Co.
Bevan also indicated that the company was discussing a $15 million
to $30 million long-term European financing and $20 million to $40
million in commercial paper in European currencies, all of which was
to be debt of the holding company.

Since banks normally have limited control over their outstanding
Joans except when the loans are in default or when other restrictive
provisions become activated by circumstances, the First National
City Bank decided to use this request for an additional loan to try
to strengthen the security position of the $300 million revolving
credit. A January 29, 1970 internal bank memorandum by Bowditch
observed that the $165 million additional borrowings for 1970 antici-
pated a loss-in the operations of the railroad of about the same size
as that in 1969. He stated:

It is not possible for us to judge how long this cash drain will continue. Therefore,
it appears necessary that we regularize through security and convenants our
[loans]. .

L . % . e it 3k l:!: £

This is & condition pre'c'ede'nt to our considering a new $50 million loan (our
share $10 million-$15 million) to the Pennsylvania Co. If Bevan is unwilling to do
this, 1 feel we must decline additional advances and proceed to foreclose on our
EJA equipment.?*? Qur primary effort, however, should be to improve our present
credit exposure.18 ‘

The First National City Bank informed Penn Central that it wanted
a dollar limit on the amount to be borrowed by the Pennsylvania
Co.; a secondary pledge of the Pennsylvania Co. stock on the exist-
ing $50 million Eurodollar loan and on a $30,400,000 working capital
loan; a negative pledge with theé right to take security on the pro-
posed $50 million bridge loan; and other changes in the credit cov-
enants to restrict Penn Central. This was communicated to an officer
in the Penn Central finance .department on February 9, 1970. A
First National memorandum also indicates that Morgan Guaranty
had indicated to First National that it would not participate in the
bridge loan without security.'** _ .

~Bevan was not daunted in his efforts to avoid any further restric-
tions. He turned to the Chemical Bank which agreed to act as the lead
bank in the unsecured $50 million bridge loan to Pennsylvania Co. At

that time, the Chemical Bank had a participation in the $300 million
revolving credit line and thus Chemical deprived itself of additional
security on that loan as well as foregoing security on the additional
loan. Although the First Naticnal City Bank shortly learned of the
Chemical loan and although Chemical was aware of the absence of .
First National from the $50 million group of banks, neither bank spoke
to the other about this loan or about the loss of the opportunily to
obtain additional security on the revolving credit.

16 Bevan’s figures on capital expenditures for 1968 and 16CY appear to he greatly exaggerated even when
equipment financing is included.

147 EJA had loans [rom First National City Bank which were in default. It avoided foreclosure, however
upon Bevan’s guarantee in the spring of 1970 that the railroad would make good any losses to First National.
The bank was aware that EJA was bankrupt and that forecloswre would require an embarrassing writeofT,
in Penn Central’s first quarter.

148 First National Bank internal memorandum hy Bowditch 1-29-70.

14¢ Penn Central directors Perkins and Dorrance were also directors of Morgan Guaranty but both deny
any involvement in relations between Penn Central and Morzan Guaranty.
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While Bevan was sidestepping a confrontation with Penn Central’s
banks he was beginning to feel increasing concern and pressure [rom
Goldman, Sachs, its commercial paper dealer. On February 5, 1970,
upon the announcement of the 1969 loss of $56 million {or the Trans-
portation Co., Wilson contacted O’Herron. Wilson asked about the
cash picture for the first 6 months of 1970 and O’Herron indicated
that “it is very tight.”” Wilson told him that it was Goldman, Sachs’
judgment ‘“that this news [the 1969 loss] would have an adverse
effect on their sale of ¢/p and we may not be able to keep out $200
mm of their notes.” *° Wilson emphasized again the need for an
additional $100 million in standby lines to back up the commercial
paper. O’Herron stated that he did not think it would be possible to get
an additional $100 million in standby lines. Wilson indicated that
procedures would probably have to be set up so that Goldman,
Sachs would not have to wmventory the $15 million ol notes it was
carrying ~(thereby diminishing the direct risk to Goldman, Sachs).
On the next day, February 6, 1970, Gustave Levy, Goldman, Sachs’

