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EMPLOYEE STOCK OWNERSHIP PLANS (ESOP’s)

THURSDAY, DECEMBER 11, 1975

Conaress oF THE UNITED STATES,
JoinT Economic CoMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10:30 a.m., in room 1202,
the Dirksen Senate Office Building, Hon. Hubert H. Humphrey
(chairman of the committee) presiding.

Present: Senators Humphrey, Javits, Percy, Fannin, and Long; and
Representative Long.

so present: Robert D. Hamrin and Loughlin F. McHugh, pro-
fessional staff members; George D. Krumbhaar, Jr., minority counsel;
M. Catherine Miller, minority economist; and Michael J. Runde,
administrative assistant.

Chairman HumpHREY. I have asked Lieutenant Governor Kroupsak
of the State of New York to join us here, and Congressman Haley to be
with us—I should say assemblyman, I did not mean to make you a
Congressman right away, but it is nice to have you here. Dan Haley
has spoken to me so many times about Mr. Kelso, I thought that we
ought to have him here with us.

e are very fortunate to be honored by the presence of two of our
distinguished Senate colleagues, Senator Long and Senator Fannin.
We are pleased to have them. They are both on the Finance Committee
We look forward to their participation.

I have a brief opening statement.

OrPENING STATEMENT OF CHAIRMAN HUMPHREY

Our first witness this morning is Mr. Walker from the Treasury
Department, and we will get to him in just one moment.

Today’s hearing is the first of a 2-day set of hearings which will be
focused on employee stock ownership plans. Our esteemed colleague,
Senator Russell Long, and chairman of the Finance Committee, has
taken the lead in the Congress in terms of interest in these proposals.
We are so pleased that Senator Long could be with us.

We will be examining some of the broader economic implications of
expanding the ownership of stock by employees through the ESOP
mechanism, hearing from economists, from lawyers, and administra-
tion officials. I hope also from business people. Tomorrow, we move to
more microconsiderations as we closely examine how ESOP’s work at
the corporate level, and what types of corporations may or may not
benefit from these types of plans.

I am sure there is a need for a great deal of information on these
proposals. The American public is not too well informed.

(1)
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As T said in the press release announcing these hearings, these plans
have been heralded as the basic solution for many of our economic
ills. Specifically, one of our chief proponents who will be testifyin,
today, has said that widespread a(foption of ESOP’s will accomplisﬁ
the following objectives: TLe restoration and acceleration of economic

owth to unprecedented levels; create legitimate full employment
gr two or three decades; and lay the foundation for arresting inflation.

T must confess that these are some claims. Certainly no one since 1
have been chairing this committee has come before us with any pro-
gram that promises that much.

We have convened here today to see what degree of merit there may
be in ESOP’s, not only as they operate at the corporate level, but
also their aggregate impact on the economy. -

We have to examine these proposals in complete objectivity,
hoping to learn. I feel that this kind of comprehensive investigation
is long overdue. Corporate interests in adopting ESOP’s has been
growing rapidly. Many corporations already have adopted ESOP’s—
estimates range from 150 to as many as 500. '

This interest was considerably sparked by the Tax Reduction Act
of 1975 which provided an additional 1 percent to the investment
tax credit, if the dollars saved were put into an ESOP.

I believe, Senator Long, that was your child, is that not right?

Senator Long. Yes.

Chairman HumpureY. This bill was actually the fourth one in the
past 2 years in which Congress has included an incentive for institut-
ing what we call ESOP’s.

The first was the Regional Rail Reorganization Act of 1973 which
gives ConRail suthority to purchase its common stock through an
ESOP for distribution to employees.

Tomorrow, the vice president of the United States Railway As-
sociation will be here to discuss why they rejected an ESOP financing
vehicle for ConRail.

ERISA, the Employee Retirement Income Security Act of 1974,
which my colleague, Senator Javits, did so much fine work on, ex-
empts EgOP’s from prohibition on certain transactions between pen-
sion trustees and employees. In fact, the ESOP is singled out as the
only employee benefit plan which can be used as a vehicle for corporate
borrowing and other debt financing. ‘

Finally, the Trade Act of 1974 gives preference for the Commerce
Department loan guarantees to corporations that agree to place 25
percent of the principal amount of the loan into a qualified trust
under an ESOP.

So we have congressionally provided incentives, at least thus far,
some corporate adoption, a widespread corporate interest, and finally
the promises that ESOP’s are the key to a dynamic economy in the
future. The only thing we have not had here in the Congress is a
comprehensive examination of ESOP’s which has taken a close and
hard look as to just how beneficial they will be, not only for cerpora-
tions, but also for the employees and the economy as a whole.

I trust we will shed some {ight on these matters in these 2 days of
hearings. Today, we will begin with a panel of four individuals who
come to ESOP’s from different perspectives and degrees of support.
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Mr. Louis Kelso, a lawyer-economist, could be actually described
as the founder and father, so to speak, of the ESOP concept. He
began writing on the idea back in the mid-1950’s and has tirelessly
pursued the concept through today. He, more than any other pro-
ponent, has placed ESOP in a broader economic context by relatin
it to the future economic growth of this country, employment, a,ng
inflation.

Helping us to judge the broader economic merits of ESOP’s or some
other form of broadened employee stock ownership are two academic
economists. Prof. Hans Brems, from the University of Illinois,
has done extensive research on these types of plans, especially as they
have been debated and practiced in Europe. He is truf;r one of Amer- .
ica’s few experts on the European experience in this area. We look
forward to his insights on what we can learn from that experience.

Professor Brannon of Georgetown University is a well-recognized
tax authority who has taken a critical look at the tax aspects and
implications of ESOP’s.

he final panel member will be Richard Fay, a lawyer, who has
just recently left the employment of the Senate Labor and Public
Welfare Committee. While with the committee in the past few years,
he was heavily involved with ERISA, particularly its ESOP-related
provisions.

Before getting to this panel, we will hear, however, from Charles
Walker, Assistant Secretary of the Treasury for Tax Policy. The
administration, I understand, has been examining the ESOP concept
for some time now, primarily in the Commerce and Treasury De-
partments.

Mr. Walker will be presenting today the current administration
thinking on ESOP’s and, also the Treasury analysis of the tax im-
. plications.

We have a lot of ground to cover, as there are so many unanswered
questions concerning the broader economic ramifications of widespread
ESOP adoption. In fact, many of the questions have not really been
asked yet. I know that they will be asked in part today; I hope many
will be answered.

Mr. Walker, we welcome you and thank you for your patience.
We ask you to proceed. '

Senator Javirs. Mr. Chairman, 1 have an opening statement I
would like to present.

Chairman HumpHREY. Yes.

OPENING STATEMENT OF SENATOR JAVITS,

Senator Javits. We are here today to investigate the practical
economic viability of the employee stock ownership concept for the
mutual benefit of American labor and management and the ultimate
benefit of the domestic economy. For some time now it has been my
belief that the employee stock ownership concept, if properly de-
velog;d, provides a mechanism to improve the financial condition of
working Americans and at the same time improve the productivity
of American industry. It is my firm belief, a,ndp I believe with Senator
Humphrey, that these laudable goals can and must be achieved by

roviding the opportunity for erican workers to share in the
?ruits of our economic system by way of employee stock ownership.
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To the extent that the Joint Economic Committee favorably assesses
the concept of employee stock ownership, Congress should be in the

osition to encourage, by way of legislative initiatives, an appropriate

SOP model. While I note that the Joint Economic Committee
hearing schedule contains a number of extremely knowledgeable
economists and government representatives it is my hope that these
hearings will lead to legislative hearings before the Senate Labor
and Public Welfare Committee, of which I am a member, for a
practical assessment of the legislative program which I am formulating.
I am drafting legislation which will provide a mechanism for encourage-
ment of the ESOP concept for the benefit of labor and management.
I would expect that we would receive substantial input from the
American labor movement before the Labor Committee. I expect that
the Senate Labor and Public Welfare Committee will conduct ex-
tensive hearings in order to review this concept in com rehensive
fashion for the benefit of labor and management, who will bear the
major responsibility for the successful adoption and administration
of ESOP’s.

I firmly believe that employee stock ownership plans, voluntarily
negotiated and administered by labor and management, for the
American workers, may provide part of the answer to the current
productivity problems we have been experiencing in America. Indeed
this entire concept may have a beneficial effect on many of the other
economic and social. problems which face the Nation and at the same
time benefit and improve the quality of our entire industrial output.

While I fully endorse the concept of voluntarily negotiated employee
stock ownership plans, I have serious reservations about the Joint
Economic Committee endorsing any one program that is currently
being utilized in America. As a practical matter we are just beginnin
to develop useful models which may in fact accomplish the beneﬁcia%
goals which I believe we can achieve through the use of employee
stock ownership plans. It is premature at this point to choose any one
of the currently popular models for potential endorsement as the road
to future success in this field. While I have serious reservations about
certain features of the Kelso plan, which in my opinion must be
refined and corrected as we strive to formulate a model plan, I applaud
Mr. Kelso’s efforts to direct attention to these plans in general. I
I will briefly summarize the reservations I have with respect to the
Kelso plan, which in my opinion render it less than appropriate for
legislative endorsement. '

irst and foremost, the Kelso type plans fail to provide adequate
safeguards for affected employees. Although workers are assigned
the role of detached “bystanders’” who receive stock for which they
pay nothing, there is no assurance that they will not have to pay for
the stock with lost wages. In this regard it should be recognized that
Congress saw fit to pass the Employee Retirement Income Security
Act which imposes many specific and far-reaching safeguards for
vesting, funding, participation, and reporting and disclosure which
are applicable to pension plans. I suggest that comprehensive safe-
%uards will need to be applied to ESOP’s as well in order to protect
uture participants in employee stock ownership plans from being
the recipients of illusory benefits.
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pounded §i%mﬁcantly when I read the following in a New York
Times article of October 5, 1975, on ESOP’s and I quote verbatim:

Some investment bankers are advising companies that in exchange for the value
of the stock that they are putting into the ESOP they should try to get something

back from other fringe benefits. They recommend, for example, reducing hospital
benefits or vacation, or holding back on salary increases.

If ESOP’s are to receive legislative encouragement it must be by
way of an approach which applies the safeguards and protection
of both ERISA and the NLRA by way of appropriate amendment,
of these statutes. Finally ESOP’s must not be viewed as a way of
diluting wages and other fringe benefits.

With specific regard to the Kelso model I am as yet unable to per-
ceive how workers suddenly can become more productive upon the
receipt of stock by an encumbered trust, in which they have no voting
right and no financial relationship.

I am also concerned about an ESOP trust device being utilized
to enable owners of financially troubled companies, articularly
closely held companies to “cash in” their stock via an ESOP when
it is especially difficult to determine a fair market value for their
stock. This device appears to be a convenient vehicle for owners
who need buyers for their stock. Were this possibility to be prevalent
on a large scale, workers would be placed in a vulnerable financial
position; that is, being in debt to the lender of stock purchase funds.

I would not wish to see the Kelso plan being used as a gimmick
to benefit everyone at no one’s expense. I have a reservation about
the possible inequities inherent in a proposal that, in effect, would
allow corporations to deduct the principal component of amortization
payment. Julius W. Allen, senior specialist in price economics, Con-
gressional Research Service, has noted that there would be a sizable
loss of tax revenue upon wide adoption of this device. The loss in
revenue would necessitate either a reduction in government services
or an increase in taxes.

I am also very interested in knowing how workers who move from
employer to employer can obtain some portability of equity under
such a plan. Little has been written on this essential aspect.

Finalﬁ) , I am concerned about the downside risks of an ESOP
for a typical worker, especially when his later working years and/or
retirement coincide with a marked decline in the share price of his
company’s stock. It seems to me that a reliance on the Kelso
leveraging technique places the worker’s job and retirement future
under the same set of risks.

In conclusion, I ask unanimous consent to place in the permanent
record of this hearing, the prepared statement of Professor Musgrave
on ESOP’s; the Congressional Research Service’s publication entitled
“Employee Stock Ownership Plans: Current Status and Proposed
Legislation”; “A Technical Review of the Employee Stock Ownership
Trust,” by the consulting firm of Towers, Perrin, Forster, and Crosby;
“The Hidden Costs of ESOP’s,” by Triad Financial Reports; “Evalua-
tion of the Use of an Employee Stock Ownership Plan as a Method
of Capital Formation for ConRail,” by the E. F. Hutton Co.; an
analysis of the Kelso plan by Julius Allen of the Congressional
Research Service; and a background report on ESOP’s by Don
Sullivan of the firm of Towers, Perrin, Forster, and Crosby.

My apprehensions with regard to employee safeguards were com-
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I should like to direct special attention to the %I;epa.red statement
on ESOP’s written especially for the record of this hearing by the
distinguished professor of economics at Harvard University, Richard
Musgrave. Professor Musgrave -responded to my personal request
to study this question and has provided us with a lucid and enlighten-
ing economic analysis. I believe that these articles raise those areas
of corcern which need to be considered by the committee and by the
legislative committees concerned.

Thank you, Mr. Chairman.

Chairman HumpHREY. Thank you, Senator Javits. Without objec-
tion, the material referred to by you for the hearing record will be
included at this point.

[The material follows:]

PREPARED STATEMENT oF RicHARD A. MusGravg, H. H. BurBANK PROFESSOR
oF PoriticaL EcoNomy, HaRvaRD UNIVERSITY, ON EMPLOYEE Stock OWNER-
sHIP PLANS

I have been requested to comment on the Kelso plan and am pleased to do so.
The debate over this proposal is difficult to disentangle, as it involves a number of
more or less related issues, including the appropriate tax treatment of employee
stock ownership plans, the case for broadened ownership of corporate wealth and
for profit sharing, as well as provision for increased availability of equity capital.
To see the plan in its proper perspective and to cut through the vastly exaggerated
claims which are made on its behalf, let us see how this plan differs from other and
more conventional pension and financing arrangements.

Kelso Plan and Alternatives

For this purpose, let me compare four procedures, all of which cost the same to
the company in trust fund contributions and involve the same expansion of real
assets.

Alternative I. We begin with the Kelso procedure which involves these steps:
(2) The company establishes a qualified, tax exempt employee pension trust;
(b) the trust borrows $1 million from a bank and invests this in shares of the
company; (¢) the company uses these funds to increase its real assets, thereby
expanding earnings; (dy the company makes tax-deductible payments to the trust
in the amount of $1 million, which amount is used to service (pay interest and
amortize) the debt; (¢) ownership of the shares accrues to the employees in
proportion to their wage receipts; (f) if the employees receive their shares or cash
equivalent upon retirement and become taxable at that time. Assuming a tax rate
of 20 percent, they will pay $200,000 in tax.

Alternative 11. Next, suppose that the trust fund does not engage in contracting
debt. Rather, (a) the company borrows $1 million directly, an expands its
capacity; (b) the company makes a tax deductible contribution of $1 million to -
the trust; (c) the trust invests these proceeds in the shares of the company; (d) the
company uses the proceeds to pay off its debt; (¢) as before, the employees are
taxed at the time of distribution.

‘Aliernative II1. This alternative is similar to II except that the trust fund
invests in the general capital market and the company continues to carry the
debt.

‘Alternative IV. Under this alternative, the trust invests as in III but the com-
pany sells shares in the capital market rather than debt finances.

All these procedures can be followed under present law. How do they differ?
Alternatives I and II are equivalent for all parties concerned. The company
finds its real assets expanded, the debt has been gaid off and the trust is in the
possession of additional shares. Employees clearly have gained through ownership
of these shares if the company’s contribution was in addition to normal wages.
But even if the contribution is in lieu of wages, they have obtained some gain
because their tax is deferred and may be payable in the future at a lower bracket
rate. The treasury has incurred a corresponding loss. In short, the outcome of the
Kelso procedure is precisely the same as for direct borrowing, provided that trust-
fund receiFts are reinvested in the company. Under alternatives III and IV the
position of wage earners remains the same as under I and II, except that their



equity investment is outside the company. The position of the company differs
in that the financing is by debt under ITI and the shares are held by outside
investors under IV. Finally, how is the position of the “old”’ shareholders affected?
If we assume that the company’s contribution to the trust is in lieu of wages,
there is no effect at all; but the value of their equity is reduced if the contribution
is additional. Such is the case under all four plans, the Kelso approach being no
exception.

Evaluation of Kelso Procedure

Viewing the Kelso procedure on this comparative basis, what are its advantages
and disadvantages?

1. It is argued that the Kelso approach results in a gain to the company because
ownership in the work place renders labor more productive. This gain in produc-
tivity and the resulting reduction in labor cost is said to offset the cost, of the
company’s contribution to the trust, so that the value of shareholder’s equity
is not reduced thereby. As has been pointed out repeatedly, this is a very dubious
argument. A favorable productivity effect may well result with regard to manage-
ment personnel and small companies, but it is more questionable with regard to
the average worker in a large corporation. The romance of worker-ownered
companies, while attractive in Yugoslavia or Peru, is not readily adaptable to
the. U.S. setting of giant corporations. In any case, the situation would be the
same under alternative I1, provided that the trust is required to invest its proceeds
in the same company. However, such productivity advantage as is gained thereby
must be weighed against the disadvantage to the employees as investors, which
results from thus limiting their portfolio.

2. Assuming perfect capital markets, all four approaches would lead to similar
results, but markets are not perfect. The company may have no access to the
equity market and an arrangement with the trust fund to reinvest mls(]y provide the
only way to obtain equity funds, or to obtain them at lower cost. Note that this
result could be accomplished under alternative II as well as I. In either case it is
questionable whether the employees should provide this service to their company,
and in particular to companies which are not sufficiently strong to have access
to the capital market.

3. Under the Kelso approach, as under alternative II, investible funds are
obtained through the advancing of bank credit, a feature which would not be
available under IIT and IV. Within the context of a given monetary policy which
permits a set total of credit expansion, this expansion must be offset, however,
against a similar reduction in available funds somewhere else in the sytstem.

oreover, even if a net expansion occurs, this is a once and for all increase only,
as the debt comes to be paid off later on.

4. But is not alternative I superior from the company’s point of view to alter-
native IT because, by channelling its borrowing through the trust, it is able to
deduct for purposes of the corporation tax not only interest (as under II) but also
debt retirement? This seems a powerful advantage at first sight, but at closer
consideration the argument proves spurious. Assume that $100 are raised at 10
percent and, to simplify, consider the loan to be repaid in one year. Under the
Kelso plan, the company pays $100 to the trust, with a net cost of $524$5.20=
$57.20. Under alternative II, the payment to the bank equals $100, at a net cost
of $100+8$5.20==8$105.20. In addition, a $100 contribution to the trustis made at a
net cost of $52, making for total payments of $157.20. At the same time, the
company’s equity is increased as the debt is repaid (real assets are added and the
liability is liquidated) by $100, leaving a net cost of $57.20, the same as under I.

Policy Issues

The special feature of alternative I (the Kelso approach) is its linkage of the
trust fund arrangement with trust fund borrowing and the reinvestment require-
ment. Note that the reinvestment requirement can also be linked with direct
borrowing, but that borrowing through the trust must go with reinvestment. The
policy issues which emerge are as follows:

1. Should additional tax support be given to pension plans in general?

2. Should special support be given to reinvestment?

3. Should special support be given to contributions to the trust fund if
these are used to amortize trust fund debt incurred on behalf of the company?

The first objective might be implemented by increasing the present limit of
15 percent of wage payments to say, 30 percent, as has recently been proposed.
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The question here is whether this form of investment is most desirable from the
point of view of the small investor, and whether such incentives as are given
should be restricted to the pension fund arrangement. Moreover, if such an ap-
proach is followed it should be limited to contributions made in relation to wages
as distinct from salaried personnel. The second objective might be implemented by
relating the limit of deductible contributions to the degree of reinvestment in the
company, but I doubt the wisdom of giving a special incentive of this sort. If the
employee is to be made a capitalist, let him have the same option which is available
to other investors of choosing his investment where it seems most advantageous.
The third objective might be achieved by permitting deduction at above 100
percent (say 150 percent as recently proposed) of corporate contributions which
are used to repay trust fund borrowing. Such a move appears to be advocated by
the proponents of the Kelso plan, but it would be undesirable. I consider it such
for two reasons. (1) I do not favor giving the trust a special incentive for reinvest-
ment in its own company, & move which becomes necessary if the trust serves as
borrowing agent. (2) I see no advantage in this round-about procedure. If the
company is to obtain funds through borrowing, it can do so directly and without
drawing a magical veil over what actually goes on. The so-called ‘‘leverage’’
provided by the Kelso arrangement is equally available, and more simply and
visibly so, by direct borrowing; and employee ownership in the company, if held
desirable, may be obtained more simply and directly by reinvestment of trust
proceeds without involvement in borrowing.

In concluding, I would note that this discussion has dealt with the question of
trust fund contributions (deferred wages) made in lieu of direct wage payments or,
in any case, independent of company profits. These proposals therefore do not
address themselves to the issue of profit sharing, where company contributions are
linked directly to profits. Shared profits may be paid out currently, or they may be
held in a pension trust arrangement. The further question arises whether the
employees’ profit share should depend on profitability at his place of employment
or on the profitability of companies at large. Under the latter approach, part
of corporation tax revenue could be set aside for investment in an employee
owned mutual fund, the type of approach now under discussion in European
countries. In short, there are a large number of possibilities to be examined, but the
particular arrangement proposed by the Kelso plan does not rank among the more
attractive ones.
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EMPLOYEE STOCK OWNERSHIP PLANS: CURRENT STATUS AND
PROPOSED LEGISLATION

Introduction

The concept of employee stock ownership has long been debated as
a method of achieving greater productivity for the employing firm and
greater income for the employee. It is one of several proposals,
including profit-sharing, labor-rx.lanagement productivity committées,
and productivity-sharing arrangem’ents. that have been adopted in vari-
ous situations to provide greater worker participation in business.l/

Many differeﬂt types of employee stock ownership plans (ESOP's)
can be found today throughout American industry. One traditional type
is the stock purchase plan designed to encourage employees to utilize
their own funds to acquire company stock while remaining an employee.
Typically, the compé.ny concerned contributes to the plan in various
ways including establishing a system of payroll deduction for employee
stock purchase, arranging for reduced or no brokerage fees in stock
purchase, or making a company contribution bften - 20-25 cents for .
each dollar céntributed by the employee) to supplement employee funds.
Sometimes stc;ck purchase 'plans areApart of a more general employee

retirement or savings plan.

1/ For a broader discussion of employee stock ownership plans .
as well as other methods of achieving greater worker participation and
ownership in business, see "Worker Participation and Ownership in-
American Business' by Peter Henle, Congressional Research Service
Multilith No. 74-192E, Nov, 1, 1974,
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For a number of leading American industrial firms, including
American Telephoné and Telegraph, an employee stock-purchase plan
dates back to the early.1900's. These plans became more popular
during the 1920's, although some of these did not survive the depres-
sion of the 1930's. A 1966 survey indicated that one-fifth of the firms
whose securities were listed on the New York Stock Exchange had an
employee stock purchase plan. In addition such plans were also well
represented among banks apd insurance companies. L However,
the practice is far more prevalent among the larger than the smaller
size firms.

In addition to such stock purcflase plans for all employees, many
firms as part of their executive compensation progfam have adopted
stock option plans for higher levels of management under which the
employee is offered an option to purchase company stock at the current
market price without actually making payment until sometime in the
future. Later, if the price of the company's stock should rise, the
employee can exercise his option to purchase the stock and thus bene-
fit from the appreciation in value. Moreover, for a qualified option
the gain in the value of the stock is not taxed until the stock is sold,
and gain wi}l be taxed at capital gains rates (typically half the usual
rate) when sold if certain conditions are met. (The difference bet-

ween the option price and fair market value at the time- of the option

2] Mitchell Meyer and Harland Fox, 'Employee Stock Purchase
Plans', National Industrial Conference Board, Studies in Personnel
Policy, no. 206, 1967, :



may, however, be subject to the minimum tax). The rationale behind
such stock option plans is that this type of favorable treatment is neces-
sary to agsure the firm of retaining the valued experience of individ~
uals with high managerial ability.

More recently an increasing number of firms have been adopting a
soﬁewhat different type of stock ownership plan, in the nature of a
stock bonus plan, one in which a separate trust is creafe_d to receive
contributions from the employer in the form of shares of stock to be
held and allocated among the individual employees. Stock allocated .
to an employee acc'umulates over a period of years, to be distributed
whenever employment is terminated. normally upon retirement. In
this form, the stock ownership plan is a form of compensation to the
employee having somewhat similar characteristics as an employee pen-
sion or defe’rréd profit-sharing retirement plan. (Corporations are
allowed to deduct the fair market value of contributed stock, just as
they are allowed to deduct contributions to pension and profit sharing
plans.) .

In fact, no clear demarcation exists between a deferred profit-
sh:-'xring plan and an employee stock ownership plan. Both types of plans

'utilize the device of a fund or trust to receive employer contributions
and both represent a form of supplementary compensation to the em-
ployee, aimed primarily at providing a source of income at retirement.
The central characteristic of a deferred préfit-sharing plan is that the

employer contributions to the plan are based on profit---no profit, no

€9-174 O - 76 - 2
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contribution. The central characteristic of an ESOP is that the in-
dividual employee can acquire tiltle to shares of stock in the firm for -
which he works. Thus, one plan(profit-sharing) focuses onthe formula
for the employer's contribution while the other (ESOP) focuses on the
granting of ownership rights to the employee. However, the difficulty
of classifyihg plans is illustrated by the plans which relate the em-
ployer's contribution to profits and also prbvide a fund to purchase’
shares of the firm's stock to . be allocated to individual employees.

One variant of this type of stock ownership that has gained special.
attention in recent years represents the work of Louis O. Kelso, San
Francisco lawyer-economist. The "Kelso Plan" is a broad proposal
to improve economic performance by giving employees a share in owner-
ship of their firms. The key element in a Kelso Plan is a method of
-utilizing an employee stock ownership planto help the employer borrow
money from the capital market.

Here is the way the plan operates. The company establishes a
qualified tax-exempt trust under the Internal Revenue Code. When
the corporation requires funds for expansion, instead of going directly
to the money market, ‘the trust borrows the necessary funds which in
turn are invested in shares of stock of the corporation, the shares
being sold at their fair market price. The corporation has the use
of the' bofrowed funds and guarantees to the lenders that it will make
sufficient annual payments into the trust to meet prihcipal and interest

payments on the loan. The stock is owned by the trust on behalf
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of participating employees and as the principal and interest payments
are made, the shares of stock become free of any lien and are alloca-
ted to each employee's individual account. An important question is
whether the stock is to have voting privileges and, if so; who will
exercise those voting rights.,

Dividends may be treated a variety of ways depending on the plan.
Under some plans, the dividend payments on stock are used to reduce
the amount the corporation must pay into the fund. In other cases
dividends on allocated stock are additional payments into the trust or
paid directly to the employees.. As will be seen later, the level of
dividends paid and the use of these dividends has a significant impact
on the tax benefits and the net cost of the plan to the corporation.

A vesting requirement is typically included under which the em-
ployee becomes entitled to his allocated stock only as he meets certain ‘
service requirementé. Most employees are fully vested by thg time
they hav<‘e completed ten years of service.

Typically the employee receives his vested allocated shares of
stock or cash equivalent only at retirement or upon termination of
employment, although in some cases certain t);pes of emergency dié-
tributions are permitted. In case of death, the employee's stock passes

to his estate.