_senior partner, and Wilson met with Bevan, O’Herron and Robert
Loder of Penn Central to review the threats to the commerical paper
situation. Bevan succeeded in explaining away the 1969 performance
and in projecting an optimistic 1970, including having the railroad
break even in the fourth quarter of the year. Goldman, Sachs again
asked for an additional $100 million in backup lines, suggesting the
use of Furodollar backup lines. They also requested provisions to
make. the existing backup lines more readily available, including
availability to reduce Goldman, Sachs’ inventory [rom $15 million
to no more than $5 million. On Feburary 12, 1970, Penn Central
bought back $10 million in notes that were in Goldman, Sachs’ in-
ventory. Penn Central never obtained additional backup lines.

As the lines of credit with domestic banks began running out for
the company, it began looking toward Europe. In the fall of 1969,
Penn Central engaged in some equipment financing through a German
bank, with the assistance of Joseph Rosenbaum. At a later time,
portions of this borrowing disappeared, apparently having been
diverted to the European associates of Executive Jet Aviation.!>! Penn
Central was looking for additional foreign financing, particularly
general corporate financing. William Strub of Pressprich & Co.
arranged through Joseph Rosenbaum to have Penn Central officials
meet with officials of the Dresdner Bank of Germany. This meeting
took place on November 19, 1969, in the Penn Central’'s New York
offices. Bevan was present at this meeting. A subsequent meeting took
place on January 22, 1970, again in Penn Central’s New Yorlk offices.
This meeting was attended by Bevan, O’'Herron, Charles Hodge,
Joseph Rosenbaum, and Strub, among others. A representative of the
Dresdner Bank indicated that German Government restrictions
would make a public deutschmark offering unlikely, but that the bank
would like to do a Eurodollar offering in the amount of about $20
million. This information did not satisfly Penn Central which wanted
quick action and preferred much larger amounts than Dresdner could
supply. After the Dresdner officials left, Strub indicated that he might
be able to arrange a short-term Eurodollar financing of $15 io
$20 million.

1% Goldman, Sachs internal memorandum by Wilson Feb. 5, 1970.

181 This matter has been previously discussed at p. 74.
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Strub ‘was authorized to proceed and he then contacted Ufitec, a
group of European lenders based in Switzerland.’*? O'Herron instructed
Strub that the borrowing would be made through the holding company,
which had no debt or restrictions. Ufitec advised Penn Central to set
up a subsidiary in Curacao for tax purposes. On February 2, Ufitec
indicated that it would be able to lend 50 million Swiss francs. On
February 5, Strub called Joseph Rosenbaum from Switzerland to tell
him that Ufitec could raise up to 150 million Swiss francs. He received
word from Rosenbaum that Penn Central would take 120 million
Swiss francs (approximately $30 million) at 10.5 percent. Meanwhile,
Hans Muntinga of the Huropean underwriting firm of Pierson,
Heldring & Pierson called Strub on February 10, 1970, to say that he
wanted to do a Eurodollar financing for Penn Central. Muntinga had
heard of Penn Central’s interest in European financing because the
Penn Central International subsidiary in Curacao was being managed
by an affiliate of Pierson, Heldring & Pierson. O’Herron met with
Muntinga in mid-Eebruary 1970 and they discussed a $20 million
offering. The offering was to have been done in conjunction with First
Boston Corp. The holding company, Penn Central Co., would have
been the issuer (debt restrictions may have prohibited such borrowings
through the railroad).!®

After the first Ufitec offering was completed, Strub was asked by
Ufitec to see if Penn Central would take an.additional 35 million
Swiss franes. This loan was completed in early March. On April 22
and 23 an additional 100 million Swiss francs were placed.’ In all
these financings, Pressprich and Rosenbaum split the finder’s fee.
These Swiss loans were first disclosed in the offering circular for the
proposed $100 million Pennco debenture offering. The European
short-term money markets were Penn Central’s last resource. Because
it could be done through the holding cempany it avoided the restric-
tions under the revolving credit and other agreements. No security
was required (none was available) and the European lenders were
relatively unsophisticated about Penn Central.

After the $50 million Pennco debenture offering, which presented
few investment problems because the debentures were convertible
into Norfolk & Western shares, Penn Central had little or no
financing ability left. The company had found accommodating Swiss
lenders (at high rates) and did manage to play Chemical Bank off
against First National on-the bridge loan, but the commercial paper
borrowings were threatening to come apart. The situation was clearly
terminal. The Pennsylvania Co. $100 million debenture offering was
the last hope for even temporary financial survival. The proposed
Pennco offering was fraught with difficulties and doomed from the out-
set. The proposal of such an offering, however, did give management an
opportunity to maneuver a while longer. The difficulties with the
debenture offering and the discoveries being made by counsel for the

137 Ufitec was already involved in some loans to Great Southwest. In the loansto GSC and Penn Central,

Ufitec apparently felt it waslending to a blue chip company. The loans, however, were made at high interest
rates.

133 This financing was seriously considersd, but was postponed pending developments with the trouble-
some $100,000,000 Pennco debenture. Both issues would have been offered publicly and presented dis-
closure problems.

154 In U.S. doliars, Penn Central International borrowed the following amounts from Ufitee:

Feb. 24, 1972 e e mamammee—e——aaann $27, 500, 000
Mar. 12, 1972___ - , 100, 000
T Apr. 22,1972 __ - 11,600,000
AT 23, 1872 et demm—eee 11, 600, 000
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underwriters are very significant. Because of its importance the offering
is treated separately in the next section. The two sections must be
read together, however, for a full description of the financial affairs
of the company during this period. '

By April 22, the final phase of the slide to bankruptcy began. On
that day the company announced disastrous first quarter results;’
including & $63 million loss in the Transportation Co. The
announcement sealed the fate of the debenture offering and started
a run on the commercial paper. Goldman, Sachs redoubled its sales
efforts but could resell little of the paper coming due. Because most
of Penn Central’s paper was of short duration, the runoff was rapid as
sizable amounts of the unsaleable paper matured. Part of the $50
million standby line had already been drawn down to reduce Goldman,
Sachs’ inventory. By the end of April, $37 million of the backup line
had been drawn down. A few banks balked on their commitments
and by May 11, 1970, the final drawdown of the $46.5 million available
took place. Now only the last $50 million of the $300 million revolving
credit remained to pay off approximately $150 million of commercial
paper which was by then virtually unsaleable.

Under the terms of the credit agreement Bevan could draw down
the last $50 million as the commercial paper was reduced but the re-
volving credit bankers would want some explanations about what was
happening to determine whether the provisions of the agreement had
been met. Also, alerted by O’Herron’s warnings that things were worse |
than Saunders or Bevan had admitted, Secretary Volpe had airanged
for Saunders to see Treasury Secretary Kennedy over the weekend of
May 9 and 10 at Hot Springs, Va., about emergency Government
assistance. In public statements Bevan and Saunders continued to
assure the public that the ship was still on course.

By May 21, 1970, Penn Central could no longer avoid drawing
down the last $50 million of the revolving credit. Bevan invited First
National City Bank and Chemical Bank to a meeting in his New York
office in the late morning. He told them that the debenture offering had
been abandoned and that Penn Central was drawing down the last $50
million of the revolving credit. He also asked them to join in an addi-
tional loan that would be guaranteed by the Government. This was
the first knowledge the banks had that a terminal crisis existed. They
told Bevan that they would hold up further drawdowns until the other
banks could be informed and could indicate their approval because
First National and Chemical feared they might be held hable for letting
a drawdown occur under the circumstances. The bankers left to con-
sult with their lawyers.!®

Bevan then summoned the managing underwriters to a late alter-
noon meeting in his office.’®® It had been pretty well understood that
the offering would not be compieted.’ Bevan now told them that the
offering had been terminated but that they should keep this informa-
tion confidential because of confidential negotiations taking place
with the Government.