3/ .
Mr. Kelso has written extensively regarding his plan.” His main

thesis can be summarized as a belief that (1) increased output depends
primarily on increasing inputs of capital and (2) that greater owner-
ship of such capital by afirm's employees will provide a second income
to workers enabling them to share moredirectly in the increased output
resulting from the increments of capital input and giving thexﬁ greater
incentives to increase their productivity and their interest in the
profitability of the firm. As Kelso has said, "All we're doing is

cutting the average worker into the capital gains pie." More informa-

tion regarding Mr. Kelso's economic views can be obtained from a
recent analysis by a Congressional Research Service economist. &
Although these newer types of emplbyee stock ownership plans have
attracted greater interest in recent years, they have not yet been
widely adopted. Employee stock purchase plans continue to operate

in many major corporations. A number of firms, including Hallmark

Cards, Inc., whose profit-sharing plans have been built upon a broad

37 Louis O. Kelso and Mortimer J. Adler. The Capitalist Mani-
festo. New York, Random House [1958] 265 p.; Louis O. Kelso and
Pairicia Hetter. ''Corporate Social Responsibility Without Corporate
Suicide." Challenge, July/August 1973: pp.52-57; Louis O. Kelso
and Norman G. Kurland. "Financing Economic Growth and Environ-
mental Protection to Strengthen the Market Power of Consumers."
Testimony to the Subcommittee on the Environment . of the House
Committee on Interior and Insular Affairs, January 31, 1974; Louis
O. Kelso and Mortimer J. Adler. The New Capitalists, a Proposal
to Free Economic Growth from the Slavery of Savings, New York,

andom House p.; Louis O. Kelso an atricia Hetter.
Two-Factor Theory: the Economics of Reality: How to Turn Eight
Million Workers 1'n'fo Capitalists_on Borroweii Money and Other lgro-

posals, New York, Vintage Books [1963] 202 p.

4/ "Kelso Plan" by Julius W. Allen, Senior Specialist in Price
Economics, Economics Division, Congressional Research Service,
October 24, 1974.
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diversified portfolio have recently switched investment philosophies
to concentrate their funds' investments in the stock of their own com-
pany, thus in a sense adding to the ranks of firms with employee stock
ownership plans. However, these plans have generally retained their
profit-sharing character since employer contributions continue to be
related to profits.

There are perhaps 100 Kelso-type stock ownership plans. The
first of these in 1957 involved the Peninsula Newspapers, Inc., Palo
Alto, Cal, ,whichutilized an ESOP to avoid a takeover by another news-
paper chain, Since Mr. Kelso is based in San Francisco, it is not
surprising that a large proportion of plans are located in California,
including the Brooks Camera Co., a chain of retail photographic étores.
Many Kelso plans have developed in special financial situations such as
cases where a large firm wishes to divest itself of a subsidiary cor-
poration, where the owners of a closely-held corporation wish to sell
their stock,' or where the firm is threatened by a takeover action from
another company. Althoughmost firms with Kelso-type plans are rela-
tively small, the group does include some larger firms, including
E-Systems, Inc., a Dallas electronics and aircraft systems concern

with 7, 000 employees.

Present Tax Treatment

Employee stock ownership plans receive certain special treatment

under the present tax laws, but this treatment is essentially the éame
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as other benefit programs desigﬁed to supplement employee gcompensa-
tion through employer contributions to atrust, such as a funded pension
program or profit-sharing plan.

If such an employee stock ownership plan meets the test set forth
in Section 401(a) of the Internal Revenue Code, it would benefit from
special tax 'treatment (generally applicable to qualified pensiclm. profit
sharing and stock bonus plans), as follows:

1) Contributions to such trusts are deductible by the employer,
but not taxable to the employee until actually received.y In the case
of a Kelso-type financing, employer payments to the trust would be
deductible. Since these contributions are used to pay principal and
interest, the effect is to allow a deduction for repayment of the loan,
which is not allowed in conventional financing.

2) The trust is tax exempt so that earnings of the trust are not
taxed currently.

3) Dividends paid to the trust in a Kelso-type plan are not subject
to taxation until actually paid out to the employee. While in the trust,
they may accumulate earningstax-free. Any dividends paid to employ-
ees are taxable to the recipient ; however the tax law allows an exemp-

tion for the first $100 ($200 for a joint return).

57 The general rule Jor taxation of an annuity is as follows: if
the employee contributed to the plan, he is taxed on the part of the
annuity representing the employer's contribution, based on life expec=
tancy. However, if he will recover his contribution within three years,
payments are exempt from taxation until his contribution is recovered,
and taxable thereafter. If he did not contribute, the annuity is taxable
in full,



4) Distributions to employees are eligible for special tax treatment
under certain circumstances, including capital gains treatment or av-
eraging for certain lump sum disbribu.tions. and in the case of the
death of an employee, cert;ain exemptions of payments from income and
estate taxes,

The special rules for taxing distrib_utions do not constitute a feature
of major importance. Rather, the benefits from the treatment of
pension plans result primarily from two features:

1) Because deductions for contributions are taken before such con-
tributions are taxed to employees, taxes on this income are deferred.
A deferral of taxes is like an interest-free loan, with the benefits
equal to earnings on the deferred taxes.

2) In the case of retirement plans, an employee is likely to be
paying tax at a lower rate when he begins to receive his annuity since
his income subject to tax is likely to be lower, not only because he
ig no loniger at work but also because he may benefit from such pro-
visions as the exemption of social security benefits, the retirement
income credit, and the additional personal exemption for the elderly.

It has been estimated that this treatment of pension contributions
and earnings will cost the Treasury about $5. 7 billion in tax receipts
in FY 1974, assuming the same level of employer contributions would
continue without the special treatment. However, only a small pro-
portion of this sun'; canbe attributed to the limited number of employee

stock ownership plans. 'No specific estimate is available,
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Recent Congressional Action

A number of legislators have expressed strong support for employee
stock ownership, including in some cases a gpecific interestinthe Kelso
Plan. At least in part because of the support of these legislators, the
following four recent enactments have made special reference to em-
ployee stock ownership plans:

Rail Reorganization: The Regional Rail Reorganization Act of 1973

(P.L. 93-236) includes a provision that could lead to adoption of some
type of employee stock ownership plan in the final reorganization of
the bankrupt railroads of the Northeast and Midwest. Under the Act.
a non-profit Government corporation, the U.S. Railway Association
(USRA) will plan the financial and physical structure of a new private
business enterprise, the Consolidated Rail Corporation, which will take
over the operating assets of the bankrupt railroads. The USRA is re-
sponsible for performing certain emergency functions regarding the
bankrupt railroads, but the association is also assigned the responsibil-
ity of developing a "'final system plan" for the new private corporation
that will be subject to ultimate review and approval by Congress.
The final system plan, according to the Act, is required to set
forth among other things,
" the manner in which employee stock ownership plans may, to
the extent practicable, be utilized for meeting the capitalization
requirements of the Corporation, taking into account (A) the relative
cost savings compared to conventional methods of corporate finance;
(B) the labor cost savings; (C) the potential for minimizing strikes
and producing more harmonious relations between labor organizations
and railway management; (D) the projected employee dividend incomes;
(E) the impact on quality of service and prices to railway users; and
(F) the promotion of the objectives of this Act of creating a finan-

cially self-sustaining railway system inthe region which also meets
the service needs of the region and the Nation, (Section 206(e][3]."
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Thus, Congress has indicated its interest in utilizing some type of
employee stock ownership plan for meeting the capitalization require-

ments of the new Consolidated Rail Corporation.

Pension Reform: The pension reform legislation (Employee Re-

tirement Income Security Act of 1974; P.L. 93-406) sets standards °
and regulates activities of all private pension plans in such different
areas as vesting (circumstances under which the employee becomes
entitled to a pension at retirement), funding, fiduciary standards for
administering pension funds, reporting and disclosure to participants
and public authorities.

With reference to employee stock ownership plans, the new law
provides certain special treatment in the sections setting forth stand-
ards of conduct for plan trustees and administrators. Employee stock
ownership plans (defined in Sec. 407) are exempted from the following:
1) the requirement for diversification of plan investments (Sec. 404);
2) the requirem.ent that not more than 10 percent of plan assets be
investedin employer securities and employer real property (Sec. 407);
and 3) the prohibition of party-in-interest transactions as applied to a
loan toanemployee stock ownership plan providing the loan is primarily
for the benefit of participants and beneficiaries and does not carry an
excessive rate of interest (Sec. 408). These provisions were designed
to permit employee stock ownership plans to continue generally accept-

ed methods of operation.
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Trade Act: Title II of the Trade Act of 1974 (P.L. 93-618) es-
tablishes various types of Federal programs to alleviate economic
hardship caused by import competition. A new feature of the law is
provision for adjustment assistance for communities (Title II, Ch. 4),
supplementing assistance previously available to workers and firms.

The aim of the new community adjustment assistance program is to
create new job opportunities in areas adversely affected by increased
imports. Communities meeting specified criteria, as administered
by the Secretary of Commerce, will be eligible for a x}ariety of assis-
tance programs, including technical assistance and direct grants for
land acquisition and development, public worker, and public services.

4 As one method of attracting new investment to eligible areas, the
Secretary of Commerce is authorized to make loan guarantees to ac-
quire, construct, or modernize plant facilities. In reviewing applica-
tions for loan guarantees under the Act, the Secretary is required to
give preference to corporations which agree to place 25 percent of the
principal amount of the loan into a qualified trust under an employee
stock ownership plan providing the plan meets certain criteria set forth
in.the Act.

1975 Tax Law: The Tax Reduction Act of 1975 (P. L. 94-12) contains
a provision to encourage contributions .to employee stock ownership
plans. The Act increased the investment tax credit from 7% to 10%
for 1975 and 1976. However, a corporation may take an 11% credit
for the first year if it invests the additional 1% credit in an employee

stock ownership trust. Because the investment tax credit reduces the
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company's tax liability dollar for dollar, the cost of these contributions
will be borne entirely by the Government, i.e. there will be no sharing
by the corporation of the costs. There are some special restrictions
accompanying this provision, including a requirement that the partici;

pants be immediately vested.

The Corporation's View of the Employee Stock Ownership Plan

A number of benefits can accrue to the corporation that initiates
an employee stock ownership plan, but at the same time, certain risks
can be involved.

The basic benefit claimed by proponents of employee stock owner=
ship plans is improved productivity and greater efficiency as employees
gain a greater fina:ncial stake in the enterprise. ~Whether or not an
employee stock ownership plan would have this result is difficult to
gauge. Probably there is no general rule that can be applied. For
large corporations concerr.xed ,aboﬁt morale of rank and file production
workers, it seems doubtful that dispensing what would have to be a
r.elatively few shares of stock to each emplo&ee would mean greater
employee loyalty and higher productivity. More important would be
the corporation's record over the years in dealing with its employeeé.
On the other hand, if the corporation's workforce is limited and in-
cludes a high proporfion of white collar or technical employees, the
opposite may be true and the distribution of stock through the ESOP
may prove to be a meaningful incentive that will enhance employee

performance. It seems significant in this respect that the newer types
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of ESOP programs seem tohave proved more attractive to small rather
. than large corporations.

Certain very real advantages of utilizing an ESOP do occur as a
result of tax law. An ESOP carries with it the special tax treatment
accorded all pension, profit-sharing, and stock bonus plans. In ad-
dition, if the ESOP is utilized as a Kelso-type plan, any corporate
financing through the trust permits the corporation to deduct as a
taxable expense payments of both interest and principal on the total
amount borrowed (although there are limits on the amount of deductible
contributions). With conventional borrowing through a bank loan,only
the payment of interest would be .deductible.

In addition to this general tax advantage, the ESOP might appear
attractive for s’everal other reasons. For example, if the ESOP served
as the corporation's major retirement plan, it would have many of the
advantages of a profit-sharing retirement plan, but in addition, greater
flexibility in that the company's contri})utions need not be profits in
each year. Moredver. similar to profit-sharing, an ESOP plan would
not be subject to certain restrictions regarding investments recently
enacted in the Employee Retirement Income Security Act of 1974,
Of course, corporations already heavily committed to supplementary
compensation programs would find an ESOP less attractive unless it
were willing to drop or modify its existing programs. It should also
be noted that the Internal Revenue Code places a ceiling of 15% of com-
pensation (as well as specific individual ceilings) on the amount that
a corporation can contribute to qualified trusts and stﬁl receive special

tax treatment.
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Another advantage of the ESOP system for a corporation might be
its use as an executive compensation plan or as supplement to an exist-
ing such plan. It should be noted tﬁat benefits under an ESOP are
allocated in proportion to individual compensation. Thus, the plan,
like most deferred compensation plans, will tend to favor the more
highly compensated employees, or as one proponent of ESOP indicated,
""Since the ESOT (Employee Stock Ownership Trust) enables employees
to acquire stock ownership with pre-tax funds, ‘requires no employee
contributions, avoids the necessity for employees to use accumulated
savings or individually borrowed funds in order to purchase stock, and
enables the corporation to deduct the full cost of the benefits, the
ESOP is frequently superior as an executive compensation device to
stock option plans, stock purchase plans, restricted stock purchas\e
plans and other similar plans which reduce employees' take home pay. "

Finally, for closely held corporations, the ESOP ca.n be utilized to

provide a buyer for the purchase of company stock from controlling

6/

shareholders, minority shareholders or outside investors, thus elimina-

ting one of the possible reasons why a company might be forced to "go
public" and issue publicly available shares of stock.

Despite these clearcut financial advantages, certain costs or rigks
accompany any ESOP. To begin with, when a corporation takes the
step of involving its employees ir-n a stock ownership arrangement, it

is not only demonstrating its faith in the enterprise but also expressing

6/ JohnD. Menke.” "The Employee Stock Ownership Trust: A Néw
Trend in Employee Benefits and Corporate Finance." Chartered Life
Underwriter's Journal, v. 29, Jan, 1975;: 31-36.
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some confidence that in the future the price of the stock will rise.
Otherwise, the gains to the emplbyees are likely to be quite limited
(see next section). If this does not occur, the adverse employee reac-
tion is likely to more than offset the benefits that may have followed
adoption of the plan.

Moreover, the special tax advantages under a Kelso-type plan of
financing required new capital through the ESOP trust also involves
a certain cost. That cost occurs because thié method of financing
establishes a continuing obligation for a company, the issuance of ad-
ditional shares of stock which will have a continuing claim on any
dividends long after the particular capital venture for wﬁich the funds
will be raised has been fully repaid.

Under an ESOP the tax deduction for érincipal ac.ts to offset the
additional cost of dividends during the term of the loan. Depending
on the level of d_ividends paid and the way the plan.is set up, the tax
saving may or may not completély offset the additional co,sté incurred
in paying dividends on outstanding stock. The following are ways in
which dividends might be treated:

(1) Dividends could be used to reduce the corporation's payments
to the trust until the loan is paid off.

(2) Dividends oﬁ unallocated stock could be used to substitute for
principal and interest payments with dividends on allocated stock paid
;co employees.

(3) Dividends paid on the stock could be paid over to the trust or
passed through toemployees, with the dividends in addition to payments

for principal and interest.
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The level and treatment of dividends affect cost to the corporation
for two reasons. First,:any dividends paia in addition to principal
and interest represent an additional cos-t. Second, even when dividends
are substituted for principal and interest, they are not deductible to
the corporation and tend to offset the benefit to the corporation of deduc-
ting payments of principal.

Thus, the least advantageous arrangement for the corporation is a
plan where high levels of dividends are paid in addition to principal
and interest while the most advantageous situation is one in which no
dividends are paid.

These features can be ijllustrated by an example from corporate
finance chosen to exemplify the type of borrowing for which a Kelso-
type ESOP could have been utilized. One such example involves the
Santa Fe Railway Company (part of Santa Fe Industries) which reg-
larly borrows funds from the capital market to finance the purchase
of new equipment. In March 1975 it offered $15 million worth of equip~
ment trust certificates to mature over the next 15 years at the rate
of $1 million a year, with interest rates ranging between 6.25% and
8.20%.

Let us assume that instead of asking for competitive bids on this
offering, the Santa Fe had set up an ESOP trust which in turn would
have borrowed‘the $15 million and purchased $15 million in Santa Fe
stock with the Santa Fe agreeing to place into the ESOP trust each
year the funds necessary to pay all interest charges plus redemption

of $1 million annually in principal.



28

CRS-18

Table 1 compares the net {(after tax) cost to the corporation under
four alternative financing situations and illustrates the impact of the
plan set-up and the level of dividends. Alternative 1 is a conventional
borrowing arrangement. Alternative 2 is a plan where dividends sub-
stitute for principal and interest (using the 6.7% dividend rate being
paid by Santa Fe at the time). Alternative 3 is a plan where dividends
on unallocated stock are used to substitute for principal and interest,
while dividends on allocated stock are additional payments to employ-
ees. Alternative 4 shows net costs if no dividends were paid.

This table suggests the following:

1) The taxbenefits for ESOP under present law would not have been
sufficient to make ESOP attractive from a corporate financing stand-
point for Santa Fe if net costs alone were considered. The same would
be true of other publicly-held corporations where dividend levels are
relatively high.

2) The tax benefits make ESOI? attractive as a corporate financing
plan where a very low level or no dividends are being paid.

3) One can easily establish the break-even pointas for dividend levels
under pertain alternative plan set-ups (for the loan repayment period).
In this example, if all dividends are paid in addition to principal and
interest, the break-even point would be where annual dividends do not
exceed the annual tax savings from deducting principal ($.48 million)
or 3.2%. If dividends are substituted for payments, they cannot exceed
the amount of the principal repayment ($1 million) or 6 2/3%. It
would also be possible to determine the break-even point for sub-

stituting dividends on unallocated stock for principal and interest while
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NET (AFTER-TAX) COST OF CORPORATE BORROWING UNDER FOUR

(Based on Financial Dafa from Recent Borrowing of Santa Fe Railroad)

Basic Information
=== mormanon

Amount Borrowed - $15 million

Term of Borrowing - 15 years, $1 million to mature at the
end of each year, with each issue
carrying a separate interest rate
ranging from 6.25% (for a one-year
issue) to 8.20% (for a fifteen year
issue),

(In Millions)

Net (After Tax) Costs

Kelso Plan-
6.7%
Total Kelso Plan Dividends
Principal Conventional 6. 7% Dividends Paid to
and Interest Borrowing Paid to Trust, Employees
Payments Without Substitute for When Kelso Plan-
Before Using Principal and Stock is No
Year Taxes ESOP Interest Allocated Dividends
1 $2.130 $1.5876 $1,590 $1.590 $1.1076
2 2.0675 1,5551 1,5575 1,59234 1,0751
3 2.0025 1,5213 1,5237 1.59338 1,0413
4 1, 9335 1, 48542 1,.48782 1,59234 1,00542
5 1.862 1.44824 1,45064 1.59 . 96824
6 1,788 1,40976 1.41216 1,58636 . 92976
7 1,713 1,37076 1.37316 1,5822 . 89076
8 1.637 1,33124 1.33364 1.57752 .85124
9 1,560 1,2912 1,2934 1,57232 .8112
10 1,4825 1,2509 1.2533 1.56686 .7709
11 1,404 1,21008 1.21248 1,56088 . 73008
12 1,325 1.169 1.1714 1,55464 .689
13 1,245 1,1274 1,1298 1,54788 .6474
14 1.164 1.08528 1.08768 1,5406 .60528
15 1,082 1,04264 1.04504 1,.5328 .56264
Total
Years 1-15 $24.396 $19. 8859 $19.92172 $23.58012 $12.68592

*Explanation of Columns (1)-(4) on following page.

69-174 O - 76 -3
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Explanation of Columns (1)-(4)

(1) Net after tax cost is equal to principal plus interest minus 48%
(the corporate tax rate) of the interest payment.

(2) Net after tax cost is equal to principal and interest payments
reduced by 48% of the sum of these payments minus total dividends.
For example in the first year the net cost equals $2.130 minus
.48 ($2,130 minus . 067 [$15]); in the second year $2.0675 minus
.48 ($2. 0675 minus . 067 [$15]).

(3) Alternative 3 is similar to Alternative 2 except that dividends

' on allocated stock (equal to the amount of principal repaid) are
paid directly to employees and are in addition to principal and
interest payments. The effect is to increase the before tax cost
eﬁch year. At the same time, the tax savings are increased each
year bécause more of the principal and interest is deductible since
the amount of dividends substituting for principal and interest pay-
ments becomes smaller with each succeeding year. However,
the additional tax savi‘ngs are not sufficient to offset the increase
in gross costs, Under this alternative, the net cost would be
the same as Alternative 2 in the first year since all stock is
unallocated. In the second year the cost would be $2.0675 plus
.087 ($.) minus .48 ($2,0675 minus .067 [$14]). "In the third -
year, the costwould be $2,0025 plus . 067 ($2) minus .48 ($2. 0025
minus . 0687 [$13]). .

(4) Net after tax cost equal to principal and interest minus 48% of
principal and interest payments (.52 times principal and interest

payments),
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paying dividends on allocated stock although a discounted value would
have to be used.

Of course, all these comparisbns do not include the cost of divi-
dends paid after the loan is repaid nor d6 they deal with any cosg of dilu-
ting the company's stock., This dilution would be offset in some ca;es
by additions to equity through the tax savings realized. However,-
there is also the question of voting power of the stock held by 'em;.ﬂoy-"
ees. Under the ESOP system, there is no requiremex;t that the shares
held by the trust be voted by the individuals to whom the stock .has
been allocated. However, if voting rights on vested shares are passed
through to the employees, the company must be prepafed to recognize

the employee interest involved.,

The Employee's View of the Employee Stock Ownership Plan

Since, under ESOP, the individual employee is not asked or requir-
ed to make any contribution in order to receive his shares of company
stock, it would seem that he cannot possibly lose and therefore.should
be a strong supporter of the proposal., In a number of cases,- this has
been true. Some employee stock ownership plans (with or without profit-
sharing) have helped to enhance employee loyalty to the firm and have
yielded participants substantial payments upon retirement, Employees
of Sears Roebuck, for examplé, are noted for their support to their
profit-gharing, stock ownership plan which has paid out handsomely as
the Sears stock appreciated. _

However, the chief beneficiaries under these plans are typically

the longer-service managerial employees whose level of compensation
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entitled them to significant stock accumulations under the plan. Em-
ployees as a group, especially those holding manual jobs, do not seem
very interested in pushing for an ESOP, anda number of union organiza-
tions have declared themselves‘ as strongly opposed to ESOP. Recent-
ly, the labor unions in the railroad industry, including both operating
and non-operating groups, after hearing a detailed presentation of the
"Kelso Plan' in connection with the provisions of the Regional Rail Re-
organization Act adopted a resolution rejecting the proposed ESOP as
"contrary to basic trade union principles and not in the best interest
of railroad workers or the unions which represent them."™

What reasons might there be for this employee and union skepticism
regarding ESOP? The following points are suggested:

1) The employee and his representative are naturally suspicious of
getting ""something for nothing.'" The employee may wonder whether
the employer in fact will be expecting something in return - perhaps
greater effort at the workplace, perhaps reduced employee pressure for
a wage increase or benefit liberalization the next time the company's
bargaining agreement comes up for renewal. Under such circum-
stances, the employee might reason, he is not so certain that he would
prefer ownership of company stock if in return the employees were
denied certain improvements in wages or benefits.

2) As a basic retirement plan, the ESOP system has certain defic-

iences from the standpoint of the employee. Payments into the fund,

5'7_/ ™I.abor" (weekly newspaper of railroad labor unions), March 30,
1975,
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for example, are entirely dependent upon employer decisions. There
is no actuarially determined full funding goal to be achieved, nor is the
employer required, as in profit-sharing retirement plans, to provide
a certain portion of each year's profit. Moreover, investments of the
trust are typically confined to one type of security, the employer's
stock. The trust is not subject to the normal fiduciary standard of
diversification that was written into the Employee Retirement Income
Security Act of 1974, Consequently, there would be considerably great-
er risk of fluctuations in value for the retirement fund than would be
found in the typical employer-financed and funded retirement plan.

3) The employee may also wonder whether the shares of company
stock that he will receive will actually represent a substantial addition
to his earnings. This of course will depend upon the details of the
particular planthe company has established and corporate action under
the plan, If the ESOP has been instituted as a form of retirement,
the individual employee is credited periodically with his share of the
stock accumulated in the trust. The rate at which the employee ac-.
cumulates stock depends on the amounts that the corporation places in
the ESOT.

If the trust has been established to assist in corporate financing,
the process of accumulating stock in individual employee accounts be-
comes more complicated. If the trust has borrowed funds for corpor-
ate use, the stock deposited in the trust by the corporation remains
the property of the trust and is allocated to individual employees only

as’'the corporation each year pays into the trust sufficient funds to

»
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pay off the loan that the trust has obtained from banking sources. In
addition, entitlement to shares may be depeﬁdent upon the employee’s
completion of required yéars of service. Under these circumstances,
accumulation of stock by the individual employee can be relative1§' slow.

This can be illustrated by the Santa Fe Railroad example, The
figures in the attached Table 2 indicate the ‘annual payments which
the Santa Fe would make year-by-yea;r and the value of these payments -
to the average employee in terms of company gstock.

Several points can be made about these figures:

a) The value allocated tothe average employee intérms of company
stock is not impressive. It is hardly likely that an extra $30-$60 a
year can affect the individual worker's attitude tow:.ird his job or his
firm.

b) Allocations are typically made under an ESOP according to total
compensation received. Thus each individual employee over the 15
years would be receiving more or less than the average $739 depending
'upon his wage or salarylevel. More employees would be receivingless
than the average, some perhaps as low as $500 while others might be
receiving as high as $2, 000, E

¢) Dividend payments would alter these figures to the employee's
advantage. In March 1975, Santa Fe Industries stock was selling at
about $27 and paying $1.80 annually in dividends (6.7%). Typically
under an ESOP, dividends on unallocated stock are paid to the trust,
but once the stock is allocated to the individual employee, dividend

payments typically are made directly to the stockholder; this would
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VALUE TO EMPLOYEES OF USING KELSO-TYPE FINANCING
(Based on Financial Data From Recent Borrowing of Santa Fe Railroad)

Basic Information

Amount Borrowed - $15 million
Term of Borrowing - 15 years, $1 million
to mature at the
end of each year.
Number of Employees - 33,000 (Est.)

(34, 192 average during 1973) with
each issue carrying a separate
interest rate ranging from 6.25%
(for a one-year issue) to 8.20%
(for a fifteen year issue).

Payments by Santa Fe
(in Millions)

Value to

Interest Principal Total Average Employee
$1.130 $1.0 $2,130 $64, 54
1. 0675 1.0 2.0675 62.65
1,0025 1.0 2.0025 60.68
. 9335 1.0 1,9335 58.59
.862 1.0 1,862 56. 42
.788 1.0 1,788 54.18
.713 1.0 1,713 51,91
.637 1.0 1,637 49, 61
.560 1.0 1,560 47,27
.4825 1,0 1,4825 44, 92
.404 1.0 1,404 42.55
.325 1.0 1,325 40,15
.245 1,0 1,245 37.73
.164 1.0 1,164 35,27
. 082 1.0 1,082 32.79
Total $9,396 $15.0 $24,396 $739.26
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add to his income although the amounts would be quite slight in the
early years and even after the fifteenth yeér would average only about
$46.

d) These figures relate only to a single offering of equipment trust
certificates. If the ESOP system were maintained over a series of
years, and similar certificates were offered at frequent intervals, the
employees of course would accumulate stockholdihgs more rapidly
based on all outstanding issues of certificates. Assuming an issue each
year identical to the specific one cited, after 15 years the average
employ;ee would be allocated annually a total of $739 in company stock.

4) The employee may well be concerned about the possible up and
down fluctuations in the price of company stock. Under a number of
successful ESOP arrangements, the price of the company's stock has
risen over the long run, thus adding to the value of the participants’
holdings (on which taxes are deferred). However, stock prices
fall as well as rise, and the 1973-74 drop in the stock market gives
special emphasis to this homespun truth. In many lESOP situations,
the major attraction for the employee is the expected increase in the
value of his shares with the company's continuing. success and the con-
sequent rise in the price of each share. An employee less optimistic
about the future may be concerned that the stock that he éeems to be
getting as a gift may end up being less valuable after several years
than it was at the time it was originally éiven to the ESOP trust.
In this connection it is worth noting that under a typical ESOP the

employee does not have the option of withdrawing his stock and selling
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it on the market in order to make a different investment. Normally
a withdrawal of stock cannot be made under an ESOP until the indi-
vidual severs his connection with the firm either by quitting or retiring,

5) Finally it should bt; noted that labor unions have traditionally
opposed management initiated profit-s'haring or stock ownership plans,
particularly if introduced outside the scope of the collective bargain-
ing agreement. . While many local unions have cooperated in various
profit-sharing or stock ownership plans, most unions have argued that
such plans benefit only a small minority of employees at the expense
of acrogss-the-board increases in pay or other benefits. Also involved
in union thinking is the belief that such plans represent management

attempts to win employee loyalty outside union channels and thus under-

mine employee support for union collective bargaining efforts.

Proposed Changes in the Tax Law

Although employee stock ownership plans have been adopted under
current tax law, certain tax incentives have been proposed which are
designed to encourage the adoption of these plans, These tax changes
would be an extension of present tax benefits for pension, profit sharing
and stock ownership plans. As noted earlier these benefits are the
deductibility of employee contributions, the exemption of income earned
by the trust and the delay in taxability to the employee until benefits
are actually received;

Proposals have been made to increase the tax benefits allowed to

ESOP's primarily by liberalizing certain restrictions in present tax
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law and by increasing allowable deductions for the corporation. Al-
though the proposals take various forms, this discussion will focus on
two bills: S.1370, introduced by Senator Fannin in the 93d Congress,
and H. R.462 introduced by Representative Frenzel in the 94th Cdngress.
No hearings were held on either of fhese bills.

S. 1370 proposed the following changes:

1) An employee's pension, profitsharing or stock bonus trust would
be considered a charitable organization so contributions made to it as
gifts will be tax deductible.

2) Corporations could deduct any dividends paid on the stock in
the trust which are currently distributed to employees.

3) The current annual limitation on tax-deductible contributions of
15% of compensation would be increased to 30%.

4) An additional special deduction would be provided of one-half of
all contributions to a trust which repay the principal on the loan.

H.R. 462 would make changes similar to those contained in S.1370.
However, this bill would not allow the extra 50% deduction for pay-
ments of principal and would completely remove the 15% limit on’
contributions. Dividends would be deductible if distributed to employees
or used to pay indebtedness. In addition, it would (1) establish a cutoff
on tax deductible contributions when the value of an employee's assets
in the fund exceeds $500,000, (2) add to the options available to the
corpdration for distributing to an employee his allocated share of the
‘trust, (3) permit a repurchase option for stock wholly owned by em~

ployees, (4) exémpt lump sum distributions in an estate from any tax
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unless liquidated ar;d not reinvested, (5) enable advance opinions from
IRS on various features of ESOP plans, and (6) make distributions to
employees exempt from any wage ceilings which may be in force.

Thqs a major feature of both bills is allowing a deduction for divi-
dends paid. 5.1370 is more advantageous to the corporation because
it allows the extra 50% deduf:tion for payments of principal. However,
H.R.462 allows a deduction for dividends used to pay indebtedness,
as well as for dividends distributed to employees.

Both under present law and under the proposed changes, tax bene-
fits reduce the net cost of financihg. assuming that the corporation is
profitable enough to pay taxes. Assuming a corporation pays tax at
48%, then for any item which is deductible the Government contributes
48% of the cost. In the case of the principal in S. 1370, the Government
would pay 72% of the cost,

These proposed changes would alter the relative attractiveness of
employee stock ownership plans as a means of corporate financing.
Table 3 ill.ustrates this effect assuming that all dividends are dis-
tributed to employees, beginning with the first year. The table shows
the net cost to the corporation after adjusting for tax benefits over
a 15 year period using the Santa Fe Railroad example, The treatment
of dividends in this example is the one which would be least attractive

to corporations under present law. and was not used in the earlier table.
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The five alternatives compared are:

1) Conventional borrowing of $15 million to be repaid over 15 years

2) Setting up an ESOP under present law; -

3) Setting up an ESOP under S.1370;

4) Setting up an ESOP under H.R. 462;

5) Selling $15 million in stock to the public.

The tabie compares the yearly net (after-tax) costs for each of
the first 15 years, and the total costs for these years, including the
present value of these costs.' .

On a long run basis, conventional borrowing would be the least
costly since there are no on-going obligations after the 15-year loan is
repaid. The otherlong-term alternatives in order of rising costs would
be ESOP financing under S.1370, ESOP financing under H.R. 462, sel-
ling stock, and ESOP financing under present lawlgl For the first fif-
teen years, however, the least costly alternative is selling stock, fol-
lowed by ESOP financing under S.1370, conventional borrowing, ESOP
financing under H.R.462 and ESOP financing under present law.

The treatment of dividends used in this example was chosen to
simplify the example and illustrate the fullest reflection of the tax
benefits under the proposed legislation. In addition, the example illus-
trates the case of a corporation paying a relatively high rate of divi-
dends. The relative cost of the various ESOP plans would be reduced

compared to borrowing and selling stock if the plan concerned used

87 Over the lTong run ESOP Ifinancing under S,1370 and H.R. 462
would be less costly than selling stock (even though selling stock is
cheaper initially) because of the tax deduction for dividends.
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NET (AFTER-TAX) COST OF CORPORATE BORROWING UNDER EXISTING
AND PROPOSED LEGISLATION
(Based on Financial Data from Recent Borrowing of Santa Fe Railroad
and Assuming Dividends of 6.7%)

Basic Information
Amount Borrowed ~ - $15 million

Term of Borrowing - 15 years, $1 million to mature at the end of
each year. With each issue carrying
a separate interest rate ranging from
6.25% (for a one-year issue) to 8.20% (for
.- a fifteen year issue). .
Dividend Policy - Distribute 6. 7% dividend payments to share-
holders on the $15 million of stock beginning
with year one.

(In Millions)

Conventional
Borrowing ESOP Selling
’ Without Present ESOP ESOP $15 million
Year ESOP Law S.1370 H.R. 462 Stock
(1) . 2) (&) [CY) )
1 $1.5876 $2,1126 $1.3902 $1,6302 $1.005
2 1,5551 2.0801 1,3577 1,5977 1,005
3 1.5213 2.0463 1.3239 1.5639 1,005
4 1,48542 2.01042 1,28802 1,52802 1,005
5 1,44824 | 1,97324 1.25084 1.49084 1,005
6 . 1.40976 1.93476 1,21236 1.45236 1,005
7 1.37076 1.89576 1,173386 1,41336 1.005
8 1,33124 1.85424 1.13384 1,37384 1,005
9 1,2912 1,8162 1,0938 1,3338 1,005
10 1,2509 1,7759 1.0535 1.2935 1. 005
11 1,21008 1,73508 1.01268 1.25268 1.005
12 1,169 1.694 .9716 1,2116 1,005
13 1,1274 1,68524 .93 1.17 1,005
14 1.08528 1.61028 .88788 1,12788 i.005
15 1,04264 1,56764 . 84524 1,08524 1,005
16+(Ongoing 0 1.005 .5226 .5226 1,005
Costs)
Total First
Fifteen Years
otal Pay $19.88592 $27.76092 $16.92492 $20.52492 $15.075
ments
Present
Value of
Total
Payments $12.8 $17.6 $10.9 $13.2 $9.3

(8% Discount Rate)
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'
dividends to substitute for or accelerate payments of principle and
interest, particularly in the latter case where H, R. 462 provides tax
benefits. )

Similarly with a lower dividend rate, the relative cost of utilizing
~ESOi’ financing would be reduced when compared to conventional bor-
rowing, but increased when compared to selling stock.

This example also assumes a constant dividend rate based on the
initial value of the stock. If the value of the stock, and the dollar
level of dividends, increases, then ESOP financing would become rela-

'tively more costly compared to conventional borrowing (although yielding
a greater benefit to employees), .

It might also be noted that the changes in S.1370 and H.R.462 which
allow deductions for dividends distributed to employees may result in ‘
a conflict between the corporation and the employees, since employees g
may prefer to have dividends paid to the trust to be accumulated tax
free while the corporation may prefer dividends paid to employees to
qualify for a deduction,

This example is a simplified one and only reflects the quantifiable
costs and benefits of various alternatives. Frém the corporation's
point of view, if significant increases in productivity are expected to
fc}llow‘ the adoption of ESOP and lead to higher corporate earnings, the
a.ttractiveness of the plans may ‘change. Onthe other hand, the corpora-
tion may be concerned about the dilution of stock occuring with the

adoption of an ESOP which may weigh against such plans.
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These examples and those presented earlier suggest that without
further changes in the tax law, ESOP is likely to be beneficial to
limited types of corporations. _ The typical large, publicly owned
corporation paying a relatively high level of dividends would find the tax
advantages substantially outweighed by the additional costs of ESOP
financing. Thus, any ESOP plan adopted uhder the_se circumstances
would be expected to substitute partially or completely for other forms
of labor compensation, whether wages or other benefit plans, unless
substantial gains in productivity are realized.

In evaluating these proposals to proyid_e additional tax incentives
to encourage ESOP's, several questions may be asked. The first is
whether the benefits expected to be gained'from encouraging these
plans are sufficient to offset the revenue costs incurred. Any tax sub-
sidy affects the distribution of income, with income shifting from tax-
payers and consumers of Government services to those who benefit
from the spéciﬁc subsidy. In this case, the benefits may be expected
to accrue to corporations who have adopted or will adopt the plan and
their employees, If the pz;oposed changes in tax law lead to adoption
.- of additional ESOP's and greater productivity for the economy as a
whole, higher output and income may result. However, depending
on their magnitude, the resulting benefits may still not outweigh the
‘costs. Moreover, the distribution of benefits from adopting the pro-
posed changes raises another issue: are these benefits likely to be
confined tothose corporations with ESOP's and their employees or will

they be more widely distributed throughout the economy ?
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Another question is whether the present tax provisions relating to
deferred compensation, which are relatively neutral as to the type
of employee benefit, should be revised tocreate an advantage for ESOP's
compared to such other blenefit programs as funded pension plgns or
profit sharing programs. While investment\s in a company stock may
have certain advantages for its employees, concentration of fund assets

'in one company's stock as a basis for longterm retirement income
increases the danger that employees would lose benefits if the company
should fail. *

Finally, these special tax provisions raise questions of equity in
the genezial context of the present tax structure. " Should ESOP trusts,
for example, be treated as organizations which can receive charitable
contributions or should only dividends paid on this type of stock be
deductible for tax purposes?

The Treasury Department has commented on S. 1370 and touched on
9/

many of these points in its discussibn -of the bill,” Among its objec-
tions to the proposal were:

1) ESOP financing decreases the security of funds held by employee
trusts, and thetaxlaws sﬁould at least be neutral with respect to ESOP -
financing rather than providing an incentive for its use,

2) Allowing the treatment of an ESOP trust as an organization
which can receive charitable contributions is contrary to the general
purpose of allowing this treatment only for organizations which benefit

the public in general.

g/ Letter Irom Frederick W. Hickman, Assistant Secretary, Depart-
ment of the Treasury to Russell B, Long, Chairman, Senate Finance
Committee, dated April 30, 1974,
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3) If dividends are to be exempt from the corporate income tax,
this exemption should apply to all dividends.

4) The removal of the current 15% limitation on corporate contribu-
tions is contrary to present trends in pension treatment which are
designed to limit benefits for highly compensated executives.

5) The 150% deduction for principal in the bill would place a sub-
stantial premium on deferred compensation.

The Treasury report also noted that the provisions of the bill would
apply to plans other than ESOP's,

The revenue costs of the bills would depend on the degree to which
eligible plans are adopted. The Treasury has estimated the cost of
S.1370 at $1.5 billion annually.

The Treasury report concluded, "In any event, we do not believe
that any advantages that may result from ESOP financing are sufficient
to justify the significant revenue loss that would be incurred undélr

_S.1370." -

A Final Word

Current economic conditions reenforce a continuing interest in em-
ployee stock ownership plans, Productivity in the private non-farm
economy has been declining for two years. The combination of the
major recession through which the country is going as well as continuing
increases iniiving costs naturally stimulates a search for improvement
in the basic structure of American industry that might help to facili-

tate sustained economic recovery.

69-174 O - 76 - 4
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Employee stock ownership is not a new idea, Stock purchase and
stock option plans have been in existence for over 50 yeafs largely
as an incentive for more effectivé performance by management and
executive personnel. More recently, employee stock ownei'ship has
been put forward as a method of giving greater stimulus to the job
peformance of a much wider group of empioyees; .It also has the
attraction of being able to serve as a basic employee retirement plan
and as a tax-saving device for obtaining additional capital. The pro-
posal has won considerable support and has been specificé.lly i‘eco'g-
nized in four major recent congressional enactments.

This paper has attempted to explore éome of thé implications of
employee stock ownership plans from the viewpoint of Soth manage-
ment and the employees. From managenient's viewpoint, the value of
an ESOP in improving productivity may depénd on the typel of firm
involved: it is likely to prové‘more successful in a smaller enterprise
with professional and technical employees than in a larger corporation
operé,ting yvith thousands of production and maintenance workers. As
- a retirement plan, an ESOP may be more useful as a supplementary
program than as the firm's basic employee retirement plan since the
concentration of plan investments in the _empl_oyer's stock may involve
greater risk than adiversified portfolio. Finally as a method of raising
outside capital, it would appear that an ESOP provides clearcﬁt adv‘an-
tages only in certain specialized situations, The savings intaxes avail-
able under an ESOP financing becaué‘e the éorporatibn can deduct pay-

ments of both principal and interest (rather than intereét alone as in
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conventional borrowing) are often offset by the cost of pfoviding divi-
dent payments on the newly issued shares of stock. These additional
dividend payments, unlike interest and principal payments on a loan,
will continue long after the loan itself has been repaid,

This is perhaps one reason why proponents of ESOP have proposed
additional changes in tax law, the most important of which is the
suggestion that the payment of dividends on stock held by an ESOP
trust would be deductible to. the corporation along with ‘the interest
and principal payments.' This step -wo.uld indeed alter the relative
éttractiveneés of using ESOP financing rather than conventional methods
of borrowing, Whethér such changes should be adopted raises important
policy questions since a significant loss of rev/enues to. the Treasury
may be involved.

However, this report has not reached any definitive conclusions
regarding the advisability for firms to adopt employee stock owner-
ship plans or for the Congress to enact the proposed changes in tax
law. The reasoﬁ for this is simple: no definitive studies have yet
been undertaken which evaluate the practical results of adopting ESOP.
A number of firms have adopted it in recent years but no impartial
studies - have beén completéd to assess, for example, the effect of
ESOP on the firm's costs, output, and productivity or on employee com-
pensation, attitudes. and motivation. Until the results of such studies
are available, itis obviously impossible to evaluate the relative cost and

benefits of adopting ESOP either to an individual firm or to the economy
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as a whole. Furthermore no evaluation of the tax changes is possible
unless there is some basis for estimating the benefits to the economy
from adopting ESOP that could offset the obvious loss of tax revenue.
Until the value of employee stock ownership plans canl be more specif-
ically demonstrated, it would seem appropriate to maintain a skeptical

attitude toward the proposed changes in tax law,
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A TecunicaL REVIEW oF THE EMPLOYEE STOCK OwNERsHIP TRUST

(Submitted by Towers, Perrin, Forster & Crosby to the United States Railway
Association, February 24, 1975)

I. INTRODUCTION

The Regional Rail Reorganization Act of 1973 created USRA as the agency
responsible for developing a plan for the reorganization of the six bankrupt
railroads covered by the Act. Among the areas which the plan must specifically
address are motivation of railroad employees and capitalization of the new Con-
solidated Rail Corporation (ConRail). In this regard, the Act states that the
final system plan shall outline the manner in which an Employee Stock Ownership
Trust may, “to the extent practicable’””, be utilized for the dual purpose of capitali-
zation and employee motivation. USRA must determine whether such an approach
is feasible under the circumstances.

TPF&C was retained for the purpose of evaluating the appropriateness of an
Employee Stock Ownership Trust for ConRail. This report is intended to present
sufficient background information to enable USRA to understand exactly how
the concept operates. A more detailed study of its possible application to Con-
Rail will then be conducted with assistance from outside experts in the fields of
corporate finance and employee motivation. The results of ‘this study will be
presented in a final report in May of this year.

II. BASIC DESIGN OF AN EMPLOYEE STOCK OWNERSHIP TRUST

The Employee Stock Ownership Trust (ESOT) has been legally possible for
over thirty years, but has attracted attention only recently largely through
the efforts of Louis O. Kelso, a San Francisco attorney. While the Internal Revenue
Service does not keep precise figures on ESOT’s, estimates of the number cur-
rently in existence range from about 200 to 500.

Essentially the ESOT is designed to place employer stock in the hands of
employees, while at the same time providing the corporation with a ready source
of investment capital. These goals are accomplished at the outset by the establish-
ment of a “qualified”” employee stock bonus and/or money purchase pension plan
in accordance with the provisions of the Internal Revenue ({‘)ode. Under the terms
of the plan, the employer agrees to make annual contributions (according to a
pre-determined formula) for the express purpose of transferring ownership of
company stock to eligible employees. The contributions for this purpose represent
a tax deduction to the corporation and are not taxable to the employees until
actually distributed from the plan in the form of employer stock. All income
and appreciation are also tax-sheltered until the time of distribution.

The corporate financing objective is accomplished through a loan negotiated
by the trust with an appropriate lending institution. The trust applies the loan
to the purchase of employer stock and pledges the stock as collateral for the loan.
This places the necessary capital in the hands of the employer, who then amortizes
the loan (through the trust) with his annual contributions to the plan. As the loan
is retired, an amount of stock equal to each year's payment of principal is al-
located to the accounts of all eligible employees. A special amortization schedule
is adopted to avoid the usual imbalance between debt service and principal pay-
ments in the early years.

IIl. ESTABLISHMENT OF AN EMPLOYEE STOCK OWNERSHIP TRUST

In order to establish an ESOT, the following basic steps must be performed:

1. The employer creates a stock bonus plan and trust (and/or money purchase
pension plan) qualified under Sections 401(a) and 501(a) of the Internal Revenue
Code with a fixed formula for determining annual contributions and a fixed formula,
for allocating them among employees.

2. The employer applies to the Securities and Exchange Commission for a
ruling on whether the employer stock earmarked for the plan must be registered.
(While the employer stock generally does not require registration under a qualified
plan, some authorities have expressed concern on this point and recommend this
step as a precaution.)

3. The employer establishes the fair market value of the earmarked stock. (An
outside firm may be called upon to assist in the evaluation in order to insure
impartiality.) .
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4. The employer appoints a trustee who applies to a lending institution for a
loan with the earmarked employer stock as collateral. (The employer will also be
asked to co-sign the loan.)

5. The trustee applies the borrowed funds to the purchase of the earmarked
employer stock.

nce an ESOT has been established, the following steps must be taken in each
succeeding year:

1. The employer makes a contribution to the stock bonus and/or money pur-
chase pension plan in accordance with the pre-determined formula (usually a
percentage of eligible payroll).

2. The trustee uses the employer’s contribution to make the required payment
on the loan.

3. The trustee credits each participating employee’s account with company
stock equal to his share (based on the allocation formula) of the employer’s pay-
ment of principal.

4. The employer claims the entire contribution as a tax deduction up to 15 per-
cent of eligible payroll (25 percent if a money purchase pension glan is included).

5. The trustee (at the employer’s direction) votes all shares held under the trust.
(Employees may be granted voting rights for shares in which they are vested.)

IV. USE OF AN EMPLOYEE STOCK OWNERSHIP TRUST

An ESOT is typically applicable to corporations in a rather narrow range of
circumstances. A corporation contemplating the adoption of an ESOT should meet
all of the following requirements:

1. The company should have an eligible payroll of at least $500,000 and be in
the maximum corporate income tax bracket.

2. The company should have a good credit rating.

3. The prospects for future earnings should be well above average.

4. g‘he company should be fairly closely-held, whether publicly or privately
owned.

5. There should be a preference for equity over debt financing.

6. There should be a real desire to place substantial ownership in the hands of
employees.

he size of a company is important because the loan to the trust must be
amortized with annual payments equal to a maximum of 25 percent of the payroll
of eligible employees. A payroll of less than $500,000 is not adequate to produce
loan payments over the customary number of years. A company which is not in
the maximum corporate income tax bracket is unlikely to be in a strong earnings
position and moreover would not gain the same tax advantages from an ESOT
because of its lower tax bracket.

The company must have a good credit rating and good prospects for future
earnings for two reasons. First, the lendin‘g institution will require that the cor-
poration co-sign the loan with the trustee. A weak credit rating will jeopardize the
plan right from the start and will also raise Internal Revenue Service questions
concerning the company’s true intentions. Second, and perhaps more important,
an ESOT represents a major commitment to an employee benefit plan which
ghould not be undertaken by a company in a weak earnings position. No firm
should ever resort to an ESOT to raise capital when its credit position us the
traditional money markets is unsound.

It is vitally important that any corporation considering an ESOT weigh care-
fully the pros and cons of equity versus debt financing. Since an ESOT often
involves a new issue of employer stock and future allocation to participants at
less than fair market value, there is bound to be some dilution of shareholders’
equity. While this may be justified in management’s eyes when compared to the
current cost of debt financing, there is the possibility of a backlash from share-
holders. Private, closely-held firms appear to be the most likely candidates for an
ESOT because the employee group represents a ““captive market’’ which makes an
equity issue possible and thus presents an alternative to the usual debt financing.

Finally, the importance of a genuine management commitment to the idea of
employee stock ownersh}i_f cannot be over-emphasized. While the corporate
financing aspect of the ESOT approach often commands the most attention,
management must view employee ownership of the firm as a positive goal in itself.
Because of the ongoing nature of a qualified stock bonus plan, employees will
come to expect an opportunity to participate in company ownership beyond the
time when the loan to the trustee is repaid. If this ongoing commitment is not
present, an ESOT may ultimately become a source of employee dissatisfaction.
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V. INTERNAL REVENUE SERVICE REQUIREMENTS

Internal Revenue Service requirements are a major factor in the consideration
of an ESOT because the employee stock bonus plan must be “qualified”’ in order
to ensure that employer contributions (and employee accounts) are exempt from
taxation. The basic requirements which a stock bonus plan must meet in order to
obtain “qualified” status are the following:

1. The plan must be permanent in nature (duration of the plan cannot be linked
to the repayment period of the loan).

2. The plan must not discriminate in favor of officers, shareholders, or highly
compensated employees.

3. The plan must be for the “exclusive benefit” of eligible employees.

4. All distributions from the plan must be in the form of employer stock, al-
though dividends can be paid annually in cash on a non-tax-favored basis, (Money
purchase pension plan distributions can be in any form.)

5. Annual employer contributions cannot exceed 15 percent of eligible payroll.
(25 percent if a money purchase pension plan is included.)

The first three of the above requirements are imposed by the Internal Revenue
Service on all employee benefit plans intended to provide retirement income.
The fourth is directed specifically at stock bonus plans and is the one distinguish-
ing feature of these plans in the IRS’ eyes. The fifth is applicable to stock bonus,
profit sharing and thrift plans alike. Generally speaking, a stock bonus plan is
viewed by the IRS as a variant of the profit-sharing approach. However, there is
no requirement that employer contributions be made from corporate earnings,
and the employer is thus committed to make a contribution even in a loss year.

The requirement that the plan be permanent in nature deserves emphasis in
light of the tendency to view an ESOT largely in terms of corporate financing.
While plans of this nature can sometimes be terminated for business reasons
without dire tax consequences, they should nonetheless be viewed as a fixed
commitment. As noted previously, termination of a plan after if has become estab-
lished and accepted can have an adverse impact on employee morale.

The requirement that the plan not discriminate in favor of key personnel is
basic to IRS qualifications. While this mandates the use of uniform eligibility,
vesting, and retirement rules, it does not prevent the allocation of stock in relation
to salarfr. As long as there is a fixed allocation formula, there is nothing to prevent
an employee earning $50,000 from receiving five times the amount of stock that
a $10,000 employee receives. In fact, most stock bonus plans make allocations
on precisely this basis.

he ‘“exclusive benefit”’ requirement poses perhaps the greatest obstacle to
%ualiﬁcation of an ESOT. In order to meet this requirement, the Internal
evenue Service has ruled that employer stock must be valued at no more than
“fair market value” at the time of purchase by the trust and that the employer
must have been able to borrow an equivalent sum in the regular money markets
at that time. The requirements concerning liquidity, diversification, and fair
return on investments are waived for a stock bonus plan.

‘The difficulties with the “exclusive benefit’’ rule center around a situation in
which the employer stock declines in value after the date of purchase by the trust.
Under these circumstances, there is a legitimate question as to whether the plan
is indeed operating for the “exclusive benefit’’ of the employees, since the trust
will be allocating slgmres at a value higher than their current market value. Lending
institutions have recognized this possibility, which explains their usual insistence
that the employer co-sign the loan with the trustee. The Internal Revenue Service
is increasingly concerned with this problem, and a number of District Offices
around the country have delcared a moratorium on the approval of new ESOT’s.
This policy will probably remain unchanged until the National Office issues some
clear guidelines in this area. At the present time, it appears unlikely that this will
happen prior to 1976.

Another potential problem concerning IRS requirements involves the definition
of “unrelated business income” under an ESOT. Such income is taxable to the
trust in the year earned. While there are no clear guidelines in this area either,

. some authorities have voiced the opinion that increases in the value of the em-
ployer stock may result in a ruling that any increase attributable to the unallo-
cated portion of the stock is ‘‘unrelated business income’ and therefore taxable.
While no such ruling has come down, concern will remain until clearer guidelines
are forthcoming from the National Office.
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On a more positive note, IRS rules are quite clear and generally favorable with
regard to distributions from an ESOT. As noted above, distributions from a
qualified stock bonus plan must be in the form of employer stock, with the sole
exception of annual dividend payments. At the time of distribution, the employee
is taxed on the original purchase price of the stock in his account. This is considered
ordinary income, subject to ten-year forward averaging. Any increase in the value
of the stock above its original purchase price is taxed as a capital gain to the
employee at the time he actually sells it. Since there is rarely a broad market for
the stock, especially with a privately-held firm, the trustee is usually granted a
“right of first refusal” to repurchase the stock from the employee. This does not
violate the “‘exclusive benefit” rule since the employee is not required to sell and
may hold the stock as long as he wishes.

VI. IMPACT OF EMPLOYEE RETIREMENT INCOME SECURITY ACT OF 1974

The Employee Retirement Income Security Act of 1974 (ERISA) specifically
recognizes the ESOT and includes it in the category of “eligible individual account
plan”. Such plans, if they are specifically designed for investment in employer
stock, are exempt from certain requirements of the new law. Most important
among these is the limitation on investment in employer stock to 10 percent of
total plan assets. While the law thus appears to treat such plans as a separate
class, there are certain specific provisions which tend to raise some doubts about
their exact status.

ERISA continues the exemption of stock bonus plans from the IRS requirements
concerning liquidity, diversification and fair return on investments. It clearly in-
cludes them, however, under the new ‘‘prudent man’’ rule and the old “‘exclusive
benefit” rule. This raises some serious questions for plan trustees, who are now
classified as “fiduciaries” under the law. As such, they are subject to civil suit by
employees for failure to ensure that investments are made with the care a ‘‘pru-
dent man” would normally exercise and are for the “‘exclusive benefit "’ of em-
ployees. What, for example, is a trustee’s responsibility if he believes that invest-
ment in employer stock is not ‘‘prudent”’ at a given point in time? While he is
technically bound by the provisions of the plan (and the loan agreement), he could
be exposing himself to possible legal action by employees in the event of subse-
quent depreciation in the employer stock. Hopefully, this question will be re-
solved when regulations implementing ERISA are issued sometime in mid-1975.
In the meantime, it presents at least a temporary problem, although insurance is
now available to cover the potential liability of fiduciaries.