On Monday, May 25, management again met in Washington with
Government officials including Secretary Kennedy, Peter Flanigan,

1 Further detail on matters relating to the banks is given in section II-A dealing with sales of Penn
Central stock by banks who were in the lending group.
126 Representatives of Salomon Bros. and Glore, Forgan were present. First Boston was unable to attend

that meeting. It received the information the next morning.
i5i Sce section on Public Offerings.
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and Arthur Burns. On Tuesday, management met again with First
National and Chemical in New York. The bankers had decided that
a meeting of all the bankers should be held at which time Bevan could
explain the situation and prospects. Invitations were issued to all
clix[editox banks for a meceting at First National on the morning of

ay 28.

On the 27th, manacement asked the Penn Central directors for what
was, in effect, unlimited authority to pledge assets and to enter into
ﬁnancing agreements. When a few directors balked, management re-
luctantly told them what was taking place with the bankers and the
Government. The board gave the requested authority.

The Wall Street Journal o May 27, 1970, contained an article high-
lighting the commercial paper runoff which was disclosed in a textual
portion of the revised Pennco prospectus dated May 12, 1970. This
appears to be the first revelation in the press of the financial crisis.
Copies of both circulars had been distributed to the press but the for-
mat of the prospectus did not highlight the significant problem. A
Wall Street Journal writer had atternpted to.learn about the commer-
cial paper problem from Penn Central and from Goldman, Sachs on
May 13, before the revised circular with the commercial paper runoff
information was issued. Penn Central and Goldman Sachs had both
refused to comment.!s®

At a meeting with the bankers on May 28, Bevan made some ex-
planation of Penn Central’s problems and announced the abandon-
ment of the debenture offering. He also asked the banks to join in a
Government-guaranteed loan. After the meeting, a steering group of
banks was formed and representatives of Fust National éity Bank
flew to Washington to talk with Government officials. Early in the
dfternoon of NI.Ly 28, Penn Central issued a release announcing the

postponement” of the debenture sale and indicating that the com-
pany was “working on alternate methods of financing.”

Penn Central was now solely dependent on the Government loan.
The. success of this undertaking was largely a matter of the nego-
tiation of terms between the bankers and the Government. One of
these terms was the removal of Bevan and Saunders. The removal
was accomplished on June 8. A major problem was the priority of
security. The banks wanted to keep their existing security. In nego-
tiations with the Government, flexibility to the extent of some sharing
was possible. However, Congressman Patman, who was not involved
in the negotiations but whose approval of additional lending legis-
lation was needed, wanted the Government to have first priority.
Finally on June 19 ‘the Government withdrew the proposed guarantee
and on June 21, 1970, the Penn Central Transportation Co. filed
a petition for 1'e010f1n1/ut10n

PosrscripT

A CASE STUDY OF MANAGEMENT INDIFFERENCE TO OBLIGATIONS TO
THE INVESTORS: DILUTION AFFECTING PENNCO PREFERRED SHARE-
HOLDERS

Throughout Penn Central’s decline, management demonstrated
indifference to its obligations to prov1de shareholders with adequate
and accurate information about Penn Central’s affairs and about the

e .. L R

thmsamh $ha neacnastne ie dicenicsad in the next seetion on Public
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conduct of management. A relatively minor, but clearly delineated,
obligation provides an example of that indifference. It also demon-
strates that Penn Central’s financial problems and restrictions
were such that even minor financial demands were more that Penn
Central cared to acknowledge. This particular example is the dilution
-of the value of stock of the Norfolk & Western Railway Co. (N. & W.)
into which Pennco preferred stock was convertible. Under the terms
of the preferred stock agreement, Pennco was obligated to increase
the exchange rate whenever a dilution occurred in N. & W. stock.
Penn Central senior management failed to follow the terms of the
agreement, despite repeated warnings from subordinates that man-
agement was falling in its obligations.'