Other provisions of ERISA affect the design of qualified plans in such areas as
vesting and eligibility. Under the new law, no employee may be excluded from a
qualified plan once he has attained age 25 and completed one year of service. This
requirement obviously serves to broaden the plan base and allows employees to
participate sooner than the employer might otherwise wish.

The vesting requirements of ERISA also serve to expand the benefits of a quali-
fied plan by limiting the number of years that may be required before an employee
gains a vested right to his benefits. The new law provides three alternate mini-
mum vesting schedules, along the following lines:

1. 100 percent vesting after 10 years of service

2. 50 percent vesting when age plus service equals 45, with 10 percent additional
each year thereafter

3. 25 percent vesting after 5 years of service, with additional amounts each year
until vesting is 100 percent after 15 years.

While all of these schedules provide more rapid vesting than is currently found
in many pension plans, stock bonus plans have traditionally allowed employees
to gain vested rights at an earlier date in order to reinforce the motivational
aspect of these plans.

One final ERISA provision chich is worthy of note authorizes the Department
of Labor to act it if receives objections from the requisite number of emp‘oyees
concerning establishment of a qualified plan or financial transactions conducted
under the plan. While this is unlikely to occur in practice, it further emphasizes
the importance of viewing an ESOT as an employee benefit plan as well as a corpor-
ate financing vehicle. :

vIl. EMPLOYEE BENEFIT DESIGN CONSIDERATIONS

Any evaluation of the ESOT approach must attempt to place it in its proper per-
spective among employee benefits. When, for example, does an ESOT represent a
sound benefit program, and when is it either excessive or inadequate? The answer
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generally lies in the attitude of the employer and in the existence of other benefit
plans at the same location.

A major reason for adoption of an ESOT is to improve employee motivation
by tying employee fortunes more closely to those of the employer. An ESOT
should never be viewed as a traditional pension plan because it offers no guaran-
tees of retirement security. In fact, the basic design of an ESOT precludes recog-
nition of an employee’s servicgrprior to inception of the plan. This serves to em-
phasize the point that an ESOT should not be utilized as a company’s sole retire-
ment vehicle, but should rather be considered in conjunction with a bona fide
pension plan.

While an ESOT may thus be inadequate in some situations, there are others
in which it may be unnecessary or overly generous. For example, a firm which
already has a good pension plan and well-motivated employees would appear
to have little need for an ESOT. This would be double true if there were also
some sort of bonus and/or profit-sharing plan in effect. Under these circumstances,
an ESOT would clearly be superflous, unless it served to replace the existing
profit-sharing plan.

Perhaps the most logical situation in which to consider an ESOT would be one
in which there is an existing pension plan providing modest benefits, but employee
productivity and overall motivation are low. The threat of unionization might
also be a further inducement to management to take some decisive action. Under
these circumstances an ESOT could be very valuable, provided, of course, that
the prospects for future growth were promising. If the prospects for future growth
were not promising, or if the stock were publicly traded at a low price-earnings
ratio, some non-profit-related incentive would be more appropriate.

One further consideration in this regard is the determination of which employee
classifications should be included. In a smaller firm, all employees would normally
participate once they had fulfilled the eligibility requirements. In a larger firm,
while all salaried employees would normally be eligible, some or all of the hourly
workers might be represented by a bargaining unit. Labor unions have tradi-
tionally been unreceptive to any sort of profit sharing or stock bonus plan, and
a union might well use the introduction of an ESOT for salaried personnel as an
excuse for new wage demands at the next round of contract negotiations. This
possibility would have to be weighed against the advantages of introducing the
plan for salaried and non-union hourly personnel.

VIII. SUMMARY OF ADVANTAGES AND DISADVANTAGES

Advocates of the ESOT have advanced a number of arguments in its favor. A
company that meets the ¢riteria outlined earlier may gain the following advantages
from an ESOT:

1. Create a market for the corporate stock which might otherwise be
unavailable.

2. Preserve management voting rights in newly-issued stock.

3. Provide an alternative to debt financing that allows repayment with pre-tax
dollars.

4. Improve employee motivation through closer identification with the success
of the company.

In addition to the above, there are some advantages to an ESOT which apply
only in special situations. For example, a company which wishes to divest itseif
of a division or subsidiary may utilize an ESOT to avoid the problem of finding
a buyer. Large shareholders in a closely-held company may find an ESOT appeal-
ing in that it provides them with a ready market for estate planning purposes
without the sale of the firm to an outside interest. It is estimated, in fact, that the
majority of ESOT’s now in existence were created at least in part to facilitate the
estate planning of key shareholders.

Perhaps the most important advantage of an ESOT lies in providing the option
of equity financing to smaller, closely-held corporations which would otherwise
have no choice but traditional debt financing. While a loan is still involved, the
company repays both principal and interest with pre-tax dollars and at the same
time provides a significant benefit for its employees. With traditional debt financ-
ing, only the interest is tax deductible, and repayment of the loan does not im-
prove overall employee benefits. An ESOT thus provides some of the basic
advantages of equity financing to the employer who is willing to pay the price
inherent in an ongoing stock bonus plan.

The primary disadvantages of the ESOT approach are the following:

1. The employer stock may depreciate in value and leave the employees
dissatisfied.
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2. Existing shareholders may react against the dilution of their equity.

3. Bargaining units may reject coverage and view introduction of the plan as
an excuse for increased wage demands.

4. Continuation of the stock bonus plan may become a liability to the firm
once the original loan is repaid.

There are also the technical problems involving IRS requirements and the
new pension legislation. With regard to the new law, regulations must clarify
whether fiduciaries under an ESOT are responsible for deciding whether invest-
ment in employer stock is always ‘“‘prudent’”’. More importantly, until the IRS
National Office clarifies whether an ESOT is for the “exclusive benefit”’ of em-
ployees, the District Offices which have placed a freeze on new applications are
unlikely to change their position. Thus in some areas of the country an ESOT
is for the moment not a viable option.

Perhaps the most important drawback to an ESOT is the possibility of a
decline in company fortunes. Not only would this reduce the value of employee
accounts, and make the corporate tax advantage less significant, but it would
also seriously jeopardize the company’s ability to continue the stock bonus plan
beyond the period of the loan. Termination of the plan with only marginal gains
for employees might convince them that they had been deceived. The end result
would then be the exact opposite of what was infended by the establishment of
the ESOT in the first place.

Taken together, the advantages and disadvantages tend to confirm above all
the importance of a company’s growth potential in the consideration of an ESOT.
A firm which does not have both a solid earnings record and a good opportunity
for expansion should probably explore other avenues of corporate financing and
employee motivation. Where these requirements are met, the ESOT offers unique
opportunities for certain corporations. Where they are lacking, it can prove to
be both costly and ineffective.

IX. POSSIBLE APPLICATION TO CONRAIL

Concerning the possible application of the ESOT approach to ConRail, there
appear to be a number of potential problem areas which will be explored in depth
in the final report.

Perhaps the most important question concerns the potential profitability of
ConRail; this is significant for a number of reasons. If profits are generally low,
the value of ConRail stock is not likely to increase substantially and may de-
cline. With today’s uncertain stock market, it is also possible that ConRail
might show reasonable profits and still be traded publicly at a low price-earnings
ratio. In either event, a stock bonus plan would be of dolbtful value to employees
and could result in the type of employee backlash mentioned earlier.

From the corporation’s standpoint, one of the primary advantages of an ESOT
lies in the fact that contributions to the qualified stock bonus plan are made
with pre-tax dollars. If ConRail were to find itself in a non-profit situation, this
advantage would disappear. Moreover, the contributions to the plan would be
more burdensome than if made from profits.

Another basic question is whether there exists a need for a new benefit plan
for employees of the railroads comprising ConRail. All their employees are
covered under the Railroad Retirement Act, which provides generous benefits
‘up to annual pay levels of about $15,000. All of the railroads provide additional
retirement benefits to certain groups of employees, and health and welfare bene-
fits are also quite generous. A stock bonus plan might thus represent an unneces-
sary addition to the overall benefits program.

It may be premature at this point to consider new benefits prior to the consolida-
tion of the existing benefit plans, since the consolidation may involve some increase
in benefits. On a more basic level, there may be some reluctance to provide addi-
tional benefits in view of the present financial condition of the covered railroads.
ConRail may not wish to assume another fixed payroll cost of this magnitude,
especially if additional investment capital can be raised through a regular equity
issue and/or government sources. :

Another potential drawback to adoption of an ESOT involves the relationship
between the railroads comprising ConRail and the rest of the railroad industry.
If an ESOT were introduced for ConRail employees, this would probably en-
courage employees at the other railroads to press for some equivalent benefit. In
particular, this could have an impact on national bargianing with union employees.
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With ConRail, as with any other corporation, the key factor in the considera-
tion of an ESOT is the potential for growth and earnings. While other factors
such as labor relations and overall benefit design are important, the primary
concern must be the potential profitability of the new corporation. If the financial
prospects are good, the ESOT may be a viable alternative. If they are not, other
approaches to both employee motivation and corporate financing will probably
be more effective.

Tee Hippen Costs or ESOP’s (EMPLOYEE STocK OWNERSHIP PLANS)
(Copyright, Triad Financial Reports, Portland, Oreg., September 1975)
INTRODUCTION

In recent months, the business community has been presented with a series of
articles, books, seminars, newsletters, and consultants, all extolling the virtues of
ESOPS—Employee Stock Ownership Plans. This publicity is reminiscent of
previous ‘‘business fads,” which served to sell numberless books and conferences,
but provided little in the way of hard benefits to business. The publicity on ESOPS
differs from that of previous fads largely in that it is more extreme and misleading.

Although the Internal Revenue Service requires that ESOPS be created for
the “exclusive benefit” of the participan5s, the publicity on ESOPS concentrates
almost exclusively (and understandably) on the claimed benefits to the company
and the owners. It is claimed, for example, that:

ESOPS improve employee productivity

ESOPS improve cash flow

ESQPS can be used to borrow, with the principal repaid in pre-tax dollars

ESOPS can be used to acquire other companies, and pay for them in pre-
tax dollars

ESOPS are ideal for the closely-held company

This report examines these major claims and demonstrates that, while they
may be “literally’’ true in the narrow sense, they create negative side effects which
more than cancel the claimed benefits. In order to demonstrate what actually
happens in using an ESOP, the same hypothetical company is used as an example
throughout the report. The methods used in the analyses are readily adaptable
to other real or hypothetical companies.

Using the example and the analyses, the report demonstrates that what hap-
pens, in brief, is that while an ESOP can provide modest improvements to cash
flow, it does so at the expense of :

Reduced profits.

Dilution of prior ownership.

Reduced earnings on equity.

Reduced earnings per share.

Reduced stock values, as a potential secondary effect.

The proponents of ESOPS contend that these negative effects (if they even
admit to them), are overcome by the operation of three factors:

Improved employee productivity.
Earnings on the additional cash.
Participation of the prior owners in the ESOP.

The first two points are dealt with in the body of the report. In regard to the
third, it should be apparent that if the prior owners participate in an ESOP to
a degree which substantially offsets the negative effects, then there would neces-
sarily be very few non-owner participants in the ESOP. IRS qualification in
such a case would be extremely questionable, since the ESOP would be an obvious
tax dodge for the benefit of the owners.

It is assumed throughout that the ESOP is investing in common stock, although
an ESOP can invest in any class of stock. If preferred stock were used, the nega-
tive effects demonstrated in the examples would be reduced somewhere during
years in which the earnings on equity exceeded the return on the preferred, but
they would be increased in the converse situation. If a class of preferred stock
with an abnormally low return were used, IRS qualification may be questionable
as a result, and there would probably be negative effects on employee morale
and productivity.
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CuarTiEr I

ESOPS BRIEFLY DEFINED

The following summary is offered for those readers who have not yet had an
an opportunity tc become familiar with the general characteristics of ESOPS,
and for those who desire a quick review. As the points below demonstrate, an
ESOP is in many ways similar to a Profit Sharing Plan, but with several very
significant differences.

L. When the ESOP is qualified by the Internal Revenue Service, company
contributions to it are tax deductible.

2. ESOPS are limited to investing in employer stock, unless none is available,
in which case they may make other investments, much like Profit Sharing Plans.
An ESOP may invest in any class of employer stock.

3. The company contribution may be made in stock instead of cash. The fair
value of such stock is deductible.

4. The ESOP may purchase stock from the company or from an existing
shareholder.

5. All stock transactions must be at market value for traded stock, or at
(appraised) fair market value for non-traded stock.

6. Requirements for employee eligibility to participate, vesting, distribution,
etc. are much the same as for Profit Sharing Plans. A major exception is that
distributions must be made in employer stock.

7. Employee contributions are not normally required with ESOPS, to avoid
problems involved in selling stock.

8. The participants’ ESOP accounts share in the company’s contribution in
proportion to salary for the year. Forfeitures of unvested portions of the accounts
of employees who terminate are similarly allocated.

9. Participants share in ESOP earnings in proportion to the values of their
accounts. :

10. The shares held by the ESOP are voted by a committee appointed by the
Board of Directors of the company. Control is thus retained.

11. A participant first develops income tax liability when he receives his
distribution of stock at retirement or termination. At that point, he becomes
liable for ordinary income tax on the cost (to the ESOP) of the stock he receives.
When he sells shares, he becomes liable for capital gains tax on any increase in
value over the cost to the ESOP.

12. ESOPS often include provisions encouraging a participant who has re-
ceived his distribution to sell his stock back to the ESOP, to the company, or to
a major shareholder.

13. ESOPS, unlike Profit Sharing Plans, can borrow (usually with the note
guaranteed by the company and secured by stock), or may purchase shares on
an installment basis.

CuarTER 11

CONVERTING A. PROFIT SHARING PLAN TO AN ESOP

One of the advantageous features the proponents of ESOPS frequently point
out is that an existing Profit Sharing Plan may be converted to an ESOP, thus
obtaining more rapidly the “henefits” of an ESOP. However, just as with the
“penefits’ discussed in later chapters, the conversion possibility has disadvantages.

Some of these disadvantages have been pointed out in the typical publicity on
ESOPS—the fact that plans which require employee contributions may encounter
problems with the SEC, and the fact that the IRS may permit such conversions
under conditions which may be burdensome, and which may vary from district
to district. But there are more important disadvantages.

To illustrate, we will use the example of a company with a net worth of
$3,000,000, common shares outstanding of 30,000, pre-tax earnings of $635,000
(after contributing to the Profit Sharing Plan), and a 539, tax rate. Assume the
company has a Profit Sharing Plan (not requiring employee contributions), and
that the Plan has assets of $1,000,000. The Plan is one of those fortunate ones—
it has been earning a steady 10% each year. Initially, we will assume that the
Plan’s assets are invested in company real estate, which it leases back to the
company.

The conversion of the Profit Sharing Plan to an ESOP conceptually involves
transferring the Plan’s assets to the company in exchange for stock in the com-
pany. Assuming that the fair market value of the stock is the same as book value
($100), the ESOP would receive 10,000 shares in exchange for its previous assets.
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The company would become owner of the real estate, and would have a post-
conversion equity of $4,000,000. The creditors may consider the increase in
equity an improvement, but let’s look further.

The previous owners have been transformed as a result of the conversion, from
100% owners to 75% owners. It is true, as the ESOP proponents point out, that
100% of $3,000,000 is the same dollar value as 75%, of $4,000,000. But what they
tend to ignore, is that the previous owners have given up their rights to 25%, of all
future profits of the company.

But the impact of the conversion goes even further. The $100,000 annual earn-
ings of the Profit Sharing Plan were tax-free to the Plan. After conversion, that
$100,000 becomes taxable income to the company (since the company must no
longer make rental payments to the Plan), and is subject to the 539, tax rate. As
a result, there are effects on earnings as a percent of equity and on earnings per
share. To summarize:

No

conversion Conversion
Pre-tax earnings_ $635, 000 $735, 000

Tax (53 percent).___......._....... (336, 550) (389, 550)
Net income 298, 450 345, 450
BQUItY . o $3,000,000  $4, 000, 000
Earnings on equity (percent) . 9,95 8.64
Shares outstanding - 30,000 40, 000
Earnings per share I $9.95 $8.64

Since conversion reduced the previous owners’ position from 100%, to 75%,
the net income of the company applicable to the previous owners’ shares has been
reduced from $298,450 (without conversion) to $259,087 (after conversion), a loss
to them of $39,363. )

In order for the previous owners’ income position to remain the same, the
company would need to earn the same pre-tax yield on the additional $1,000,000
equity that it was earning previously on the original $3,000,000 equity, or 21.179,.
In the above case, the company could not earn that yield (at least initially),
because the Profit Sharing Plan’s assets consisted of company real estate. Thus
the immediate contribution to company profits was the reduction in rent.

If the Profit Sharing Plan in the above example had invested its funds in some-
thing other than company real estate, the initial results could be improved. In
this case, the assets transferred from the Profit Sharing Plan would presumably
be more liquid, and it may be that the company could invest them to obtain the
same pre-tax yield (21.17%) that it had previously been earning, thus protecting
the previous owners’ position.

This required yield of 21.179% is dependent, of course, on the effective tax rate
and the previous return on equity provided by net income. For example, assuming
a 53 %, tax rate, a previous net income yield of 129, would mean that the additional
$1,000,000 equity would need to yield 25.3%, pre-tax income. Similarly, if the
giegitt)r/l}s net income yield were 159, the required pre-tax earnings would be

. 1 (113

The above assumes that the stock issued in exchange for the assets of the
Profit Sharing Plan was issued at a market value which was equal to book value.
If the market value were less than book, then the dilution is increased, and to
protect the position of the previous owners would require a higher yield on the
additional equity than that stated above. The converse, of course, is also true.

Therefore, in order for the conversion to avoid working to the immediate
detriment of the previous owners:

Pre-tax earnings on the additional equity must be as high as previous pre-
tax earnings.

Shares must be valued at book (or earnings must be higher to compensate
for shares issued at less than book).

Once the conversion has taken place, however, there will be additional effects
resulting from the subsequent contributions to the ESOP. For example, assume
that sufficient additional income was earned to avoid impairing the previous
owners’ position, as outlined above. We will compare two alternatives, one
assuming that the company makes a $50,000 contribution to the ESOP during
its first year, and one assuming no contribution.
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Pre-tax earnings (not considering the contribution) would need to be $846,800
(21.17%, of the $4,000,000 equity) to protect the previous owners’ position. Net
income without the contribution would be $397,996. With the contribution, the
pre-tax income would be reduced by $50,000, and net income would be $374,496.

The contribution would enable the ESOP to purchase 500 shares (assuming
market value equals book value at the year’s start). Thus the position of the
previous owners is reduced to 74.07%. The results of the two alternatives are
summarized below:

No
contribution  Contribution

PL-TAX INCOME - -« oo —ocamemcemcmmmommmmemmseeennocsmmmmwm=osec-coczea--cesas $846, 800 $796, 800
23 PSP R PR LT L (448, 804) (422,304)
Nt INCOMe. oo oo cacoccmmmmmesmceeemomeemmmmeaamesesooooeoaes 397,996 374,496
Contribution__...._..__. - - 50, 000
Start equity. .. - c.oooeoeoeeo- - 4,000, 000

End equity__...... 4,424,496
75 gercen share___
74.07 percent share

Thus the contribution of $50,000 would cause a loss to the previous owners of
$21,273. To avoid this loss, an additional $61,107 in pre-tax income would be
required (the loss divided by 74.07%, to obtain the net income required, which is
divided by 47% to obtain the pre-tax income required).

The average additional cash available during the year as a result of the con-
tribution would be approximately $13,250. (The $50,000 contribution times the
tax rate of 53% equals the year-end cash increTse as a result of the tax savings.
Average additional cash during the year would be approximately half that, or
$13,250.) Thus, to avoid the loss to the previous owners as a result of the con-
tribution, the company would need to earn $61,107 (pre-tax) on the average
additional cash of $13,250, or a yield of 461%.

Additional contributions in subsequent years would further erode the position
of the previous owners, and in order to avoid financial loss to them, would require
continued high yields from the modest amounts of additional cash.

It should be noted that in some instances, the Internal Revenue Service does
not permit the existing assets of a converted Profit Sharing Plan to be invested
. in company stock. In effect, such assets are segregated, and continue to be treated

much as they were under the Profit Sharing lan, with only the subsequent con-
tributions being invested in company stock. The effects of this are much the
same as in starting a new ESOP (without converting), and are described in the
next chapter. -

In summary, conversion of an existing Profit Sharing Plan can improve the
company’s cash position (if the existing assets are liquid and can be transferred
to the company in exchange for stock). The balance sheet can be improved by
the increased equity. The cost of conversion to the present owners can be high,
by diluting their claim on future profits. To avoid this, earnings on the transferred
assets must be equal to the previous pre-tax earnings on equity (or higher if the
stook is issued at less than book value). Subsequent contributions to the ESOP
further dilute the previous owners’ position and make it increasingly unlikely
that they will escape financial loss as a result of the ESOP. Side effects can impair
earn]i(ngs on equity, earnings per share, and potentially reduce the value of the
stock.

CuAPTER 111

THE NEW EBSOP IN OPERATION

The previous cha%ter discussed the effects of converting an existing Profit
Sharing Plan to an ESOP. Creating and operating a new ESOP (without con-
verting) also have detrimental effects, as outlined below.

First, consider a closely held company in which the ESOP receives its con-
tribution from the company in cash, and uses the funds to buy out an existing
shareholder. Since the stock is being purchased by the ESOP from an existing
shareholder, the percentage ownership position of the remaining previous owners
is unchanged. However, earnings, equity and book value are reduced (from what
they would be without an ESOP).
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To illustrate, assume the company previously used as an example. Equity is
$3,000,000, there are 30,000 shares outstanding, pre-tax earnings are $635,000,
and the tax rate is 53%. Assume that the company created an E OP, and in the
first year contributed $200,000, which is used by the ESOP to urchase 2,000
shares from a shareholder at a market value equal to book value. ’Igle table below
summarizes the results from the first year of operation and compares them to the
results had the company purchased the shares directly instead of using an ESOP:

No ESOP ESOP
Normal pretax earning $635, 000 $635, 000
Contribution to ESOP 0 (200, 000)
Pretax earnings_. .__.....____________.___ .- 635, 000 435, 000
Tax (53 percent) ... ... LIt (336, 550) (230, 550)
298, 450 204, 450
Purchase of shares.... ...l _lTIITTTITTTTTmmmmmmmmeiot (200, 000) 0
Net cash effect 98, 450 204, 450
Start equity.._..__._.__ 3, 000, 000 3,000, 000
Purchase of shares. .. . (200, 000) 0
Netincome 298, 450 204, 450
Ending equity. . 3,098, 450 3,204,450
Earnings on start equity (percent)._______________ IO 9.95 6.82
Shares outstanding (after purchase) ... ___.____ . 28,000 30,000
Remaining previous owner’s position (percent). . _ . 100 §3. 3
Earnings per share (after purchase). __..___ .. T receeean $10.66 $6.82
Book value (yearend)._..__._. I ITITIITTITTTTTTmTmTmmme $110.66 $106. 82

Thus, by purchasing through the ESOP, the company’s cash position is better,
but the position of the remaining previous owners, net income, earnings as a
percent of equity, earnings per share and book value are all impaired, and market -
value of the stock would likely be impaired as a secondary effect.

As a second example, assume thiat the ESOP receives its contribution from the
company in stock (or in cash which it uses to purchase stock from the company).
The company contribution is $50,000, and the stock’s market value is the same
as book value at the start of the year ($100). Thus the ESOP would receive 500
shares for its $50,000.

Based on these assumptions, net income for the company would be (compared
to $298,450 without an ESOP):

Normal pre-tax income___.________________________________ $635, 000
Contribution to ESOP______________________TTTTTTmmmmmmn (50, 000)
Adjusted pre-tax ____________________________""TTTTmmmmmme 585, 000
Tax (83 percent) . ___________________________TTTTTmmmmmmmmT (310, 050)
Netineome. . ___._._______._________________ . 274, 950

The company’s equity would be increased, however, not only by the net income,
but also by the contribution to the ESOP, since it was used to purchase stock
from the company. Thus:

Start equity - . ______ . _______ $3, 000, 000
Netincome.______________.______________ T "TTTTTTTT 274, 950
Shares sold ESOP_______________________ T TTTTTmmmh 50, 000

Year-end equity..______________________________________ 3, 324, 950

With the additional shares issued to the ESOP, there would be 30,500 shares
outstanding at year end, and the book value would be $109.01. With the back-
ground of this example, we will look further at dilution (of the previous owners’
position), and at cash flow.

Without an ESOP, the year-end equity would be $3,298,450, with an ESOP it
would be $3,324,950. But the previous owners would own 30,000 of the 30,500
shares outstanding, or approximately 98.4%,. Thus their share of the equity would
be 3,271,751, for a loss of $26,699 from their position if an ESOP had not been
formed. Not a vast amount in comparison to their total equity in the com}gany,
but even if the company never makes another contribution to the ESOP, the
first year of operation has caused the previous owners to lose their rights to
approximately 1.6% of all future earnings.
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If the company does make further contributions to the ESOP in subsequent
years, as is likely, then the previous owners’ position continues to erode, the
speed depending on the size of the contributions and the market value of the
stock in relation to book.

What of the claims that this dilution is compensated for by earnings on the
additional cash available and on improved employee productivity? In order for
the previous owners to maintain the same dollar equity position with the ESOP
as without (at the end of the first year), the company would need to earn an
additional $57,730 (pre-tax) during the year. (Their loss of $26,699 divided by
08.6%, to obtain the net income required, which is then divided by 47%, to obtain
the pre-tax earnings required.) As shown in the next chapter, very little of this
increase in earnings is likely to be obtained due to increased employee productivity.

As for earnings on the additional cash flow, the average additional cash avail-
able to the company during the year would be approximately half the difference
between the year-end equity without an ESOP and the year-end equity with one
(depending on the timing of the payment to the ESOP). On that basis, the average
additional cash available would be $13,250. If the earnings requirement described
above were to be obtained entirely from the additional cash, an investment yield-
ing 436% would be required. (As shown in the tables at the end of this chapter,
the yield required to compensate for dilution reduces in subsequent years. But it
does not become low enough to be a realistically obtainable yield.)

What of cash flow in subsequent years? Assuming continued contributions of
$50,000 each year, the company would have additional cash of $132,500 at the
end of the fifth year, or an average of $119,250 during the fifth year (not consider-
ing earnings on the additional cash). This is obviously still not an impressive
improvement in cash flow for a company of this size, even if earnings on the added
cash were considered (as described in chapters V and VI).

The cost of this modest improvement in cash position is a progressively eroding
ownership position for the previous owners, reduced earnings, reduced earnings
on equity, and reduced earnings per share. If the cash flow were increased by
- having the company make larger contributions to the ESOP, then the negative
effects would also take place at a faster pace.

The secondary effects (on the value of the company’s stock and its ability to
attract lenders) of the réduced earnings, reduced earnings on equity, and reduced
earnings per share require serious consideration.

The following tables carry the above example further, to demonstrate the
results of the operations with an ESOP over a period of five years.

TABLE A.—ESOP APPROACH—DILUTION OF PRIOR OWNERS’ EQUITY

X Shares Prior EndInE
Ending Shares out owners boo
Year equity issued year end share value
[ PP $3, 000, 000 0 30, 000 100.0 $100. 00
3, 324,950 1 500 30, 500 98.4 109.01
3, 649, 900 1459 30,959 96.9 117.89
3,974,850 1424 31,383 85.6 126.66
4,299, 800 1395 31,778 94.4 135.31
4,624,750 1370 32,148 93.3 143.86

1 $50,000 worth at book value, prior year end.
TABLE B.—PREVIOUS OWNERS' LOSS OF EQUITY POSITION

Share without Share  Cumulative Annual

Year ESOP with ESOP foss ESOP loss
$3,298,450 3,271,751 $26, 699 $26,699

3,596, 900 3,536,753 60, 147 33,448

3, 895, 350 3,799,957 95,393 35, 246

4193, .
4,492,250 4 314,892 177,358
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TABLE C.—YIELDS REQUIRED ON ADDITIONAL CASH (TO MAINTAIN PRIOR OWNERS’ POSITION)

Year-end Average  Year's ESOP Pretaxincome Yield required

Year cash increase cash increase loss required ! (percent)?
$26, 500 $13, 250 $26, 699 $57,730 436

53, 000 34,750 , 448 73,443 211

79, 500 66,250 35, 246 78,443 118

106, 000 92, 750 39, 396 88,7 96

132, 500 119, 250 42, 569 97,076 81

! Pretax income required equals years ESOP Joss divided by prior owners’ year-end share (table A), the result then being
divided by 47 percent. .
3 Field required on average cash increase during year (percent).

TABLE D.—EFFECTS ON EARNINGS PER SHARE

With ESOP
No ESOP, —

Earning per Year-end Earnings per

Year share shares out  Net income share
$9.95 30, 500 $274, 950 $9.08

9.95 30, 959 274,950 8.87

9.95 31.383 274, 950 8.61

9.95 31,778 274,950 8.65
9.95 32,148 274,950 8.55

TABLE E.—EARNINGS AS A PERCENT OF EQUITY
No ESOP With ESOP

Year Start equity Earnings Percent  Start equity Earnings Percentt
$298, 450 9.9  $3,000,000 $274, 950 9.2

298, 450 9.0 3,224,950 274,950 8.3

298, 450 83 3, 649, 900 274,950 7.5

298,450 .17 3,974, 850 274,950 6.9

298, 450 .1 4,299, 800 274,950 €4

1 Would be slightly increased if earnings on additional cash were considered,

CHAPTER IV
EmpLOYEE PRrRODUCTIVITY

One of the main arguments against the negative points brought out in the pre-
vious chapters is that the ESOP will improve employee productivity sufficiently
to compensate, at least in part. When the Employees own a “piece of the action”,
it is felt, they will tend to view the company from an ownership position, and their
attitude, morale, and productivity will improve as a result. But will they?

Msgnagement often tends to look at ownership from the viewpoint of control,
because if they can control things, then they can strongly influence earnings
(their own, as well as the company’s). But the stock held by the ESOP on behalf
of the participants affords them no control, since it is voted by a committee
appointed by the Board of Directors. Even after he retires and receives his dis-
tribution in stock, the participant has no real control. His tax liability provides
strong pressure to sell the stock, and even if he keeps it, it will be only a very
minor part of the shares outstanding.

In fact, what the participant in the ESOP has, is a vague prospect of economic
gain, uncertain in size, (uncertain even if it will continue to exist,) and payable
at some far future date. Once the initial public relations effort surrounding the new
ESOP wears off, the participants will understand exactly what they have. Is
this a motivator toward increased poductivity?

When the participant is gaining economically (or thinks he is), his morale may
be improved and his productivity may be higher. But it is the perceived economic
gain which (may) cause increased productivity from the participant, not the other
way around. In other words, with the possible exception of very small companies,
the participants are not likely .to believe that additional exertion on their parts
will improve their economic position through the ESOP.

69-174 O -76 -5
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Further, the volatility of the stock market will at times cause the value of the
participant’s ESOP account (even for non-traded companies) to decline. If
anything, there will be a negative impact on productivity at these times, especially
if the participant feels that the ‘“slackers’” are sharing more or less equally in the

The proponents of ESOPS make claims of actual cases in which morale and
productivity have improved. In at least one such case, the improvements should
not be surprising. It relates to a company in which the ESOP was adopted by the
altruistic owner of the company for the primary purpose of turning the business
over the employees.

To summarize, there may well be an initial improvement in productivity,
expecially if there is a good, competent public relations effort. Following that,
however, the employees will begin to perceive that their ownership of shares is
mesaningless from the standpoint of control, and the sole advantage the ESOP
offers them is economic. The employee will soon realize that the economic reward
is of unknown size, unknown certainty, subject to random factors over which
neither he nor the company has control, and in event, the gain is remote in time.

From that point on, the ESOP is a “part of the package’, and perhaps a not
too dependable part, at that. The odds are, that over the lifetime of the ESOP,
the downturns in stock values will prove of more significance in impairing morale
and productivity than the upturns will in improving them.

CHAPTER V
BORROWING THROUGH AN ESOP

Another of the major advantages claimed for ESOPS is that they can be used to
borrow money, with the principal amount being repaid in tax-deductible dollars.
The ESOP borrows the money and uses it to purchase stock from the company,
pledging the stock as collateral, with the company usually guaranteeing the loan.
The company agrees to make future cash contributions to the ESOP sufficient
to repay the loan and interest. Since the principal (as well as the interest) is de-
ductible, it is claimed that an “ESOP loan’ costs the company approximately half
as much to repay as compared with a direct loan. N

Unfortunately, the proponents normally carry the argument only as far as that
described above. When the analysis is carried further, into subsequent years
some interesting facts are brought to light. .

We will assume the same company as before; equity of $3,000,000, 30,000 shares
outstanding, pre-tax earnings of $635,000, and a tax rate of 53%. Assume the
company wants to borrow $300,000, repaying $100,000 each year, plus interest.
Assume that the loan is a matter of necessity, and creates no additional income
for the company. Which iz the better alternative—borrowing directly from the
lender, or borrowing through an ESOP? (A loan which is used to create additional
income is described in the following chapter.)

The following two tables describe the two approaches. Table A depicts the
direct-borrowing approach. The upper part of the table (to the fifth line) shows the
calculation of post-tax income for each of the three years of the loan. However,
the existence of the loan creates a cash flow effect, which requires estimating an
additional adjustment to obtain net income for the three years. \

The cash-flow adjustment is described in the second part of Table A. (Deprecia-
tion is ignored since it would be the same in either alternative.) The cash flow
factors are summarized by year on the fourth line. The fifth line shows the cumula-
tive cash flow effect. (A refinement, which does not affect the conclusions, would
be to recognize that the additional cash flow takes place cumulatively during
each year, calculate the average increased cash availability for each year, and
“cum” the resulting figures.)

Since the cash flow effect is positive, it is assumed that the funds will be used to
reduce current bank borrowings, and will contribute 10%, to pre-tax income. That
figure is shown on line six. The post-tax effect of the additional income is 47%,
and is shown on line seven. That figure, for each year, is enrried up to the upper
part of Table A as an estimated Cash Flow Adjustment, to obtain the Net Income
for each year. :

Table B depicts in a similar manner, the approach whereby the funds are bor-
rowed through an ESOP, In the upper portion of the table, the full amount of
principal and intcrest is deducted as a contribution to the ESOP.

The lower portion of Table B describes the cash-flow estimate related to the
ESOP approach. The net cash flow effect for each year is summed on line four,
and the cumulative amount shown on line five. The income on the additional cash
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is again assumed to be 109, (line six), and the post-tax effect is calculated at 479,
and shown on line seven. That figure, for each year, is carried up to the upper part
of ’flable B as an estimated Cash Flow Adjustment, to obtain the Net Income for
each year.

While this method of estimating the impact of the cash flow effect is not
absolutely precise, it has the advantage of relative simplicity and in no way
changes the conclusions to be drawn.

TABLE A.—DIRECT BORROWING APPROACH

Year | Year Il Year 11 Total
Normal pretax._ . . ..o e ieaeaaas $635, 000 $635, 000 $635,000 ________...___
Loan interest_.__ (30, 000) (20, 000) (10,000)___....._.__..
Adjusted pretax._. 605, 000 615, 000 625,000 __..
Tax (53 percent). (320, 650) (325, 950) (331, 250)..

Post-tax_.___._._.._. - 284, 350 289, 050 293,750 ...
Cash flow adjustment__________________________.____. 8,664 17,550 26,656 ... ...
Netincome. . o iiiiiiiicieaaes 293, 014 306, 600 320, 406 $920, 020
Cash flow effect:
Normal pretax_ ... . ... 635, 000 635, 000 635,000 _.___..._____.
Tax (as above). - (320, 650) 5325, 950) §33l, 250). ...
Loan payment._ . .. . . (130, 000) 120, 000) 110,000) ... ... ...
Yearly cashincrease. . .. ... . ... ._........... 184, 350 189, 050 193, 750
Cumulative cash increase 184’: 350 373,400 567,150 ... ... .....
Earnings at 10 percent . 18,435 37,340 6,
Post-tax effect_._..__.._ 8,664 17, 550

TABLE B.—BORROWING THROUGH AN ESOP

Year | Year 1l Year [l Total

Normal pretax_.___..__._____________________....... $635, 000 $635, 000 $635,000 ______________
Contributed to ESOP_ . .. ... (130, 000) (120, 000) (110,000) ... ______.__
Adjusted pretax. ..ol 505, 000 515, 000 525,000 _______..._...
Tax (53 percent) ... (267, 650) (272, 950) (278,250) . __._.___.__
Post-tax. o 237,350 242,050 246,750 ______________
Cash flow adjustment. __ e 11,155 22,532 34129 ...
Netincome.. . . eeiiiaa. 248, 505 264, 582 280, 879 $793, 966
Cash flow effect:

Normal pretax___ ... . . ... 635, 000 635, 000 635, 000

Tax (as above)___.___ 5267, 650) (212, 9503 (278, 250

Contributed to ESOP 130, 000) (120, 000 (110, 000

Yearly cashincrease...___._______ . _______.____. 237, 350 242, 050

Cumulative cash increase. o 237, 350 479, 400

Earnings at 10 percent.__. - 23,735 47,940

Post-tax effect_ ... e 11,155 22,532

As the tables show, the direct borrowing approach provides net income over
the three years of $920,020, and an increase in cash available of $567,150. The
ESOP borrowing approach provides net income over the three year period of
$793,966, and an increase in cash available, of $726,150. Thus, borrowing through
an ESOP increases available cash by $159,000 over what it would have been on a
direct borrowing basis, but does so at the cost of a reduction in net income of
$126,054. .

And, as in previous examples, the effects do not stop there. If the $300,000 had
been borrowed through an ESOP, the company would be obliged to issue 3,000
shares of stock to the ESOP (assuming market value equals book value), in re-
turn for the funds contributed. At the outset of the three year loan period, the
previous owners’ position would thus have been reduced from one of 1009, to
one of 90.9% ownership. These effects, plus the impact on earnings, on earnings
as a percent of equity, and on earnings per share are summarized in Table C at
the end of the chapter.
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Proponents of ESOPS sometimes claim that one advantage of borrowing
through an ESOP is that the loan is easier to obtain. Obviously, that would
depend on the individual lender’s evaluation of the situation, but it is doubtful
that many lenders would consider a loan through an ESOP significantly more
desirable than a direct loan. On the positive side the lender would need to consider
the increase in the company’s net worth and the slight improvement in liquidity.
On the negative side he would need to consider the reduced net income, reduced
earnings on equity, and reduced earnings per share. He would also need to con-
sider the likely impact these factors would have on the value of the ESOP’s stock,
which is serving as collateral for the loan.

In summary, the claim that you can borrow through an ESOP and repay the
loan in tax-deductible dollars is true only in the narrowest literal sense. Con-
sidering the side effects, the ESOP approach is a very expensive one.

TABLE C.—EFFECTS ON EARNINGS ON EQUITY AND EARNINGS PER SHARE

i Earnings/
. Previous equity Earnings/
Year Net income  owner share percent share
No ESOP:
1 $293,014 $293,014 9.8 $9.77
306, 600 306, 600 9.3 10.22
320, 406 320, 406 8.9 10.68
920, 020 920,020 ... iiiieaee-
248, 505 225,913 1.5 7.53
264, 582 240,529 1.5 8.02
280,879 255, 345 1.4 8.51

793, 966 721,787

CHaPTER VI
ESOPS AND ACQUISITIONS

Another of the major advantages claimed by the proponents of ESOPS, is
that an ESOP can be used to acquire another company, “paying for it in pre-tax
dollars.” There are several means by which this can be done.

In many examples, the ESOP purchases the stock of the company to.be ac-
quired, paying for it on an instalment basis (or through the use of borrowed
funds). The ESOP then makes an exchange of stock with the parent company,
the acquired company’s stock being transferred to the parent, and stock in the
parent company being given in return. Cash contributions from the parent
company to the ESOP in subsequent years are used by the ESOP to pay for the
acquired company’s stock. Other approaches achieve the same end result.

It should be apparent that this is not greatly different from the example used
in the previous chapter, in which an ESOP was used to borrow funds. In that
example, however, we assumed that the borrowed funds generated no additional
income. In the case of an acquisition, there would hopefully be some additional
income.

To illustrate the use of an ESOP in acquiring another company, we will use
the same hypothetical company used in previous chapters. A comparison will be
made between the “ESOP” method of acquisition and the “direct”’ methed, in
which an ESOP is not used.

To reiterate the example—equity is $3,000,000, there are 30,000 shares out-
standing, pre-tax income is $635,000 and the tax rate is 53%. Assume that the
cost of the stock in the company to be acquired is $300,000, and that borrowed
funds are used which must be repaid at $100,000 each year plus 10%, interest.
The company being acquired earns $80,000 pre-tax.

Table A describes the results of three years of operations after acquiring the
company directly (without an ESOP). Pre-tax income is $715,000, the total of
the parent’s $635,000 and the acquired company’s $80,000. The example follows
the pattern described in the previous chapter on borrowing through an ESOP,
intélluding the cash flow adjustment, which is described in the second half of the
table.

Table B describes the results of three years of operations after financing the
acquisition through an ESOP. Comparing the two approaches, it is apparent that
the ESOP approach improves available cash during the three years by $159,000
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as compared with the non-ESOP approach. But, as in the previous example,
this modest improvement is achieved at the expense of a reduction in profits

of $126,054.

And, as in previous examples, the problems created by using an ESOP for
acquisitions do not end there. The ESOP approach would reduce the previous
owners’ position from 1009, to 90.9%, so that the previous owners would own a

reduced share of the profits for the three
earnings as a percent of equity and earnin
with potential effects on market value fo

marized in Table C.

TABLE A.—FINANCING ACQUISITION DIRECTLY (NO £SOP)

year period. In addition, earnings,
gs per share are adversely affected,
r the stock. These effects are sum-

Year | Year I Year 111 Total
Normal pretax_ ... ... ... $715, 000 $715, 000 $715,000 _______.______
Loaninterest ... .. eoo... 3 (20, 000) (10,000) .. ___...____
Adjusted pretax_.._.___.__.._ .. __..._.____.... 685, 000 695, 000 705,000 (... ____.__
Tax (53 percent). ... . ... ... (363, 050) (368, 350) (373,650) . __.._........
321,950 326, 650 331,350 ...
10, 431 21,084 31,958 ...
332,381 347,734 363, 308 $1,043, 423
Cash flow effect:
Normal pretax___ ... . ._._...____.__._. 715, 000 715, 600
Tax (as above) 2363, 050) 2368, 350)
Loan payment 130, 000) 120, 000)
Yearly cash increase....._____..________________ 221, 950 226, 650 231, 350
Cumulative cash increase_ 221,950 448, 600 679,950 __
Earnings at 10 percent___ 22,195 44, 860 67,995 _.
Posttax effect_________ . ____ .. ... 10, 431 21,084 31,958 __
TABLE B.—FINANCING ACQUISITION THROUGH AN ESOP
Year | Year Il Year Il Total
Normal pretax_____.______ .. . ... ... $715, 000 $715, 000 $715000 _______..____.
Contributed to ESOP________.___________. .. ____._.. (130, 000) (120, 000) (110,000)_______...___.
Adjusted pretax____________.. ... .. _...____ 585, 000 595, 000 605,000 ______..._____
Tax (83 percent). ... .. ... (310, 050) (315, 350) (320,650) ... _.......
Posttax______.._... 274,950 279,650 284,350 . ... . ..
Cash flow adjustment 12,922 26, 066 39,431 ... ...
Netincome. ... .. ... ... 287,872 305, 716 323,781 $917, 369
Cash flow effect:
Normalpretax____________. .. ... .___ 715, 000 715, 000 715, 000
Tax (as above). .. (310, 050; 5315, 350; $320, 550;
Contributed to ESOP_________._._ . _______._____ (130, 000) . 120, 000 110, 000
Yearly cash increase....___..___.._._____.__.... 274,950 279, 650 284,350 838, 950
Cumulative cash increase. 274, 950 554, 600 L, 950 ...
Earnings at 10 percent_.__ . 27,495 85, 460 3 .-
Posttax effect___. .. ... 12, 922 26, 066 39,431 ...

TABLE C.—EFFECTS ON EARNINGS ON EQUITY AND ON EARNINGS PER SHARE

Previous Earnings/ K
_ Net owner egui! Earnings/
Year income share (percent share
Acquisition without ESOP:
1 $332, 381 $332, 381 1.1 $11.08
347,734 347,734 10.4 11.59
363, 308 363, 308 9.9 12.11
Total s 1,043,423 1,043,423 ..
287,872 261,676 8.7 8.7
305, 716 217,896 8.5 9.26
323,781 294,317 8.3 9.81
Total e 917, 369 833,889 ...
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CuArTER VII

SUMMARY

The foregoing examples and analyses have demonstrated that in the majority
of instances, the major advantages claimed for ESOPS are more than outweighed
by the disadvantages. There may be a modest improvement to cash flow, but in
most situations there are reductions in earnings, reductions in earnings on equity,
and reductions in earnings per share. There would likely be secondary effects
which would reduce the value of the stock and impair the company’s ability
to attract lenders.

The Internal Revenue Service insists that ESOPS be “for the exclusive benefit
of the participants.” It may well be that the Internal Revenue Service under-
stands the workings of ESOPS far better than do those in business, as it is rarely
the owners who benefit. Whatever the company’s motives in adopting an ESOP,
it is almost always for the “‘exclusive benefit of the employees.”

EVALUATION OF THE UStE OF AN EMPLOYEE StocK OWNERSHIP PLAN A8 A
MeTHOD OF CAPITAL FORMATON FOR CONRAIL

(By E. F. Hutton & Co., Inc., May 12, 1975)

INTRODUCTION

In conjunction with a study conducted by Towers, Perrin, Forster & Crosby
(““TPF/C”) for the United States Railway Association (“lUSRA”) on “The
Evaluation of the Emé)loyee Stock Ownership Plan (‘ESOP’) as Applied to Con-
Rail”, E. F. Hutton & Company, Inc. has been engaged to evaluate an ESOP
as a method of capital formation for ConRail.

This anslysis is based on the information set forth in the USRA’s Preliminary
System Plan (the “PSP”) and especially Part 3 which is entitled “Financial
Assessment of the Preliminary System Plan”. Inputs in the areas of employee
benefit programs and employee motivation will be provided by TPF/C and
Dr. Saul Gellerman, respectively.

This report reviews how an ESOP serves to provide capital to a corporation;
examines the financial effects of an ESOP on the sponsoring corporation; and
considers the advantages and disadvantages to a corporation and to its common
shareholders of an ESOP financing as compared with other financing modes.
1t then considers the applicability of the ESOP method of financing to ConRail
and gives E. F. Hutton’s recommendations on the use of an ESOP at ConRail.

How an ESOP Operates to Provide Capital

Under an ESOP a corporation sets up a Trust established under a stock bonus
plan qualified under Section 401(a) of the Internal Revenue Code. Such qualifica-
tion is required in order to make the corporation’s contributions deductible for
tax purposes. The Trust then arranges for a loan from a bank or other lending
institution, the proceeds of which are used either to purchase newly-issued stock
from the corporation, or to purchase previously-issued stock from existing share-
holders. The loan to the Trust is secured by the stock purchased and guaranteed
by the sponsoring corporation. In establishing the ESOP the corporation under-
takes to make contributions to the plan in an amount related to the size of the
plan and the salary and wages of participating employees. Interest and principal
payments on the loan to the Trust are made out of these contributions. The
contributions, to the extent that they do not exceed 15% of the wages and salaries
of the participating employees, are fully tax deductible in a qualified plan. The
result of the transaction is to provide the corporation with capital in an amount
equal to the loan made to the Trust, or to provide cash to selling shareholders
(or their estates).



67

ESOP Financing—Debt or Equity

By its structure ESOP financing is a hybrid of debt an equity. While equity
securities are “sold” to the Trust the ESOP financing does not provide the advan-
tages of true equity financing because the corporation also incurs fixed charge
obligations equal to those it would have under a straight debt financing. The
advantage is that the debt can be retired through tax deductible contributions.
For all practical purposes the loan to the Trust must be viewed as having been
made directly to the corporation. The contributions are in fact interest and
principal payments made directly by the corporation. The ESOF s stock is validly
issued and outstanding in spite of the fact that it has not yet beea allocated to the .
accounts of participating employees. No contributions are made by the participat-
ing employees; as the loan is retired and they achieve vesting, they receive stock
essentially free of any cost to them.

Basically, the ESOP is a loan to the corporation the amortization of which
creates an equity interest for the corporaiion’s employees in the capitalization of
the corporation. The reason for viewing it as a loan made directly to the corpora-
tion is the fact that any lending institution providing the funds to the Trust
looks through the Trust vehicle to the source of the funds required to amortize
the loan. The loan is made on the credit worthiness of the corporation and thus
an ESOP does not create the opportunity to borrow in amounts significantly
greater than the corporation could otherwise have borrowed. In the event of a
default by the Trust the lenders could sell the stock. If the proceeds are inadequate,
the corporation is obligated to repay the balance of the loan. However, this
security interest is not meaningful because the Trust’s default would have been
occasioned by a prior default by the corporation. In the event of such a default the
equity securities would have only a nominal value. This problem is further
compounded by the fact that most ESOP financings are done for either private
companies or companies with extremely thin trading markets, making realization
upon sale of large amounts of equity difficult.

The equity interest represented by the stock held in the Trust, while not
immediately vested to the accounts of participating employees, is recognized from
the inception of the plan. The stock has the same rights as similar stock held
by other investors including the right to vote and receive dividends, is such
provisions exist. Pending vesting to the accounts of employees, the Trustee votes
the stock in accordance with the provisions of the plan.

Comparison of ESOP Financing with Conventional Debt and Equity Financing

A comparison of the effects of ESOP financing, debt financing and equity
financing is presented in Table I. It considers the impact of each on income, cash
flow, capitalization and existing equity investors. The impact on a hypothetical
corporation is demonstrated in Exhibit I. Table I and Exhibit I make the following
assumptions:

1. An equal amount of money is raised under each of the alternative financings.

2. The proceeds from each of the alternatives are invested to produce an
equivalent amount of revenues.

3. The contributions made by the corporation are equal to the interest and
principal payments on the loan to the Trust.

4. The loan to the Trust is guaranteed by the corporation.

5. The corporation has only common stock in its equity capitalization. There-
fore, the number of shares sold to the ESOP would be equivalent to the number of
shares sold to investors in the equity financing.

6. ‘‘t” is the corporation’s marginal tax rate.

7. No effect has been given to greater productivity resulting from the plan.
See Dr. Gellerman’s report for an analysis of the possibilities of such effects.

8. The corporation can avail itself of any of the three alternatives.
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TABLE |

ESOP financing

Debt financing

Equity financing

INCOME EFFECTS

Pretax income is reduced by interest
and principal payments on the loan
(the contributions).

After-tax income is reduced by the
amount of the interest and principal
payments multiplied by (I—t).

Any dividends paid on stock issued to
the ESOP are not tax deductible.

CASH FLOW EFFECTS

Cash flow is reduced by the amount of
interest and principal payments
multiptied by (1—-t).

Cash flow is reduced by dividend pay-
n;en't(s, if any, on the newly issued
stock.

CAPITALIZATION EFFECTS

Initially the corporation would reflect
the full amount of the trust’s loan as
a long-term liability. As contribu-
tions are apg!lgd to repay the trust's
loan this liability would decrease.
Initially shareholders’ equity would
niot show an increase. As the trust's
loan is repaid the decrease in the
rincipal amount would be reflected
y an increase in shareholders’
equity. .
The number of shares outstanding
would be increased by the shares
sold to the ESOP.
Retained earnings would be reduced
bg dividend payments, if any, on the
shares sold fo the ESGP.

EFFECT ON EXISTING SHAREHOLDERS

The proportionate interest of existing
shareholders in the corporation’s
net income and book value is di-
luted by the percentage relationship
which the number of shares sold to
the ESOP bears to the total shares
Egté},anding after the sale to the

Pretaxincome is reduced by the portion
of the loan payment representing in-
terest. Principal payments do not
directly affect income.

After-tax income is reduced by the
amount of the interest portion multi-
plied by (1—t). Principal payments
are not tax deductible.

Cash flow is reduced by the amount of
the interest portion of the loan pay-
ment multiplied by (1—1).

Cash flow is reduced by the full amount
of the principal portion of the loan
payment.

The loan would be reflected as a long-
term liability. As the loan is amor-
tized this liability would decrease.

The excess of the income generated
from the investment of the funds
over the interest costs increases
earnings and book value with no di-
lution in either the shareholders’

roportionate interest in earnings or
ook value.

There is no reduction in income relating
to the equity financing.

Any dividends paid on the corporation's
stock are not tax deductible.

Cash flow is reduced by dividend pay-
n:en‘zs, if any, on the newly issued
stock.

Shareholders’ equity would be increased
be/ tlt(le proceeds from the sale of the
stock.

The increased income which derives
from not charging income with the
costs associated with the ESOP and
debt financing will be added to re-
tained earnings.

Retained earnings would be reduced by
dividend payments, if any, on the
newly issued shares.

The proportionate interest of existing
shareholders in the corporation’s net
income is_diluted by the percentage
relationship which the number of
shares sold to investors bears to the
total shares outstanding after the
offering.

The effect on the book value per share of
existing shareholders depends on the
relationship of the offering price per
share to book value per share pricr to
the offering. If the offering price is
greater than book value the financing
increases book value; if the offering
price is lower than book value the
offer decreases book value.

Advantages of ESOP Financing
The ESOP methods of financing can provide certain financial advantages

over debt and equity financing in specialized situations. Generally, the most
compelling financial advantage is that the principal on an ESOP loan is repaid
with pre-tax dollars compared with after-tax dollars under conventional debt
financing. This cash flow advantage in dollars is:

_P
a=t

where “P” is the principal amount of the loan and “t” is the marginal tax rate.
P/(1-t) is the pre-tax income which must be generated to repay the conventional
loan compared with an amount P of pre-tax income to repay the ESOP loan.
If the corporation does not pay any tazes this advantage is not present. An offset to
this eash flow advantage (relative to debt financing) is the dividend requirements,
if any, on newly-issued shares.

P
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The corporation is able to flow pre-tax dollars into its equity account since
a portion of the contributions made to the ESOP go to repay the loan to the
Trust which translates into an increase in shareholders’ equity. For a tax paying
corporation the fact that the principal amortization becomes a pre-tax charge
rather than an after-tax charge to cash flow can improve the cash flow coverage
ratios of total debt service (principal and interest) and thus increase overall debt
capacity when contrasted with the debt financing.