Background.—On July 24, 1964, pursuant to & merger agreement with
Buckeye Pipe Line Co., Pennco, a wholly owned subsidiary of Penn
Central Transportation Co., issued 699,123 shares of preferred stock
convertible into N.&W. stock at any time after July 1, 1967. The
optional redemption price was $137, subject to adjustments if addi-
tional shares of N.&W. common stock (other than shares issued for
reasons stated in the agreement) were issued at anytime after February
6, 1964. Pursuant to proceedings relating to the merger of N.&W. and
the New York, Chicago & St. Louis Railroad Co. (the “Nickel Plate”),
the ICC required N. & W. to acquire the Delaware & Hudson Railroad
(D. & H.) and the Erie Lackawanna Railway (ELR). N. & W. or-
ganized Dereco under the laws of Delaware as a holding company to
acquire the D. & H. and the ELR. N. & W issued to Dereco 412,627
shares of its $25 par value common stock to effect the D. & H. acquisi-
tion. N. & W. also issued to Dereco a right for it to require the issuance
of not exceeding 821,280 shares of N. & W. common stock to Dereco
in exchange for Dereco preferred stock issued to acquire ELR. The
question whether the issuance of additional N. & W. shares had caused
a dilution which required Pennco to place in escrow more N. & W.
shares to be available in case of conversion by its preferred share-
holders was considered at Penn Central with the knowledge that the
Pennco preferred agreement specifically required prompt notice to
shareholders in the event of any dilution.'®®

Action by the Pennsylvania Co.:

On December 27, 1968, Hill (Comptroller of Penn Central Co.)
wrote a confidential memo to David Wilson of the legal staff of Penn
Central stating that ‘“‘[w]e have interpreted the N. & W. issue of stock
rights for Dereco (Eric-Lackawanna) and their issue of common
stock for Dereco (Delaware & Hudson) to cause price adjustment
under our [Pennco] preferred requirements.” He went on to say he

“felt the adjustment would result in a reduction in the redemption
price from $137 to $130 per share or a loss to Pennco of over $3,500,000.
Because Pennco’s holdings of N. & W. stock were pledged or otherwise
restricted, Pennco would probably have had to purchase the stock on
the open market to satisfy the escrow requirements. Hill asked Wilson
to review the 1964 agreement ‘‘to determine if our interpretations are
legally correct, and whether there are loopholes we might beneficially
apply.”

1% On June 6, 1972, the hoard of directors of Pennco announced that the cxchange ratio for the convertible
preferred was being adjusted to reflect the 1968 issuances of N. & W. stock. Their knowledge of the existence

of this problem arose out of inquiries made by the staff in the course of the investigation.
1 Penn Central officers hantdled the matter because Penneo did not have its own ollicers excent for pur-
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On January 6, 1969, Wilson replied to Hill pointing out “that the
terms contemplate that the optional redemption price must ‘immedi-
ately’ be adjusted whenever N. & W. issucd any additional shares
of stock other than so-called “excluded shares.” “It is furthermore
required that upon any such required immediate adjustment the
corporation is obligated ‘forthwith’ to file a formal statement of the
adjustment with the escrow agent and give prompt written notice by
mail to all holders of record of the prelerred stock. It would appear
that Pennsylvania Co. is rather seriously in default in these obligations.”’

On Januarv 15, 1969, Wilson wrote to David F. Anderson of the
law firm of Potter, Anderson & Corroon of Wilmineton, Del., the
general counsel of Pennco, stating that he felt that the optional re-
demption price should be adjusted and asking Anderson for his
thoughts. On January 20, 1969, Anderson replied to Wilson stating
that he agreed with him, “[hlowever, I do not have an expertise in
interpreting this provision of the merger agreement, and your judg-
ment is as good as mine.”

On January 22, 1969, C. L. Rugart, Jr., the secretary-treasurer and
comptroller of Pennco, sent a memorandum to Gerstnecker who at
the time was a financial officer of Penn Central but was neither an
officer nor director of Pennco. The memorandum stated that Chemical
Bank was holding 39 shares for conversion and that other preferred
holders were considering converting. Advice was requested concerning
revision of the conversion ratio. Rugart also cited the provision
which states that if N. & W. takes any action with respect to its
capital stock which is not adequately covered by the express pro-
visions on dilution and which might materially dilute the right of any
holder of preferred stock, the board of directors of Penneo must
appoint a firm of independent certified public sccountants to get an
opmion as to the adjustment.