At the present time, conditions in the equity securities markets are such that
only major corporations can sell equity securities through the traditional under-
writing channels. Under such conditions, for many companies the only practical
equity financing is through an ESOP. As discussed above, the capital raising
advantages of such a sale are limited. However, for estate planning purposes or
for “going private” fransactions an ESOP can be very useful, because in these
cases the shares purchased by the ESOP are previously issued “secondary’’
shares. The debt capacity of the corporation can thus be used to provide liquidity
to an estate or to increase the ownership percentage of inside shareholders.

Disadvantages of ESOP Financing

The principal financial disadvantage of the ESOP method is its impact on
income and the dilution of the interests of existing shareholders. Contributions
made to the plan are charged directly to income. To the extent that a part of the
contribution represents principal payments on the loan to the Thrust, this is an
additional charge not associated with a debt financing. The reported income of a
corporation using ESOP financing will be reduced by the entire contribution to the
Trust whereas only interest payments are charged against earnings in a debt
financing. While this charge is not important to a private corporation, it will
reduce the value of any shares to be utilized to raise capital for the corporation.

In addition to the earnings impact, the shares in an ESOP will dilute overall
earnings per share as they are deemed to be outstanding for computation of
earnings per share. This ““dilution” will also lower the per share value which could
be obtained in a sale of equity to raise capital. Since the shares sold to the ESOP
are valued at the same price as shares sold in the equity financing, the same
dilution in existing shareholders’ interest is created. However, there are no
on-going charges to income. Therefore, in the equity financing the offset to the
dilution of the newly-issued shares is the additional income which is generated
by investment of the proceeds of the financing. If the after-tax rate of return
earned on the proceeds is greater than the reciprocal of the multiple of earnings
at which the common stock is valued, then the equity financing in non-dilutionary
to existing shareholders’ proportionate interest in the corporation’s earnings.
In the case of an ESOP financing the rate of return would have to be propor-
tionately higher to compensate for the increased charges to earnings before such
an offering became non-dilutionary. .

The earnings generated from the productivity increases stemming from the
motivational aspects of the ESOP plan must exceed the contribution costs by the
pre-tax rate of return which the corporation could expect on investing the pro-
ceeds from the equity financing before the ESOP method would not adversely
im;l)la(f‘,lt the proportionate interest of existing shareholders both in income and
cash flow.

Impact on Financing Alternatives

While ESOP financing has numerous attributes of equity financing it is more
properly considered debt financing for the reasons mentioned earlier in the
report. There is, however, a difference of opinion as to how to ESOP should be
accounted for in the accounting community. The alternatives are to either reflect
the ESOP loan directly in the balance sheet, or indirectly as a contingent liability
footnote. The form will not affect the analysis performed by members of the
financial community. Contributions to the Trust, because of the implications of the
default on its loan, should be considered a fixed charge of the corporation and,
therefore, such an obligation is properly included in the liability section of the
balance sheet for analytical purposes. The equity formation of the ESOP arises
from a charge to income which amortizes the loan and occurs over the term of
the loan. To include the loan to the Trust’s proceeds in the shareholders’ equity
section of the corporation’s balance sheet ignores the fixed obligation of the
corporation to indirectly repay the loan through its contributions.

The proper capital structure of a corporation depends on a host of factors,
the most important of which is the nature of its business. If a business expects
an assured steady demand for its services and has the ability to cover its costs in
pricing its product, its capital structure could include a substantial amount of
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leverage. A more speculative enterprise argues for less reliance on capital which
necessitates fixed payments to avoid jeopardizing its on-going business.

As an ESOP financing is categorized as debt, it limits the borrowing capacity
of a corporation. A lending institution or debt investor will consider the fixed
nature of the corporation’s obligations to the ESOP before lending it additional
funds. One mitigating aspect is the tax subsidy on principal payments not available
on a conventional loan.

The equity financing has a two-fold benefit to the corporation as it does not
utilize existing borrowing capacity, but actually increases the amount a corpora-
tion can look to borrow jn the debt markets.

It has been assumed that the corporation can avail itself of any of the three
alternatives. If such were not the case, the decision to establish an ESOP requires
additional considerations, however, the IRS requires that the plan be for the
exclusive benefit of the employees. Rulings on this matter require that the stock
sold to the ESOP must be valued at no more than fair market value at the time of
purchase by the Trust and that the corporation must have been able to borrow an
equivalent sum in the regular money markets at the time.

This requirement should not be confused with the timing on the establishment
of an ESOP. The maximization of the value received for the equity interest sold
should be an important consideration to the corporation. If short-term uncer-
tainties are reflected in a low valuation of the corporation’s equity securities, then
management should resort to debt financing, if available, to avoid a sale of equity
which would unnecessarily dilute the interests of existing shareholders.

THE APPLICABILITY OF AN ESOP AS A METHOD OF CAPITAL FORMATION TO
CONRAIL

ConRail's Projected Financial Results and Funding Requirements

This analysis uses as a basis for examining the applicability of ESOP financing
to ConRail the data presented in Chapter 14 of the PSP entitled “Financial
Analysis of the Preliminary System Plan’’, and no assessment is made on the
accuracy of such projections as E. F. Hutton took no part in their preparation.

The ability of ConRail to obtain capital from private sources independent of
Federal guarantees depends on the credence placed by the financial community
on the projections developed and in their assessment of the treatment of the credi-
tors of the existing bankrupt railroads. It is our opinion that without a Federal
guarantee ConRail as presently conceived will be precluded from raising funds
(other than direct mortgage indeBtedness) in the private sector until it has an
operating history which demonstrates a capability of profitable operation. We
believe that the USRA has reached the same conclusion as the inference drawn
from a reading of Chapter 14 of the PSP, is that ConRail’s ability to obtain funds
from the capital markets will be quite limited. Of the $3.5 billion budgeted for
external financing by 1985, approximately $3 billion is expected to consist of
Federal notes. The balance is projected to consist of equipment obligations. If, in
fact, ConRail will have no independent ability to achieve debt financing then the
creation of an ESOP will not increase the ability of ConRail to raise capital. The
necessary Federal guarantees will not be increased or decreased.

ConRail's Probable Taxz Position

The advantages of the ESOP method of financing over alternative methods stem
primarily from the provisions of the Internal Revenue Code which enable a
corporation to deduct contributions made to the plan from taxable income. Con-
sequently, ConRail’s expected tax position is a key consideration.

he PSP indicates that based on expected results and the opportunities for
favorable tax treatment, ConRail will be in a position to eliminate or defer taxes
for most of the ten year planning horizon (1975-1985).

Therefore, the tax advantages to ConRail of the ESOP financing are non-
existent until ConRail becomes a tax-paying entity. Traditional debt financing
will provide an equivalent amount of capital at the same cost without the con-
comitant dilution and higher charges to earnings brought about by the ESOP.

Impact on Income

The ESOP financing, as previously indicated, requires charging to income the
contributions made to the ESOP Trust. These costs exceed any of the charges
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related to the other financing modes. In its projections USRA does not foresee
ConRail becoming profitable until 1978. The establishment of an ESOP would
decrease the profit potential and possibly lengthen the time before ConRail
becomes a profitable entity. The magnitude of these effects would be in direct
proportion to the size of the ESOP plan utilized.

Effects on Future Capital Formation Through Sale of Equity

The establishment of an ESOP dilutes the interest of existing shareholders in
earnings as shown in the forepart of this report, and it will also reduce the reported
earnings. Consequently, the creation of an ESOP will reduce the ability of Con-
Rail to obtain equity capital through the sale of equity to the public. Again,
further sales to the ESOP would be limited by the debt capacity of ConRail in
the absence of Government guarantees, and the IRS requirement that the corpor-
ation have the ability to borrow equal amounts in the capital markets.

Structure of an ESOP

There are many conceivable alternatives that could be considered in establishing
an ESOP for ConRail, most of which depend upon a prior determination of how
existing, unsecured creditors are to be handled in the recapitalization. If they are
to receive common stock (or common stock equivalents such as convertible
debentures, convertible preferreds, or warrants) then this would preclude 100
percent ownership by the employees. In such a case, the sale to the ESOP, which
must be at ‘“fair market value”’, would have to be the same price utilized in deter-
mining the value of the shares given to the creditors. If this value were to be
reduced by subsequent adjudication it would presumably have to be lowered for
the ESOP. At the very least, the plan would lose its IRS qualification. Distribu-
tions to the creditors, or distributions to trustees in bankruptcy which sub-
sequently flow through to former creditors and shareholders, could presumably
result in ConRail becoming a public, reporting company under Section 12G of
the Securities & Exchange Act of 1934. This would occur if more than 300 share-
holders resulted. This early existence of a “market” could lead to the same
complications. .

If no equity securities are given to creditors then all or any portion of the com-
mon shares could be placed in an ESOP. In our opinion, the loan utilized would
have to be guaranteed by the U.S. Government, as previously discussed. The
amount would be limited to the “fair market value”’ of the equity. E. F. Hutton
has not been engaged to determine this value, however, it is possible to say that
in view of the facts that (1) the structure of ConRail has not yet been determined,
(2) currently railroad related equities sell at very low price earnings multiples,
(3) the projections prepared by USRA do not show achievement of profitability
before 1978, and (4) many persons, groups, corporations and even governmental
agencies have questioned the attainability of these projections, any valuation
arrived at would be extremely low relative to the value such equities would have
when ConRail becomes a viable, profitable entity.

Since in the early years ConRail’s viability will require massive Federal guaran-
tees of debt, it is clear that the U.S. Government will have provided the means by
which ConRail might ultimately achieve profitability. When profitable, the
equity of ConRail could conceivably be worth many billions of dollars. For
example, if ConRail were to earn the $381,736,000 it is projected to earn in 1985
(page 202 of the PSP) and have a market price of five times earnings, the value of
the equity would then be $1.9 billion. This would clearly be an enormous windfall
for the 70,000 to 100,000 employees of ConRail, whe would never have contributed
toward the purchase of the shares, even at the low price levels which would
currently be required.

Conclusion

Due to the unique nature of ConRail, in our opinion, there is no present financial
advantage to ConRail in the establishment of an ESOP. No enhancement of
capital formation results because ConRail will not pay taxes for many years and
the Federal Government will be required to guarantee all unsecured debt. Future
capital formation through the sale of common stock will be made more expensive
due to the higher than necessary charges to earnings and the dilutive effects of
having issued common shares without a corresponding contribution. In the
absence of a clearly defined ConRail structure and uncertainty over the future
earnings prospects of ConRail we believe that any ‘“sales” to an ESOP would
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have to be at inordinately low prices relative to what the value may prove to be
after the Government’s efforts at restructuring, and the Government’s guarantee-
ing of billions of dollars of indebtedness, prove successful.

At the present time it is our opinion that the only financial reason for creation
of an ESBP now would be as an experimental model, to be expanded when the
Board of Directors of ConRail determined that conditions then existing make it
appropriate.

EXHIBIT I—COMPARATIVE EFFECTS OF ESOP, DEBT AND EQUITY FINANCING

[Schedule traces the effects on a hypothetical corporation of a $10,000,000 financing within the framework of table 1
(see assumptions to table i, p. 3)}

[Dollar amounts in thousands}

Before  ESOP . Debt Equity
financing financing (A) financing (A) financing
Income effects:
Pretax income before financing costs (B)......__... $9, 000 $10, 800 $10, 800 $10, 800
Financing costs:
lnterest e (800) (800) 0
Pringipal. . ciieemean (690) ® 0
Adjusted pretax income.__.._ ... ... ........... 9,000 9,310 10, 000 10, 800
Taxes at 50 percent. ... .. ... 4,500 4,655 5, 000 8,400
Netincome. _...._............ [, 4,500 4,655 5, 000 5, 400
Pretax financing costs charged toincome.______ ... . ... 1,490 800 0
Aftertax financing costs charged to income (C)___._.__..._....... 745 400 0
Cash flow effects: .
Cash flow before financing costs. .. .._.__......... 18,000 21,600 21, 600 21,600
Financing costs before dividends:
Interest 400 400 0
Principal ... .. 345 690 0
Adjusted cash flow before dividends. ... 18,000 20, 855 20, 510 21,600
Dividends—$2.50 per share (5 perce 2,500 3,000 2,500 3,000
Cash flow after dividends__________._... 15, 500 17,855 18,010 18, 600
Cash financing costs () - - - nvmmoo oo eenaeaan 1,245 1,090 500
Capitalization effects:
L] ] R 50, 000 60, 000 60, 000 50, 000
Sharehotders’ equity. . .. _..._...... 50, 000 50, 000 50, 000 60, 000
D (7] R 100, 000 110, 000 110, 000 110, 000
Effect on existing shareholders:
Shares outstanding. .. ... ... 1, 000, 000 1, 200, 000 1, 000, 000 1, 200, 000
Dilution in proportionate interest (percent)_. ... ... 16.7 None 16.7
Earnings per share_ ... ... $4.50 $3.88 $5.00 $4.50
Increase (decrease) (percent). .. oo oooooooiaieiiiooooo.o (13.8) 1.1 None
Book value.. ... ... . $50. 00 $41.67 $50. 00 $50. 00
Increase (decrease) (percent) ... o oocoaeiooaaioo. (16.7) None None

1 Not deductible.

(A) The loans under the ESOP and Debt alternatives are made on the following
terms:
Term: Ten years
Interest Rate: 8%
Amortization Schedule: 14.90% of the principal amount per annum
(B) The corporation earns an 189, pre-tax return on the investment of the
proceeds from each of the financings
(C) The charges to net income and cash flow relating to the ESOP and Debt
financing over the life of the loan differ because of the varying portion of the loan
payments allocated to interest. The schedules below show the impact of each
over the full term of the loan. In Case 1 a 509, tax rate was assumed while in Case 2
the corporation is assumed to pay no taxes.
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[Dollar amounts in thousands]

Charge to cash flow

ESOP
i financing
Charge to net income before
dividends
ESOP Debt of $500 Debt
financing financing per annum) financing
Case 1—50 percent tax rate (year):
1 $745 $400.0 $745 $1,090.0
745 372.5 745 1,117.5
745 342.5 745 1,147.5
745 310.5 745 1,179.5
745 215.5 745 1,214.5
745 238.0 745 1,252.0
745 197.5 745 1,292.5
745 153.5 745 1,336.5
745 106.5 745 1,383.5
745 55.0 745 1,435.0
1,490 800.0 1,490 1,490.0
1,490 745.0 1,490 1,499.0
1,490 685.0 1,490.0
1,490 621.0 1, 490 1,490.0
1,490 551.0 1,490 1,490.0
1,490 476.0 1,490 1,490.0
1,490 395.0 1,490 1,490.0
, 307.0 1,490 1,490,0
1, 490 213.0 1,490 1,490.0
1,490 110.0 1,490 1,490.0

Tue Kguso Pran

(By Julius W. Allen, Senior Specialist in Price Economics, Congressional Research
Service, Library of Congress, Washington, D.C., Oct. 24, 1974)

At least since 1958, when ‘‘The Capitalist Manifesto’” by Louis O. Kelso and
Mortimer J. Adler was published, a so-called Kelso plan to encourage stock owner-
ship by employees has received considerable attention. Kelso’s plan has evolved
with some variations in two subsequent books, ‘“The New Capitalists, a Pro-
posal to Free Economic Growth from the Slavery of Savings,’”’ co-authored with
Mortimer Adler, and published in 1961, and ‘“Two-Factor Theory: the Economics
of Reality: How to Turn Eighty Million Workers into Capitalists on Borrowed
Money and Other Proposals,” co-authored with Patricia Hetter and published in
1967, and in numerous articles and statements submitted to Congressional com-
mittees. Among the most recent are ‘‘Corporate Social Responsibility Without
Corporate Suicide,” by Louis O. Kelso and Patricia Hetter, Challenge, July/
August 1973, pp. 52-27, and “Financing Economic Growth and Environmental
Protection to Strengthen the Market Power of Consumers,” testimony to the
Subcommittee on the Environment of the House Committee on Interior and
Insular Affairs by Louis O. Kelso and Norman G. Kurland, January 31, 1974.

Kelso sees his program as being beneficial in numerous ways, in particular (1)
making it possible for a corporation’s employees to become owners of stock in
their own corporation, and thereby increasing worker motivation and productivity,
and (2) providing cheaper financing for capital improvements, as a result of tax
advantages that could be derived by corporations utilizing the plan. It should be
recognized at the outset that there are already in operation other employee stock
ownership plans that have a similar motivation of providing greater incentives to
employees to identify themselves with the successful operations and profitability
of their companies.! They are not however, as sweeping in their obligatory aspects
of employee participation and management financing procedures.

Kelso’s two-fold thesis might be summarized as a belief that (1) increased out-
put depends primarily on increasing inputs of capital and (2) that greater owner-
ship of such capital by a firm’s employees will provide a second income to workers
enabling them to share more directly in the increased output resulting from the
increments of capital input and giving them greater incentives to increase their
productivity and their interest in the profitability of the firm. As Kelso has
said, ““All we're doing is cutting the average worker into the capital gains pie.” 2

1 A memorandum, dated April 18, 1974, outlining the basic characteristics of most em-
ployee stock ownership plans is attached.
3 Business and Government “Insider” Newsletter. V. 1, No. 50, November 13, 1972.
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In making his explanation of his plan, Kelso postulates the customary procedure
of a corporation desiring to make a capital investment in the following terms. The
normal financing procedure has the firm go to a lender, take out a loan, make the
improvement and eventually pay back the loan plus interest. No net new capital
owners are created in the process. Use of internal financing sources involves the
same limited ownership and does not expand the number of new owners of capital.

Kelso’s alternative is illustrated in the following diagram, titled Model 1I, in
contrast to the traditional method of financing described above, which he refers
to as Model I. This so-called Employee Stock Ownership Plan (ESOP) involves
the use of a tax-exempt Employee Stock Ownership Trust (ESOT). Principal
aspects of the ESOP financing techniques are described by Kelso as follows:

The basic building block for bringing about such change in the pattern of owner-
ship of capital in the U.S. economy is ESOP financing (the possible variations are
numerous). Using the assumptions referred to in connection with the discussion
of traditional financing, Model I, it may described as follows:

MODEL 11-
EMTLOYEE STOCK OWNESSHI? FRIANCING
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The most important aspects of the ESOP financing techniques are:

The loan in made not directly to the corporation, but to a specially-designed
pension trust designed to be invested in employer stock, under Section 401(a)
of the Internal Revenue Code. Such trusts normally cover all employees of the
corporation; their relative interests are proportional to their relative annual com-
pensation (however defined) over the period of years that the financing is being
paid off. The trusts are normally under the control of a committee appointed by
management and its membership may include labor representatives.

The committee invests the proceeds of the loan in the corporation by purchasing
newly issued stock at its current market value.

The trust gives its note to the lender, which note may or may not be secured by
& pledge of the stock. If it is so secured, the pledge is designed for relaese of pro-
portionate amounts of the stock each year as installment payments are made on
the trust’s note to the lender and the released stock is allocated to participants’
accounts,

The corporation issues its guarantee to the lender assuring that it will make
annual payments into the trust in amounts sufficient to enable the trust to amor-
tize its debt to the lender. Within the limits specified by the Internal Revenue
Code, such payments are deductible by the corporation as payments to a qualified
employee deferred compensation trust. Thus the lender has the general credit of
the corporation to support repayment of the loan, plus the added security result-
ing from the fact that the loan is repayable in pre-tax dollars.
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Each year as a payment is made by the corporation into the ESOT there is
allocated proportionately among the accounts of the participants in the trust a
number of shares of stock proportionate to the participants’ allocated shares of
the payment. Special formulas have been designed to counteract the relatively
high proportion of early amortization payments used to pay interest and the rela-
tively high proportion of later amortization payments used to repay principal,

As the financing is completed and the loan paid off, the beneficial ownership of
the stoci accrues to the employees. Most trusts are designed to permit the with-
drawal of the portfolio in kind, subject to vesting pravisions, either at termination
of employment, or at retirement. However, it is desirable to so design the ESOT
that any dividend income on shares of stock that have been paid for by the financ-
ing process and then allocated to the employees’ accounts be distributed currently
to the employee-participants, thus giving them a second source of income.

Diversification of the trust can be achieved after a particular block of stock has
been paid for by exchanging the stock, at fair market value, for other shares of
equal market value. Since the trust is a tax-exempt entity, such diversification is
without tax impact.

While there is temporary dilution of the equity of existing shareholders at the
outset, due to the fact that both stock and a limited and special type of loan obli-
gation are outstanding, each year as the corporation repays its debt in pre-tax
dollars through the trust, a cash accumulation is set aside that eventually, either
within the financing period or thereafter, taken in conjunction with the considera-
tions mentioned in the following paragraph, restores the dilution because of the
yield on invested net worth of the tax saving.

When all factors are considered, including the cost and relative inadequacy
of most alternative private retirement systems (for which the ESOP becomes a
substitute), the probable costs and losses to the corporation resulting from (i) the
inevitable demands of employees for progressively more pay in return for pro-
gressively less work input where they have no opportunity to accumulate signif-
icant capital ownership over a reasonable working lifetime; (ii) the shrinkage of
markets for the corporation’s products or services from the otherwise inevitable
inflation of its product prices; and (iii) the added costs to the employer from alie-
nation and demotivation of employees not enabled to acquire capital ownership
in an economy where capital is a chief productive factor, etc., the cost of capital
under Model II ESOT financing over the long term, i.e., beyond the financing
period, is no greater, and will normally be less than the cost of capital resulting
from any of the techniques discussed under Model I above.?

As yet, the adoption of the Kelso plan has been limited. According to a 1972
statement, ‘“the San Francisco investment-banking firm of which Kelso is a prin-
cipal, Bangert and Company, has some twenty clients formally in the process of
adopting ESOT, nine more will be by the end of the year, and forty more are in the
works.” We have no independent assessment as to the success of any of the cases
where it has been adopted.

It should be noted that the plan has received some attention in the 93rd Con-
. gress. The Regional Rail Reorganization Act of 1973 (P.L. 93-226) contains a
provision mandating the study, but not necessarily the adoption, of employee
stock ownership financing in connection with the establishment of a Consclidated
Rail Corporation to provide rail service in the northeastern United States. The
Employee Retirement Income Security Act of 1974 (P.L. 93-406), the pension
reform law, contained provisions favorable to employee stock ownership plans as
one form of pension plans.

Two bills were introduced in the 93rd Congress aimed directly at facilitating
the establishment of employee stock ownership plans, primarily by increasing
the amount of annual deductible contribution to a qualified employee profit
sharing trust from 15 to 30 percent of employee compensation. The other three-
main prcvisions may be summarizéd ‘as follows: (1) a qualified employee profit
sharing trust shall have the tax characteristics of a charitable organization so
contributions made to it as gifts will' be tax deductible; (2) a tax deduction to
corporations for the amount of dividends which they pay.on stock held by qualified
employee profit sharing trusts, provided that the dividends are promptly paid
over to the employees covered by the plan; (3) an additional tax deduction amount~
ing to 50 percent of the principal amount of the indebtedness paid by the trust

2 U.8. Congress. House. Committee on Interior and Insular Affairs. Subcommittee on the
Environment. National Energy Research. Hearings . . . on H.R.“6602 and ‘related bills,
May 16, 1973-February 19, 1974. pp. 356-358, o
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during the taxable year for a corporation making a contribution to a qualified
employee profit sharing trust where the trust pays off indebtedness incurred to
purchase stock of the corporation. These were 8. 1370, introduced on March 27,
1973 by Senator Fannin for himself, Senator Hansen and Senator Dominick, and
H.R. 3590, introduced on June 12, 1973 by Congressman William Frenzel.

Finally, on October 2, 1974, the Senate Committee on Finance approved an
amendment to the pending Trade Reform Act which would require a firm, in
order to be eligible for a guaranteed loan, to establish an employee stock owner-
ship plan involving stock worth one quarter of the amount of the loan guarantee.

'Phe lack of widespread adoption of, or enthusiasm for, the Kelso plan may be

- attributed to several factors, including the following.

It may be questioned that wider dispersion of stock ownership is as advantageous
as Kelso suggest. Certainly the ownership of ‘‘shares’” in American industry,
widely advocated in recent years, has come to be far less attractive during the
past year than it has been in most of the postwar period. The severe drop in the
value of securities traded in the New York and other stock exchanges in recent
years has robbed stocks of such merit as an antiinflationary hedge they had been
assumed to have.

A basic assumption of the Kelso plan in fact is that capital outlays financed
directly by new employee-owned stock issues, in turn financed by bank loans,
will turn out to be profitable enough to permit repayment of the loan and growing
value of the stock. There are, however, a substantial number of instances where
such profits fail to materialize. The resulting impact on the value of shares in
such a case is bound to be adverse, particularly in the case of a small or new firm
where a given capital outlay is a large proportion of a company’s capitalization.

Since issuance of stock is tied to capital investment, i.e. the purchase of “tools”
as it is described in the accompanying chart, the amount of stock which an em-
ployee would accumulate under the plan is dependent on the extent of capital
investment planned by the company. This is likely to vary not only among
companies but over time in any given company. Thus, both because the price of
stock may fluctuate and because the amount to be derived by any given employee
is highly uncertain, it is not surprising that in many cases employees are likely
to bargain for higher wages rather than a lower level of wages and an uncertain
stock bonus. ; ‘

This uncertainty as to the value of stock holdings in any employee stock
ownership trust makes such a trust particularly risky when it is used as a basis
for, or alternative to, a pension plan for employees. As the Treasury Department
pointed out in its statement in opposition on S. 1370, “‘the extent to which profit-
sharing plans should invest in stock of the employer is itself a much debated
question among plan administrators, many of whom believe such plans should
hold a diversified investment portfolio.”’ Certainly if a company were to go out of
business because of financial losses and/or bankruptcy, the employees’ investment
in their company’s stock would be drastically reduced.

The individual employee has few if any options as to participation in Kelso’s
stock ownership plan. As noted the stocks are held in an employee stock ownership
trust with employees as beneficial owners in proportion to their compensation.
Management of the trust is normally under the control of a committee appointed
by management; its membership may include labor representatives.

It seems that the attractiveness of the Kelso plan to corporate management
derives primarily from the tax benefits aceruing to a corporation making payments
to an employee stock ownership trust rather than to a credit institution when it
decides upon a capital expenditure. It follows that if this plan is widely adopted
the revenue loss would be substantial. For example, the Treasury Department has
estimated that implementation of S. 1370, described above, which would facilitate
establishment of employee stock ownership plans would involve an annual
revenue loss of $1.5 billion. It is a serious question of public policy whether the
benefits accruing to corporations using this plan and their employees outweighs this
loss of revenue, and the resulting consequence of a corresponding reduction in
government services, or an increase in alternative sources of revenue.

Although it may be possible eventually to adapt the Kelso plan successfully to
non-corporate enterprises, at present the plan is geared entirely to issuance of
stock by a corporation and donation by the corporation to its employee stock
ownership trust, with ensuing tax advantages. Thus it, at present at least, clearly
gpeg‘ates to the advantage of corporate and to the disadvantage of noncorporate

usinesses.
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In summary, employee stock ownership plans have real, albeit limited, advan-
tages in improving productivity, raising employee morale, and raising company
profitability. Most such plans are voluntary, which is usually considered a desirable
characteristic.

On the other hand, the Kelso plan, which would not be optional on the part
of employees of corporations participating in the plan, has been presented so
largely as a panacea for multiple economic ills confronting the nation that a
considerable degree of skepticism as to its efficacy appears justified. Basically
one may question that the alleged benefits adoption of Kelso’s plan would achieve
for corporations adopting it and their employees would not largely be counter-
balanced by offsetting costs to other segments of society. There is certainly no
evidence that the plan would per se result in such an increase in productivity as
to vitiate this conclusion.