During the latter part of January, Wilson, at the suggestion of
Gerstnecker, forwarded to Robert Rosenman ol the law firm of
Cravath, Swaine & Moore, documents relating to the several trans-
actions. Rosenman was asked to form tentative conclusions to be
given informally. Sometime prior to February 18, 1969, Wilson and
Rosenman conversed. On February 18, 1969, Wilson wrote a memo-
randum to Gerstnecker stating that the preliminary view of the Cra-
vath firm was that the transactions did constitute the events of dilution
requiring an altcration of the conversion ratio and the deposit of
additional N, & W. stock with the escrow agent. The memorandum
stated that Wilson had told Rosenman that Gerstnecker felt no
dilution had occurred. In response, Rosenman had indicated that a
change in their preliminary opinion would require additional facts,
assuming that such facts existed. The memorandum closed with a
request to Gerstnecker to consider the urgency of the situation.

On April 3, 1969, Wilson wrote separate memorandums to Rugait,
Edward Kaier, gencral counsel of Penn Central, and Cole, assistant
to Saunders. In the memoranda Wilson indicated that nothing had
been done since his February 18, 1969, memorandum and that while
he realized that Gerstnecker did not agree with his opinion Wilson
felt that very serious consequences could result if the company
continued to be derelict in its duties to the stockholders. Cole testified
that he recalled receiving Wilson’s memorandum and having had
some discussions with Wilson on the matter. Cole also stated that he
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never discussed the area of dilution with Saunders and that he was not
aware of whether Saunders was familiar with the area of not.

On May 5, 1969, Wilson wrote @ memorandum to the files concerning
a conversation with Rugart on May 1, 1969, in which Wilson was
informed that Chemical Bank had asked what the reason was for the
delay in converting 39 shares. Wilson told Rugart that he could
approve only two courses of action: either (1) convert and inform
the stockholder that a change in ratio was being worked out; or (2)
convert without giving the shareholder any notice, and send the
additional shares in a week to ten days. Wilson stated that he could
not approve any course of action which complied with the redemption
request on the old basis without any intention to get in touch with
the stockholder in the future or to take any required action to change
the ratio. On May 5, 1969, Wilson was informed that the alternative
adopted was the one he had not approved of. Wilson was involved in
no further communication until after the bankruptcy.

In testimony Gerstnecker stated that he was aware that there
waus a question of dilution, and that he and Bevan had conferred about
the matter. He recalled that both Wilson and Taylor had indicated
to him that 2 dilution had occurred, but that he had felt that the
question was one that should be resolved by the legal department.!t
He also stated that he did not attempt to interpret the sections of 1964
agreement or to indicate his views concerning the intent of the agree-
ment but that he was aware that Cravath, Swaine & Moore had
indicated that dilution had occurred and that there was no reason
for him to think that there was not a dilution. He stated that if he or
Bevan had been told of the need for action, some action would have
becn taken. Gerstnecker, however, acknowledged having received
and read Wilson’s memorandum which emphasized the duty specified
in the agreement to notify shareholders immediately. Despite this
requirement of immediate aclion, nothing was done during the period
of a year and a half until the bankruptcy. The matter was never

- brought to the attention of the Pennco board. :

It is clear that Bevan and Gerstnecker knew that dilution had
occurred and knew that Pennco -had an obligation immediately
to notify shareholders upon such occurrence. Their failure even to
raise the issue with the board or to take auny of the required steps such
as notifying the sharcholders resulted from their unwillingness to
have to face the problem of finding N. & W. shares. All of Pennco’s
N. & W. stock had been pledged or escrowed or otherwise restricted.
Pennco probably would have been required to purchase the N.&W.
stock in the market for cash and management was unwilling to face
another cash drain in light of the other financial problems being
encountered. Their failure to resolve the problem also contributed to
the inaccuracy of statements concerning Pennco’s assets. Although
the amount of money involved was relatively small, management
refused to take even minimal steps to meet its obligations to share-
holders.

151 His recollection differs from that of Taylor. Taylor recalled that he was suinmoned by Gerstnecker and
Bevan and told that they were of the opinion that no dilution had occurred despite the opinion of Wilson
and others. Taylor stated that with this in mind he looked into the matter and concwired. He did not put

his views in writing and never spoke with Wilson despite his possession of Wilson’s memorandums and
despite the fact that Wilson’s office was next to his.