EMrLOYEE STOCK OWNERsHIP PLANS
(By Don Sullivan of the firm of Towers, Perrin, Forster & Crosby, June 1975)
BACKGROUND

A number of recent events, the most significant of which is the passage of the
Tax Reduction Act of 1975, has generated renewed interest in Employee Stock
Ownership Plans.

In 1968, Louis 0. Kelso and Patricia Hetter published a book entitled Two
Factor Theory: The Economics of Reality. In the book, the authors set forth an
economic and social philosophy that is the basis of the Employee Stock Ownership
Plan/Trust (ESOP or ESOT). Briefly stated, they believe it is important to:

Spread capitalism through stock ownership by using borrowed funds to
distribute stock to all workers. :
Provide a ‘“‘second income” to employees through dividends on stock.

The purpose of this memo is to discuss considerations that are unique or of
particular importance to ESOP’s and to test the oft-heard claim that an ESOP is
an efficient means of raising capital. ’

DESCRIPTION

Section 407(d)(6) of ERISA defines an Employee Stock Ownership Plan as a
qualified stock bonus plan or a combination qualified stock bonus and money
purchase plan designed to invest primarily in employer securities. IRS Regulation
1.401-1(b) (iii) defines a stock bonus plan as a ‘“‘plan established and maintained
by an employer to provide benefits similar to those of a profit-sharing plan, except
that the contributions by the employer are not necessarily dependent upon profits
and the benefits are distributable in stock of the employer company.” A working
definition of an ESOP, then, is a plan qualified under Section 401 of the Code, the
a.sse{,{s of which are invested in and the benefits of which are payable in employer
stock. :

The Kelso variation introduces debt and, as a result, leveraging into the working
definition of an ESOP. It is this variation that is the subject of this memo. Under
the Kelso scheme, the trust created under the plan arranges for a loan from a
lending institution and uses the loan to purchase employer stock—usually newly
issued. The stock is pledged as collateral for the loan. Because the trust cannot
generate income on its own, the corporation usually is required to guarantee the
loan. The loan (including interest) is repaid by the trust from the contributions
of the employer. .

The value of stock initially secured by the trust typically exceeds the em-
ployer’s annual contribution. For example, a trust anticipating an annual employer
contribution of $1,500,000 might negotiate a loan for $10,000,000.at 8 percent to
be repaid over ten years. Assuming a per share price of $50, the trust would
purchase 200,000 shares of stock from the employer.

Normally, the allocation of shares to participants in a given year is based on
the ratio of the current debt installment to the total loan cost (principal plus
interest). Using the assumptions above, the total debt cost would be $15,000,000
(i.e., principal of $10,000,000 plus an interest cost of $5,000,000). If the first-year
contribution to the trust is $1,500,000, 10 percent of the shares, that is

' $1,500,000
20,000 shares

—— X 200,000)
$15,000,000

69-174 O-176 -6



8

would be allocated to participants. However, this first-year contribution would

- be applied partly to repay principal and partly to pay interest. Thus, some of the
shares allocated to participants will not have been paid in full because less than
10percent of the principal has been repaid. Shares credited to the accounts of
participants that have not been paid for are contingently allocated and are not
distributed to employees before full payment is made.

The Kelso modification is an extreme example of the “‘all your eggs in one
basket”’ philosophy because future as well as current allocations to participants
are committed to investments in the employer’s stock. In effect, employees take
a long position in the employer’s stock.

ELIGIBLE EMPLOYERS

Stock bonus plans, by definition, are limited to_corporations. Corporations
that elect to be taxed as partnerships (Subchapter S Corporations) are not eligible
because one of the requirements for Subchapter S election is that no shares may
be held in trust. .

PREVALENCE OF PLANS

There are no published statistics on the number of Kelso Plans. In fact, since
June 30, 1970, the IRS has not maintained separate statistics for stock bonus
plans, but has included them with the tabulation of profit-sharing plans. Between
1955 and 1970, the IRS approved approximately 300 stock bonus plans; in con-
trast, in the same period the IRS approved applications for more than 190,000
pension and profit-sharing plans.

TAX CONSIDERATIONS

Employer contributions to a qualified stock bonus plan are deductible for Federal
income tax purposes up to 15 percent of the participants’ covered compensation.
The deductible limit is 25 percent for combination stock bonus/money purchase
plans. The existence of any other qualified plan could, of course, have an impact
on the deductible limit.

Although applicable to all qualified plans, the deferral of tax on unrealized
appreciation in employer securities until actual sale is of particular significance
to stock bonus plans. If a participant receives a lump-sum distribution from a
qualified plan that is eligible for special tax treatment, the amount by which
the fair market value of the employer stock exceeds the trustee’s cost basis is not
taxed until the recipient disposes of the stock. At time of distribution, the partici-
pant reports only the cost basis of the securities as taxable income. -

Assuming a constantly increasing market value, establishing the cost basis
- for tax purposes for all shares (including those to be allocated in the future)
at the date of the plan’s inception maximizes the portion of the distribution that
is not taxed at time of receipt and that qualifies for capital gains treatment.
Under a conventional stock bonus plan (i.e., without the loan arrangement),
and under a profit-sharing plan that purchases employer stock with each year’s
contribution, the cost basis is, in effect, dollar-averaged.

LEGAL CONSIDERATIONS

ERISA Ezemptions: Stock bonus plans and ESOP’s, along with profit-sharing
and thrift and savings plans, are included in the definition of “eligible individual
account plans”’ under Section 407(d)(3) of ERISA. As such, these plans are:

ot subject to plan termination insurance.
Exempt from the 10 percent investment limitation in employer securities.
Exempt from the diversification requirements of the prudency rule.

In addition, the prohibition against the purchase of employer stock by the plan
from a party-in-interest does not apply to an “‘eligible individual account plan”
if the transaction is for adequate consideration and if no commission is charged.
Therefore, under an ESOP, employer stock may be purchase not only on the open
market but also from the corporation or directly from an individual shareholder.

ERISA also prohibits most plans from engaging in transactions that constitute
directed or indirect “lending of money or extension of credit between the plan
and a party-in-interest.” If this provision were applicable to an ESOP, it would
cripple its ability: )

To purchase shares from the corporation with borrowed funds (unless
the corporation was not obliged to guarantee the loan).
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To purchase shares on an installment basis from a controlling shareholder.
However, Section 408(b)(3) of ERISA exempts an ESOP from this prohibition,
provided that the loan is made primarily for the participants’ benefit and the
interest is not in excess of a reasonable rate. The Conference Committee Report
notes that these loans and extensions of credit ‘‘will be subject to special scrutiny
by the Department of Labor and the Internal Revenue Service to ensure tha
they are primarily for the benefit of plan participants and beneficiaries.”’ )

Ezclusive Benefit Rule: One of the primary tests of qualification under Section
401 of the Code is the requirement that the plan be for the “exclusive benefit
of the employees or their beneficiaries.” With respect to the investment of trust
assets, the ‘‘exclusive benefit rule’’ will not be violated if the following conditions
are satisfied (Rev. Ruling 69-494):

the cost must not exceed fair market value at time of purchase.

a fair return commensurate with the prevailing rate must be provided.

sufficient liquidity must be maintained to permit distribution in accordance
with the terms of the plan.

the safeguards and diversity to which a prudent investor would adhere
must be present.

Fair market value is established as of the date of actual contribution of shares
by the corporation or purchase of shares by the trust. For privately held firms,
fair market value is not a readily ascertainable figure. Guidelines for the valua-
tion of closely held stock have been established by the Internal Revenue Service
in a series of rulings. Some corporations, however, enlist the assistance of pro-
fessional appraisal firms.

The requirement of a fair rate of return is not applicable to obligatory invest-
ments in employer stock under a stock bonus plan (Rev. Ruling 69-65). The
liquidity requirement has no practical application to stock bonus plans because
distributions are in stock, not in cash. It would, however, be a consideration for
money purchase plans.

Under ERISA, stock bonus plans and other eligible individual account plans
are exempt from the diversity requirement, but the prudent man rule applies in
all other respects. If the trustee is required under the plan to purchase employer
stock, a conflict with the prudency rule could arise—particulaly where pur-
chases of stock are'made periodically during the life of the plan. If the trustee
is not required to invest in employer stock, then the fair return requirement
applies, Also, because the trustee is not required to purchase employer stock,
he may have as much, if not more, difficulty in satisfying the prudenced
requirement.

n satisfying the ‘‘exclusive benefit”’ requirement, one must be concerned with
the employee’s ability to convert his distribution to cash or marketable secu-
rities. This is of particular importance when an ESOP is being considered by a
closely held firm. If there is no public market, how does a participant exchange
his certificates for legal tender? The market for a minority interest in a closely
held corporation is, at best, thin and, at worst, non-existent.

To overcome this problem, a corporation may have to obligate itself to repur-
chase shares distributed under the plan. This, in turn, introduces cash flow
considerations. Further, in some instances, the repurchase may be considered a
dividend under tax laws relating to stock redemptions. Having the trust re-
purchase the stock avoids the problem of having the repurchase being treated ‘as
a dividend; however, the cash flow problem remains.

Allocation of Shares: As previously mentioned, the allocation of shares to par-
ticipants’ accounts includes shares for which full payment has not been made.
In effect, some shares are contingently allocated. This presents a possible conflict
with ERISA’s non-forfeitability requirement because a default on the loan could
result in the withdrawal from a participant’s account of any shares contingently
allocated. However, it can be argued that there is non-forfeitability in the funded
benefit (i.e., the shares fully purchased). In the final analysis, consideration of
this issue may be an academic exercise in terms of the value of the stock to par-
ticipants. If there is a default and the corporation cannot fulfill the requirements
of the loan, it is probably a case of insolvency, in which event the shares are
likely to be without value.

Shares that have not been paid for in full cannot be distributed to participants.
Consequently, when a participant terminates, his vested interest may be paid
to him over a period of time as the shares are paid for. This raises a question of
whether the initial lump-sum distribution to a participant constitutes a total
distribution, which is required for favorable tax treatment.
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Eligibility for special lump-sum treatment hinges on whether the shares con-
tingently allocated to an employee’s account, but not distributed until tax years
following his separation from service, are deemed to be:

A part of his total account at the time of initial distribution, which would
preclude the initial distribution from being treated as a total distribution, or

Allocated subsequent to the initial distribution, in which case the initial
distribution would be eligible for favorable lump-sum tax treatment.

A further consideration is that the contingent allocation of shares might be
interpreted as a violation of the non-assignability provisions of ERISA.

Unrelated Business Income: Another problem concerning IRS requirements
involves possible application of ‘“unrelated business income’ concepts to an
ESOP. This income would be taxable to the trust in the year earned. Although
there are no clear guidelines in this area, some authorities have voiced the opinion
that increases in the value of the unallocated employer stock may be considered
to be ‘“‘unrelated business income’’ and, therefore, taxable. However, the IRS
is unlikely to consider unrealized gains “income.” A stronger argument could
be made that the excess of dividends paid on unallocated stock over the interest
cost represents unrelated business income. However, dividend rate in excess
of the interest cost is not likely.

OTHER APPLICATIONS OF ESOP’S

The proponents of ESOP’s identify a variety of applications for the plan other
than raising capital for the corporation. These include:

Conversion of a public company to a private organization.

Disposition of a division (the selling corporation would establish a new
corporation which, in turn, would establish an ESOP; the plan could borrow
funds and purchase the division).

Provision of estate liquidity to a major shareholder.

OTHER CONSIDERATIONS

For the corporation whose stock is publicly traded, there are additional con-
siderations, a discussion of which is beyond the scope of this memorandum. There
are, for example, the SEC requirements regarding registration, resale restrictions
and insider trading. In addition, the Federal Reserve board’s borrowing limits
may apply when margined stock is held by the lender as collateral.

APPARENT ADVANTAGES
To the employer:

The employer avoids some of the expenses and complexity of selling stock
to the public and/or existing shareholders. In effect, employees “buy’’ the
stock through an enforced investment of employer contributions made on
their behalf. :

The plan creates a proprietary interest on the part of employees through
stock ownership.

The plan can supplement existing compensation and benefit programs.

To employees:
Plan is similar to deferred profit sharing, but with greater assurance of
° employer contributions (especially until trustee has repaid loan).

Net unrealized appreciation on stock is maximized in a rising market.
At the time of lum-sum termination distribution, unrealized appreciation is
not taxable until the stock is sold.

APPARENT DISADVANTAGES
To the employer: :

No portion of the stock held in an unallocated trust account can revert
to the employer in the event the trust is terminated prematurely. Because
all assets in the trust (net of any remaining loan obligation) technically
belong to the employees, the employer will probably be required to furnish
collateral against the risk that the trustee will default on the loan.

There may be some risk of plan disqualification due to failure to meet
“exclusive benefit’’ requirements of law.

It is an inefficient compensation tool even if the stock appreciates in value
because the company foregoes a tax deduction for capital appreciation on
shares that under a typical non-leveraged plan would have been made in
future years.
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To employees:
Plan members suffer instant depreciation of company contribution if the
stock depreciates. .
Employees security may be too closely tied to the fortunes of the employer.

ESOPS AND CAPITAL FORMATION

The claim that debt under an ESOP is retired with pre-tax dollars is, at best,
a gross oversimplification. Technically, the trust, not the corporation, incurs
the debt, with the corporation having contingent liability as the guarantor of
the note. The debt is retired by the trust with contributions made by the cor-
portation. The corporation is entitled to a deduction because its contributions
are made to a qualified plan.

It is true that the corporation’s contingent liability is reduced by payments
made by the trust to the lender, so, indirectly, the corporation is retiring a debt
obligation with pre-tax dollars. However if the use of pre-tax dollars to retire
the debt is perceived as a unique advantage then one must admit to a unique
disadvantage in that payment to retire the principal is a charge to earnings.

If, as Kelso Plan proponents claim, the retirement of the debt with pre-tax
dollars is a unique advantage, the effects should show in an analysis of the financial
data.

In the balance of this section, we take a closer look at ESOP’s as a means of
raising capital. A.comparision of the effects of ESOP financing, debt financing
and equity financing on net income, EPS and cash flow is presented in Table I.

Our assumptions are as follows:

in each alternative, $10,000,000 is raised by the corporation,

the corporation obtains a 20 percent pre-tax return on the proceeds.

the loan in the debt alternative is for ten years at 8 percent; repayment
is in the amount of $1,490,000 per year (principal plus interest); first year
interest is $800,000 and principal payment is $690,000.

the equity offering is 200,000 shares at $50.00 per share.

the per share dividend is $2.50.

TABLE 1.-~COMPARISON OF ESOP, EQUITY AND DEBT FINANCING

{Doliar amounts in thousands]

Before
financing ESOP Equity Debt

Effect on net income:
Pretax income before financing costs_ ..__.________ $8, 000 1§10, 000 1 810, 000 1 $10, 000
Financing cost—Interest 800
Required contribution_______

Adjusted pretax income _ _ 8,000 8,510 10, 000 9, 200
Taxes (50 percent) 4, 000 4,255 5, 3
Netincome ... .. ... 4,000 4,255 5, 000 4,600
Effect on earnings per share:
Outstanding shares_.._____....__________..____. 1, 000, 000 1, 200, 000 1, 200, 000 1, 000, 000
EPS. L $4.00 $3.55 $4.17 $4.60
Effect on cash flow:
" Cash flow before ““financing’’ costs_ _____.___.______ $15, 000 2§15, 255 2 §16, 000 2§15, 600
Financing cost not reflected in net income:
Principal. . e . 690
Dividends... ... . . ... ... 2,500 3,000 3,000 2,500
Cashflow. ... . ... 12,500 12, 255 13, 000 12,410

! Increase of $2,000,000 ($10,000,000 times 20 percent),
1 Cash flow before ““financing” cost adjusted for increase in profit.

IMPACT ON NET INCOME AND EARNINGS PER SHARE

ESOP vs. Equity: An ESOP will result in lower net income because the corpora-
tion must expense an amount at least equal to the debt installment of the trust.
Because net income is lower and both alternatives have the same share base, an
ESOP also results in lower EPS.
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ESOP vs. Debt: The ESOP alternative results in lower net income. Under debt
financing, only debt service (i.e., interest) is charged to book income. As indicated
above, the corporation under an ESOP must expense an amount at least equal to
the debt installment of the trust (i.e., principal and interest). All other things being
equal, net earnings under an ESOP will be lower by one-half (assuming a 50 per-
cent tax bracket) of the amount attributable to principal repayment.

Earnings per share will be considerably higher under the debt alternative
because income is higher and there are fewer outstanding shares.

Note: Over time, the charge to income for interest expense under debt financing
will decrease as the outstanding balance declines. The charge to earnings under an
ESOP, though, remains the same until the debt is repaid. Thereafter, a charge to
earnings continues during the life of the plan.

IMPACT ON CASH FLOW

ESOP vs. Equity: Cash flow under an ESOP is less favorable because a con-
tribution to the trust is required. The difference in cash flow will be the after-tax
cost of the contribution.

ESOP vs. Debt: The comparison with debt is somewhat more complicated. If
the contribution to the trust under an ESOP equals the trust’s debt installment,
the ESOP alternative will have a more positive cash flow initially. The full
amount is deductible, whereas only the interest cost on the debt alternative is
deductible. This advantage is offset by dividends paid on the increase in out-
standing shares and the opportunity cost of the increase in market value of the
shares sold to the trust.

The example assumes a 5 percent dividend or $2.50 per share, which increases the
dividend payment by $500,000 (200,000 X $2.50). This more than offset the
$345,000 advantage under an ESOP. If the dividend rate were reduced to 3.45
percent or $1.725 per share, it would be a stand-off before considering the oppor-
tunity cost. For the closely held firm, the payment of dividends might be the
exception rather than the rule. On the other hand, the dividends are the source of
the ‘‘second income,” which is a fundamental precept of Kelso’s philosophy.

Note: Over time, the debt alternative would involve a greater negative cash
flow as the portion of the payment attributable to interest (which is tax deduc-
tible) declines. However, this would be offset by any increase in dividends.

FINANCIAL OBSERVATIONS

The claim that, under an ESOP, the debt is retired with pre-tax dollars is
financial legerdemain. If the sole purpose of establishing an ESOP is to raise
capital, it is a financial mistake. If the establishment of an employee benefit
plan is also an objective, the same financial results would ensue to the corporation
if it sold the same number of shares at the same price to private investors,
established a qualified plan and made the same contribution to it. There is no
magic in establishing an ESOP to raise capital.

CONCLUSIONS

On balance, an ESOP appears to offer some advantages to the small or medium-
sized employer who is:
Unable (or unwilling) to raise capital by the more traditional routes of
borrowing or equity financing.
Willing to adopt a qualified plan and able to meet its implied commitment
for substantial, recurring contributions.
Desirous of putting stock into the hands of the employees. )
By the same token, any company that shies away from a public offering of its
stock (or cannot find a lender) because of a poor earnings record will probably
find it equally difficult to install the ESOP approach successfully.

PERSPECTIVE

An ESOP should be evaluated strictly as an employee benefit plan. This brings
us back to fundamentals. What are the objectives of the employee benefit plan?
- How does an ESOP compare with other alternatives in meeting the objectives?



83

"l aetter

Issue 134 United States EdRion

a critical look at ESOPs as a financing tool

More companies than ever before are wondering
whether an Employee Stock Ownership Plan (ESOP)
1s an idea whose time has come. a mere fad or some-
thing in between. That's because word has gotten
around that ESOPs can receive favorable treatment
under the Tax Reduction Act of 1975.

The Act, in addition to boosting the investment tax
credit from 7% to 10% for 1975 and 1976, allows an
additional 1% credit for investing in a qualfied
ESOP (a defined-contribution employee benefit
plan that invests in common stock issued by the
employer). For example. a company putting $250
million into capital equipment this year will receive
a $25 million investment tax credit. It can obtain
another $2.5 million tax credit by placing at least
that amount in a new ESOP or adding it to an existing
plan. By setting up or expanding its ESOP with tax
dollars, a company incurs administrative expenses
only. The government provides the financing.

While exploring the 1% tax credit. many companies
have discovered the traditional ESOP. which is
funded with borrowed capital rather than tax dollars.
In this form, the ESOP has the additional objective
of raising capital.

‘inside’ the traditional ESOP

Typically, a debt-funded ESOP works like this: A
trust is set up by the company as a funding vehicle
for a qualified employee benefit plan. The trust bor-
rOWS, say, $10 million from a bank for investment in
newly Issued company stock, pledging the shares
as collateral. The company co-signs the loan, then
puts the $10 million to work as investment capital.
meanwhile making annual contributions to the
ESOP trust lo repay the loan. These contributions
continue throughout the life of the loan — let's say ten
years.

Because these contributions to an employee benefit
plan are used by the trust to retire the loan. the
company indirectly pays off the debt with pre-tax
dollars. As the company's annual contributions
come in, the trust allocates stock to employees —
in proportion to their compensatign — for eventual
distribution under applicable rules and regulations.
After ten years, all the shares are allocated.

Let's compare a hypothetical, debt-funded ESOP
as a capital formation tool with equity financing and
straight debt. We'll show how each affects net Ine
come, earnings per share (EPS) and cash flow, uslng
these assumptions:

—the company raises $10 million and invests itata
pre-tax rate of 20%

- pre-tax income before financing costs, and before
the 20% return on investment (ROI), is $8 milllong
cash flow before financing and financing costs ts
$15 million

--the loan in the debt financing is for ten years at
8%: repayment amounts to $1,490,000 a year In
principal and interest; in the first year Interest
totals $800.000 and amortization $690,000

-~ before the conventional equity offering of 200,000
shares at $50 each, one million shares are Qute
standing, and the dividend rate is $1 a share

~the company’s tax rate is 50%: its annual contrle
bution to the ESOP trust is $1,490,000.

effect on net income and EPS

The impact on net income and EPS of the thred (=
nancing methods is shown on the reverse page.

After financing, the 20% ROI swells pre-tax Income
to $10 mitlion. Here are the comparisons;
ESOP vs. Equity: Under the weight of the employer's
$1.490.000 annual contribution to the trust, the ESOP
results in lower net income than the equily offering.
EPS with the ESOP are correspondingly lower be-
cause the number of outstanding shares is the same
in both cases.
ESOP vs. Debt: The ESOP leads to net income below
that generated with straight debt because the con-
tribution to the ESOP trust exceeds the $800,000
interest charge. Furthermore, the interest on the
al loan eventually will decline as the out-
ding bal. is reduced, but the employer's
annual ESOP contribution will remain fixed. Also,
because straight debt doesn't involve the issuance
of shares and the ESOP does, the latter also resufls
in dilution. Result: EPS with ESOP financing are
sharply lower.
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(in thousands of § except for EPS)

Before
Financing ESOP Equity Debt
Ettect on Net Income - I —
Pre-Tax income Before Financing Costs $ 8,000 $10,000 $10,000 $10,000
Financing Cost— Interest - - - . 800
Required Contribution - 1,490 — —
Adjusted Pre-Tax Income $ 8,000 $ 8.510 $10,000 $ 9,200
Taxes (50%) 4,000 4,255 5,000 4,600
Net tncome $ 4,000 $ 4,255 $ 5,000 $ 4,600
Eltect on Eamnings Per Share
Outstanding Shares 1.000,000 1,200,000 1,200,000 1,000,000
EPS $4.00 $3.55 $4.17 $4.60
impact on cash flow
The relative cash flow performances appear below.
{in thousands of §)
Before
Financing £sop Equity Debt
Effect on Cash Flow
Cash Flow Before "Financing” Costs $15,000 $15.255 $16,000 $15,600
Financing Cost Not Reflected In Net income
~— Principal - - - 690
-~ Dividends 1,000 1,200 1,200 1,000
Cash Flow $14,000 $14,055 $14,800 $13,910

After financing. the three alternatives show a rise in
cash flow equal to their respective gains in net in-
come made possible by the 20% ROi. Before fi-
nancing costs, the figures are $255.000 with the
E£SOP, $1 million with equity financing and $600,000
with straight debt. Here are the comparisons:

ESOP vs. Equity: Dividend costs are the same, but
cash How is lower with the ESOP, again mirroring
the elfect on net income ol the employer’s contribu-
tion to the ESOP trust.

ESOP vs. Debl: Only interest is tax deductible in
straight debt financing, so principal repayments are
charged in full to cash flow In the erample, even
the first-year repayment of $690 000) ‘s enough to
give the ESOP a cash flov er'+ ~‘2oe, more than
offsetting the effect of the $ .00V in added divi-
dend costs. As time passes, the principal repay-
ments will increase. However, with a dividend rate
higher than $1, the ESOP’s cash flow edge would be
narrower or non-existent.

on balance

What stands out most clearly in the financial com-

parisons is that the company's contributions to the
ESOP trust represent a charge against earnings.
Although ESOPs do provide a market for the shares
of smaller, closely neld companies, the tables sug-
gest it would be a mistake to establish an ESOP
solely to raise capital. And capital formation and
employee benefit plans, in combination, are attain-
able in other ways, with the same financial results.

So even as a joint employee benefit-capital raising
technique. there is no magic in an ESOP. And as a
benelit plan, an ESOP involves a host of considera-
tions, of which the following are only a sample:

What is the elfect of regulations governing the regis-
tration of newly issued stock? What is the impact
on loan-tinanced ESOPs of margin requirements for
the purchase of securities with borrowed funds?
What are the implications of the fiduciary responsi-
bility provisions of the Employee Retirement Income
Security Act?

Such considerations are important because, in the
last analysis, an ESOP must stand or fall on its
merits as an employee benefit plan.
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Chairman HuMPHREY. Senator Long.

OPENING STATEMENT OF SENATOR LONG

Senator Long. I would like to direct attention to the fact that
Senator Paul Fannin is here with us. He was a sponsor of the em-
ployee stock ownership legislation, even before I became acquainted
with this subject, and he has been invaluable in helping us move along
legislation to encourage employee stock ownership.
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It seems to me that we are trying to move toward a concept here
that has broad bipartisan support. I know that it does in the Senate.
It is something where the Nation will benefit, and I think that it should
be decided now, not on who is right, but what is right. If the concept
is right, we ought to implement it.

1 %elieve that it is, and I very much enjoy working with my col-
leagues here today, and I am most happy to see the Joint Economic
Committee, headed by our very able chairman, Senator Humphrey,
and assisted by a very dear friend and relative, Gillis Long, who has
taken an interest in this matter and has held hearings on the subject,
and helped to direct it to the attention of the people.

And, I regret to say, that while we have passed some ESOP pro-
posals by unanimous vote, you might say, in the Senate, there are
altogether too many Senators that do not fully understand even now
what we have done, and what we are trying to do.

I think the same thing is true in the House of Representatives.

This hearing will help a great deal in helping Members on both sides
to understand what it is we are trying to achieve here.

Thank you, Mr. Chairman. -

Chairman HumpHREY. Thank you, Senator Long.

Senator Fannin.

OPENING STATEMENT OF SENATOR FANNIN

Senator FANNIN. I, too, would like to commend the chairman for
his action in bringing this subject before the committee, the Joint
Economic Committee, and giving an opportunity for others to
participate.

I am very proud of what the chairman of the Finance Committee,
Chairman Long, has been able to do. He is dedicated to the principle
of giving the worker the opportunity to participate and giving man-
agement an opportunity to show their desire to have a broad coverage
of ownership in the stock of a particular corporation involved.

I think what Senator Javits has said illustrates the tremendous
interest that is being developed in this program, and I feel we can go
forward with the legislation which will boost the opportunities for tﬁe
adoption of this program.

Thank you.

Chairman Humpurey. Thank you, Senator Fannin.

Congressman Long.

Representative Long. I will wait until the questions, Mr. Chair-
man. Thank you.

Chairman HumpHrEY. The whole purpose of this hearing is in-
formation. We are not legislative in our authority. We are investigating
and being informed.

We had hoped that this hearing would help the work of the Congress
and a better appreciation of the plans that are proposed, in terms of
stock ownership.

So we will proceed with you, Mr. Walker, and welcome your
testimony.
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STATEMENT OF HON. CHARLES M. WALKER, ASSISTANT SECRE-
TARY OF THE TREASURY FOR TAX POLICY, ACCOMPANIED BY
PATRICIA METZER, ASSOCIATE TAX LEGISLATIVE COUNSEL-DES-
IGNATE; AND GABRIEL G. RUDNEY, ASSISTANT DIRECTOR, TAX
PROGRAMING ‘ '

Mr. WaLker. Mr. Chairman and members of this distinguished
committee, I am pleased to appear before you today to testify on
the subject of employee stock ownership plans, ESOP’s. Your in-
vitation stated that the committee will be analyzing the different
forms such plans can take as well as the major advantages and dis-
advantages of each form. I am glad to provide the committee with
material to use in that analysis.

Preliminarily, I think it is important to comment upon a definition
of terms. There is a tendency to use ESOP as a definition for all types
of employee stock ownership plans. But this obscures the differences
among such plans. It also obscures the fact that plans other than
ESOP’s may be useful in the promotion of broadened stock owner-
ship—one of the objectives of an ESOP.

BROADENING STOCK OWNERSHIP

Before discussing the types of ESOP’s, I will comment on the more
general subject o% broadening stock ownership. Is it a desirable
objective? If so, how can it be achieved?

Preliminarily, it should be emphasized that broadened stock owner-
ship is not a panacea. The future well-being of the American public
is primarily related to the long-run economic growth of this country,
which in turn requires a continuation of high rates of capital forma-
tion, continued technical progress, and continual improvement in
the skills of the labor force.

It is our contention that the economy will perform best if we can

- generally restrict the growth of government spending and reduce the

extent to which government deficits draw savings away from produc-
tive, private capital investments. It is for this reason that the Presi-
dent has proposed a $395 billion spending ceiling and $28 billion in
tax cuts from 1974 levels.

Chairman HumpHREY. Is that a commercial?

Mr. WaLKER. I feel it generally myself. [General laughter.]

We believe it is desirable to broaden stock ownership. It furthers
the American tradition of private ownership of business. It strengthens.
the economic, social, and political base of support for the free enter-
prise system. _

It is highly important to do this in order to foster participation -
by more people in providing growth of the economy and its capacity
to satisfy the ever increasing demand for jobs. ‘

It is important also that a tax inducement for broadening the base
of stock ownership be neutral in the identification of taxpayers who
can benefit from the inducement. Thus the benefit should not be
%Iél(l)t%d to taxpayers who are employees of employers having qualified

s,

The benefit should be extended to all taxpayers, including those
who are employees of corporate employers that do not have qualified
ESOP’s; self-employed invidivuan; employees of governmental
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units, nonprofit corporations, and noncorporate enterprises which
do not have a qualified ESOP; and members of the Armed Forces.

One way to provide neutrality among benefited taxpayers is to
extend the ESOP concept across the board in the same way that the
individual retirement account, IRA, concept extended qualified
retirement plans; that is, to selfemployed persons or employees of
employers who do not have a qualified plan.

The extension could be called an individual stock ownership plan,
ISOP, which would be like an ESOP but would not be dependent,
upon the employer’s setting up a qualified plan, and would contem-
plate investment in portfolio stocks.

Another way to provide neutrality among benefited taxpayers
is to drop the ESOP-ISOP concept, contributions to the plans being
tax deductible, in favor of a tax credit equal to a specified pércentage
of the purchase price of stock held for a specified period. o

Still another alternative is to drop the ESOP-ISOP concept in
favor of an individual stock saving account, ISSA, concept. Both
ESOP’s and ISOP’s are retirement-type mechanisms. An ISSA could
be utilized for individual savings motivated otherwise than for
retirement.

In deciding among the alternatives, it will be necessary to develop
the specifics of the plan to use. Among the items to consider are:

First, the class of individuals who are to benefit from the plan.

Second, the income level an individual must have in order to
qualify,

Third, the limit on the amount of contribution that can be tax
deductible.

Fourth, the level of tax-deductible contribution available to the
employer if he contributes to the plan.

ifti, the length of time funds must be held in the plan; that is,
for a minimum period of time or until reaching a specified age.

Sixth, the nature of the available investment media, for example,
common stocks, preferred stocks, bonds, savings accounts, et cetera.

I have listed here six items that need to be specified, and we think
there undoubtedly will be more.

DIFFERENCES AMONG ESOP’s

Although there is no single definition of an ESOP, it can be viewed
enerally as any tax-qualified individual account—also known as a
defined contribution—deferred compensation plan which invests a
significant portion of its funds in employer stock. ‘

Under the Internal Revenue Code an ESOP is a stock bonus plan
or a combination of a stock bonus plan and a money purchase pension
plan, which is designed to invest primarily in employer securities.

The term “employee stock ownership plan,” ESOP, was added by
the Employee Retirement Income Security Act of 1974, ERISA.
It was made operative for only a narrow purpose; namely, certain
exiamptions from ERISA’s prohibited transaction and diversification
rules.

An ESOP is permitted to borrow from a disqualified person or
with the guarantee of a disqualified person if certain conditions are
met, and 1s exempted from rules limiting holdings of employer stock.

A conventionaf stock bonus plan contemplates annual tax de-
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ductible contributions in the form of, or for the cash purchase of,
employer stock. A leveraged ESOP, however, contemplates use of
funds borrowed by the ESOP to buy a substantial block of the
-employer’s stock. Over the years the employer makes tax-deductible
contributions to the ESOP which it uses to amortize the loan and-
pay interest.

Under the Tax Reduction Act of 1975, an extra 1 percent investment
credit—11 percent instead of 10 percent—was made available to
taxpayers who contribute the amount of the 1-percent credit to an
ESBP. Taxpayers who use the extra 1 percent this way thus realize
a dollar-for-dollar tax benefit, as opposed to the tax benefit normally
derived from making a tax deductible contribution to the ESOP.

BUSINESS CONSIDERATIONS

Business decisions are required with respect to many saspects of
ESOP’s: Does adoption of the investment credit ESOP require
continued contributions to the ESOP in later years when a similar
100-percent funding by the tax credit is not available? What is the
effect on employees, some of whom will not be covered if contributions
are not continued? Is dilution of stock interests of existing share-
holders under the leveraged type of ESOP acceptable? Can valuations
be handled satisfactorily, particularly in the case of closely held
stock? Will ESOP holdings and distribution of employer stock
involve SEC problems? ‘ :

CONCLUSION

In conclusion, I would like to emphasize that any program to
promote broadened stock ownership should meet these two require-
ments. First, it should be a broad-based program that would extend
the employee benefits of ESOP’s to self-employed individuals and
employees of employers who do not have an ESOP. Second, employees
should have an opportunity to direct that their funds be invested in
stock other than stock of the employer. N

While opinions may differ on the matter, we do not regard ‘an
ESOP, or an ISOP, or ISSA as a tax loophole. Rather, it is a device
to achieve the end of broadened stock ownership. Until such time as
we can basically reshape the tax law to broaden its base, reduce the
tax rates, and substantially simplify it, and in the process encourage
business activity, we think that tax incentives to broaden investment,
inclyding investment in stock are desirable.

The appendix to this statement contains supplemental material
and statistics.

I appreciate the opportunity to appear before your committee,
and will be glad to answer your questions.

-{The appendix to Mr. Walker’s statement follows:]

APPENDIX TO STATEMENT oF HoN, CHARLEsS M. WALKER

The Chairman in his invitation to the Treasury for testimony on Employee
Stock Options Plans (ESOP’s) requested certain specific information. Most of
the requested information has been discussed in the testimony itself. Presented
below are further elaborations on the testimony as well as responses to points
not covered in the testimony.
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ESOP’S AND RELATED PLANS

Employee stock ownership plans as they now exist are within the broad scope of
private employee benefit plans. These are plans which are sponsored unilaterally
by employers or jointly with employees. These plans provide for financial security
at old age and retirement or when certain contingencies arise such as sickness,
accident, death, or unemployment,.

Employee benefit plans include profit-sharing plans which enable employees to
participate in the profits of employers. Distributions to employees from these
plans may be made for a variety of reasons (discussed later). Employee henefit
plans also include savings or thrift plans which may be directed toward use for
retirement or for certain contingencies, and stock bonus plans which provide
benefits to employees (not unlike profit-sharing in timing of distribution) payable
in employer stock.

Stock ownership is permitted in individual account plans including defined
contribution, profit-sharing and stock bonus plans; and such plans are, in general,
exempted from the diversity reguirement applicable to other plans, which prohibits
more than 10 percent of a plan’s assets being invested in stock of the employer.

The so-called “Kelso” type employee stock ownership plan is a special utiliza-
tion of a stock bonus (or money purchase) plan which permits the plan (or trust)
to be used-to provide financing for the employer by purchasing the employer’s
stock with borrowed funds. Typically the employer guarantees the debt and
undertakes to make annual payments (contributions or dividends) sufficient to
service the debt.

The structure of most employee benefit plans is affected by tax law because a
plan must be qualified under the law in order for employers to obtain income tax
deductions for contributions to the plan, for employees to defer income tax on
employer contributions made in their behalf, and for the plan or trust itself to
obtain tax-free treatment of investment earnings.

We shall examine each of these pension plans, profit-sharing plans, thrift plans,
stock bonus plans, and employee stock ownership plans-as to their similarities and
differences. . :

A pension plan is established and maintained by an employer to provide
systematically for payment of deﬁniteg determinable benefits to his employees
over a period of years after retirement. Contributions and benefits under a pension
plan must not depend on profits. Forfeitures of benefits by terminating employees
may not increase the benefits of the remaining employees; instead they must reduce
future employer contributions. '

There are roughly 420,000 pension plans in existence covering approximately
27 million employees. The preferential tax treatment of pension plans costs the
Government $4.1 billion in revenues in 1975. :

A profit-sharing plan is established and maintained by an employer to enable
his employees to participate in his profits on a deferred ‘basis according to a
definite formula for allocating contributions and distributing accumulated funds.
Distributions from the plan may be made prior to retirement, for various reasons:
after a fixed number of years, the attainment of a stated age, or the prior oc-
currence of some event such as layoff, illness, disability, retirement, death, or
severance from employment. The term “fixed number of years’’ means at least 2
years. Thus, profit-sharing plans receive preferential tax treatment but are not
necessarily retirement plans.

In order to be a qualified profit-sharing plan, contributions must come “out
of profits.” Such a plan need not provide retirement benefits, and it may contain
a number of provisions prohibited to pension plans. For example, benefits may be
distributed before retirement, forfeitures may be applied to increase benefits,
the contribution formula may be discretionary, and accident or health insurance
may be provided for employees and their families.

A modification of profit-sharing plans is the “thrift” plan. It is a tax-qualified
plan under which each employee has the option to contribute a percentage of his
salary to the plan. The employer then contributes an amount equal to a percentage
of the employees’ contributions. Amounts contributed under & thrift plan usually
may be withdrawn before retirement in the case of emergencies, such as large
medical expenses. Because benefits may not be paid prior to retirement under
pension plans, “thrift’” plans are drafted to meet the reguireroents applicable to
profit-sharing plans. Where employers have profits, however, the limitation that
contributions be paid out of profits has no real impact.
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There are roughly 310,000 profit-sharing plans in existence covering approxi-
mately 9 million employees. The revenue loss for preferential treatment of profit-
sharing plans is $1.4 billion in 1975.

Another tax qualified plan—the stock bonus plan—is one established and main-
tained by an employer to provide benefits similar to those of a profit-sharing plan,
except that the contributions by the employer do not necessarily depend upon
profits and benefits must be distributed in stock of the employer company. An
employer who wishes to adopt a tax-qualified plan that requires fixed contributions
independent of profits and permits distributions prior to retirement can do so
only through a stock bonus plan.

Stock bonus plans now number roughly 7,250 covering about 400,000 employees.
The revenue loss of stock bonus plans is $40 million for 1975.

Another category of tax-qualified plan is the so-called “employee stock ownership
plan,” a classification that was introduced with the enactment of ERISA in 1974-
in connection with the rules relating to plan investments and prohibited trans-
actions.

Basically, an employee stock ownership plan (ESOP) is a stock bonus plan,
although it may be coupled with a money purchase plan. In an ESOP, contri-
butions are ordinarily not based on profits, but rather are fixed (money purchase).
In the case of the ‘“Kelso’ leveraged financing variety of ESOP, this insures that
the loan can be repaid with tax deductible dollars even though the employer may "
be without profits in a particular year.

The 1974 Act limits the investment by certain plans in securities of the employer
corporation to 10 percent of plan assets, but these limitations do not apply to
stock bonus or stock ownership plans. ’

The Act prohibits plan fiduciaries from engaging in certain transactions and
imposes a special excise tax on other persons who are parties to such transactions.
Among the prohibited transactions are a sale or exchange of any property between
the plan and a “party in interest”’ and the lending of money or other extension
of credit between a plan and a “party in interest.” A ‘“party in interest” includes
the employer corporation and its principal stockholders and officers. Under the”
Act, however, an exception is made for stock bonus and stock ownership plans.
This was necessary to permit employers to guarantee loans obtained by such a
plan or to sell stock to the plan. Borrowing by a plan in order to invest in securities
of the employer corporation does not affect the tax qualification of the plan.

It is estimated that no more than 300 ESOP’s are presently in existence. How-
ever, the plans are now being considered rather widely because of the investment
credit incentive in the Tax Reduction Act of 1975. - T .

The 1975 Act provides a special incentive for the establishment of ESOPs.
In addition to the 10 percent investment credit, an additional 1 percent credit is
provided if a corporate taxpayer agrees to transfer, to an ESOP, cash or securities
of the employer corporation which are equal in value to the 1 percent credit. If
cash is contributed, it must be used to purchase the employer’s securities.

ESOPs under the 1975 Act must meet the following requirements.

(1) The stock contributed to the plan, or purchased by it, must be allocated
among participants substantially in proportion to compensation. Allocations must
be made to all employees who were plan participants at any time during the
plan year, whether or not they are participants at the close of the plan year.
Compensation in excess of $100,000 is not taken into account in making allocations.

(2) The employees’ rights to the stock allocated to them must be nonforfeitable.

(3) Except in the case of separation from service, death, or disability, stock
allocated to an employee’s account may not be distributed to him before the
expiration of 84 months (7 years).

(4) Employees must be given the right to direct the manner in which shares
allocated to their accounts are to be voted.

The Act provides the 1 percent ESOP investment credit for tax years 1975
and 1976. The current House passed tax bill, H.R. 10612, extended the 10 percent
investment credit 4 additional years—through 1980—but did not extend the
special ESOP incentive beyond 1976. .

AGGREGATE SAVINGS, CAPITAL FORMATION, AND ECONOMIC GROWTH

The Administration’s proposal to integrate corporate and personal taxes is
designed to encourage additional savings by increasing the rate of return to savers.
This would be accomplished by reducing or eliminating the double tax burden
on corporate earnings which, in turn, would induce more people to hold their
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savings in the form of coporate stocks. Since the corporate sector is so large in
the U.S. economy, increasing the rate of return to corporate investment would
have the effect of increasing the average rate of return across the entire economy.
Therefore, to the extent that savings is responsive to higher rates of return,
the proposal would have the effect of increasing savings in the economy as well.
In this case, broadened stock ownership would occur as a natural by-product
of the more favorable rates of return that would be available on corporate equities.

Furthermore, the increase in the rate of return would be relatively greatet
for lower- and middle-income taxpayers who are most penalized by the double
taxation of corporate earnings. A taxpayer in the 20 percent marginal tax bracket,
for example, finds that under current arrangements his total tax on corporate
source income results from a combination of the 48 percent corporate tax rate
and his personal tax rate of 20 percent of the 52 cents available for distribution
by the corporate. This gives a total tax of over 58 percent. Thus, the corporate
tax has the effect of increasing his tax burden by almost 300 percent over what
it would be if such income were taxed only at the individual shareholder level.
For the high-income shareholder, on the other hand, the relative increase in taxa-
tion brought about by the double tax on corporate earning in much less. The
70 percent shareholder pays total taxes on the margin equal to 48 percent plus
70 percent of the remaining 52 percent for a total of 84 percent. The extra burden
in this case is only about 20 percent over what it would be if such income were
taxed only at the individual shareholder level. Thus, integration of corporate
and personal taxes, to prevent the double tax on corporate earnings would
provide the greatest gain to those income groups where the opportunities for
broadened stock ownership are greatest. In fact, the double taxation of corporate
earnings may be one of the most important factors restricting ownership at
present.

STOCK OWNERSHIP TODAY

The New York Stock Exchange gives the following figures on share ownership
These estimates are derived from occasional NYSE surveys of the population.

Thousand
1052 e 6, 490
1956 - Il 8, 630
L 12, 490
1962 T 17, 010
1965 T 20, 120
1970 LIl 30, 850
1975 T 25, 206

The frequency of share ownership has risen from 1 in 16 adults in 1952 to 1 in 4
adults in 1970. Although this growth in share ownership has slackened somewhat
to about 1 in 5 adults since 1970, this dispersion of share ownership is the more
remarkable given that persons have been being is placed in relative aggregate
share ownership by institutional holders, especially pension plans.

Nonetheless, only a small percentage of lower income families have invested
directly in publicly-traded stock. (See Table 1) Their demand for this type of
illiquid asset has been low. However, lower income classes do invest in stock
through their pension plans. Employer and employee contributions to retirement
plans are currently about 4 percent of wages and salaries in private industry and
about 8.5 percent of wages and salaries of covered workers. Possibly one-half
of the assets of private pension funds are held in the form of common stock.
Only about 45 percent of wage and salary workers are covered by employee
benefit plans, and, of these, a fair proportion only have a limited amount of
coverage.

For families as a whole, pension fund reserves are a significant proportion
of total wealth. Currently, private pension fund reserves comprise approximately
8.3 percent of the total financial assets of families, while the current annual
flow of funds into private pension reserves comprises approximately 13.8 percent
of the net acquisition of financial assets by families.

In summary, there is substantial savings for retirement in the form of pension
plans. For lower income families, then, stock may be indirectly saved through
ownership of pension reserves, but the demand for more direct ownership has been
quite small, .
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TABLE 1.—PERCENTAGE DISTRIBUTION OF FAMILIES,! DIVIDEND INCOME, AND VALUE OF STOCK BY FAMILY
INCOME LEVEL, 1958-71

Family income? 1958 1960 1964 1969 1970 1971
Number of families:
$5000. . . ... 48.75 43.9 37.2 26.9 23.9 22,0
$5,000 t0 $9,999_____ R 31.9 39.4 38.6 32.7 319 314
$10,000 to $14,999___ - 8.5 10.6 16.0 21.8 23.1 23.5
$15,000 to $24,999____ .- 3.5 4.6 6.0 15.2 15.9 1.3
$25,000 to $49,999____ R 1.1 1.2 1.7 2.3 4.3 4.8
$50,000 to $99,999.__. - .2 .25 .4 .1 .7 .8
$100,000 and over_... . .05 .05 .1 .2 .2 .2
Total ... 100.0 100.0 100.0 100.0 100.0 100.0
Aggregate dividend income
" Under $5,000______ .. ____.____ 4.6 5.0 4.0 3.0 2.9 2.8
$5,00010 $9,999___..___. 10.5 10.7 10.6 9.9 8.6 8.2
$10,000 to $14,999________ 12.9 1.7 11.0 9.4 9.4 9.3
$15,000 to $24,999_____ 17.4 18.2 15.1 14.6 14.1 13.8
5,000 to $49,999_______. 20.7 21.8 20.5 20.2 19.7 18.9
$50,000 to $99,999_______ 15.5 13.5 17.2 19.8 20.1 20.0
100,000 and over... ... ... 18.4 19. 21.6 23.1 25.2 26.9
Total oo 100.0 100.0 100.0 100.0 100.0 100.0
Aggregate market value of stock:
Under $5,000. __ . 4.4 4.8 3.9 2.6 2.5 2.4
$5,000 to $9,999_ 10.2 10.3 10.3 8.6 1.4 7.0
$10,000 to $14,999_ N 12.6 11.2 10.7 9.0 8.4 8.9
$15,000 to ﬁ4,999.... _______ 17.2 17.6 15.0 13.7 13.2 12.8
$25000t0$49,999______________. 20.6 21.9 20.4 19.2 18.8 17.8
$50,000 t0 $99,999. __.___._.__.__. 15.8 14.0 17.4 20.7 21.2 20.9
$100,000 and over.______..__._._ 19.2 20.2 22.3 26.2 28.5 30.2
Total ..o 100.0 100.0 100.0 100.0 100.0 100.0

1 Definition of families includes unattached individuals.
$ Family personal income before income taxes.

Source: Survey of Current Business, November 1974,

PARTICIPATION IN AND REVENUE EFFECTS OF ESOP’S AND RELATED l;LANS

Attached is Table 2 which gives current estimates of the number of plans;
number of participants, and expected revenue loss of ESOP’s and related plans.

Accurate statistics on ESOP’s themselves are hard to obtain. The term “em-
ployee stock ownership plan’’ has only been given more specific meaning through
acts passed recently. As can be seen from the table, it appears that few such plans
existed before this year.

The future participation and revenue costs of ESOP’s are also unclear. Because
the 1 percent additional investment tax credit was only applicable to the years
1975 and 1976, and because it has been unclear whether similar incentives will
continue into the future, many companies have adopted a wait-and-see attitude
toward the adoption of ESOP’s, Based upon current investment eligible for the
investment tax credit, the maximum annual revenue cost of the special 1 percent
incentive is in the range of $600-700 million for 1975 liabilities if all corporate
employers elect to establish ESOP’s and claim the extra credit.

If adoption of ESOP’s becomes widespread through the economy and if em-
ployers make substantial contributions to such plans in addition to the contribu-
tions already being made to tax qualified employee benefit plans, the revenue
costs could be substantial. For example, if the total additional contributions
equalled 1 percent of total wage payments by employers, the revenue cost would
be about $1 billion.
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TABLE 2.—ESTIMATES OF RETIREMENT PLANS, 1975

Participants  Revenue loss

Plans (millions) (millions)

Employer pension plans.._.._.____.__.___ ... 420, 000 21.0 , 160
Profit-sharing plans .- 310, 000 9.0 s?, 350
Stock bonus (other than ESOP) plans._ _ 7,250 4 40
ESOP plans 250 .1 110
Total, employerplans..__.._ ... .. ... 737,500 136.5 5, 500
Keoghplans...._..._._ ... ... . 500, 000 -5 450
Individual retirement accounts_._ . - __TTCTTTTTITTTTTmmT =---. 1,300,000 1.3 300
Total, individual plans___.._.___..__.___..___..__._.._ .. __ 1, 800, 000 18 750

. 1 Estimate excludes the cost of the additional 1-percent investment tax credit that may be claimed by emplo ers investing
in qualified ESOP plans under provisions of the Tax Reduction Act of 1975. .
2 Total about 32,000,000 after allowance for dual coverage.

Source: Office of the Secretary of the Treasury, Office of Tax Analysis.

Chairman HumpHREY. Mr. Walker, I understand you have an

appointment at the White House, is that right?
r. WaLkER. I do.

Chairman HumpureY. I was going to suggest that we have the
panel immediately after you. We-had better ask our questions of you
now, and permit you to leave.

Mr. WaLkER. I would appreciate that.

Chairman HumpurEY. Therefore, I am going to start right off by
asking Congressman Long if he has any questions that he wants to
ask, then we will come to Senator Javits. We will keep our questions
limited. Each member may take a few minutes, if you would.

Representative Long. Thank you, Mr. Chairman.

In your statement, Mr. Walker, you say that: “Both ESOP’s and
ISOP’s are retirement-type mechanisms. An ISSA could be utilized
for individual savings motivated otherwise than for retirement.”

Are both of these other programs necessarily restricted to being
retirement-type mechanisms?

Mr. WaLker. An ESOP builds on the retirement mechanism that
is in the statute now, which is a retirement mechanism.

Representative Lona. It does not necessarily have to be restricted
to that, although the statute at the present time might so prescribe,
is that correct?

Mr. WaLker. It will require statutory change to provide a plan
that is not built on retirement, that is not an augmentation of a
retirément plan.

Representative Long. On the question of broadening stock owner-
ship, I saw in the Wall Street Journal, or one of the publications within
the last few days, that stock ownership was down, 1 believe, in 1972.

As you know, a few years ago, the major investment banking
firms made a major effort to get stock ownership in the hands of the
public and spread it out. I remember Merrill Lynch’s advertising
program in that regard, particularly.

It seems to me that if my recollection of that news story is correct,
we are really going in the opposite direction. Again, the pattern is
that stock ownership is really being more concentrated in the hands
of more people. , . '

69-174 0-176-17
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Mr. WaLker. The appendix to my statement I supplied to the
committee tells the story as published by the New York Stock Ex-
change, with these numibers. The last figure that we have is the 1975
figure which does reflect, as you say, Congressman Long, the reduc-
tion now in total stock ownership.

I believe it is down over 5 million people since the last published
item.

This was reported in the last few days.

Representative LonG. That is all the questions I have, Mr. Chair-
man. Thank you.

Chairman HumpHREY. Senator Javits.

Senator JaviTs. Thank you, Mr. Chairman.

Mr. Walker, I have just two questions at this time, and we will
have an opportunity to deal with Treasury views later.

I find your cardinal point very interesting, that there should be a
neutrality between various types of the emp%oyed population, such as
for ERISA. .

What do you consider the role of organized labor and the trade
unions in respect to these employee stock ownership plans? In this
way, I have always conceived these plans as a very separate item of
bargaining in the collective bargaining which did not represent an
alternative to ERISA; that is, & firm could have a pension plan, or
it could have a stock ownership plan, or it could have both.

Can you tell us, now or later, whether the Treasury would con-
template in its recommendations that an employee stock ownership
plan stand on its own, although there might be another tax indulgence
earned through ERISA?

Mr. WaLker. I would like to give that further thought, Senator
Javits. I could respond instinctively to your question. I would want
to check it out, certainly, with the Labor Department as well.

I think that if you are aiming at the objective of broadening stock
ownership, that this should stand independent of other aspects t%l&t are
of interest to the labor force.

Senator JaviTs. That is my instinct too, I know we are going to
face some very grave concerns and doubts by the trade union move-
ment that this is a way in which to avoid other fringe benefits, or
increases in compensation and improvement in conditions. And I
think the best way to exercise those fears is by having stock ownership
stand on its own as a particularized move without reference to any-

‘ t,hiI{l/Ig else which is done in the collective bargaining.
r. WALKER. Senator, would it help in that direction to remove the
requirement that the investment be in the stock of the employer?

Senator Javits. I want to reserve comment on that, for this reason:
That the social impact of the ESOP is something that we want to
consider very carefully. That is really even an open question in my
mind, because I think that there is a social advantage in workers hav-
ing an interest in the economic system, generally, even a greater social
advantage, because it would be tied up with efficiency, productivity,
et cetera, with the worker having an interest in the enterprise itself.

I might say that I am not one of those people who are afraid of hav-
ing workers on boards of directors. I know that is a hot potato in man-
agement, and I think they are wrong.

So T just put my views on the record, and I hope you will ascertain
Treasury’s position. ' :
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The other question I would like to ask you is this: Could you, at
this time or later, give us your appraisal of whether or not, or to what
extent, the Kelso plan meets your criteria, which is in your statement,
that: “First, it should be a broad based program that would extend
the employee benefits of ESOP’s to self-emplayed individuals and em-
ployees of employers who do not have an ESOP. Second, that em-
ployees should have an opportunity to direct that their funds be in-
vested in stock other than stock of the employer.”

Mr. WaLker. My understanding of a Kelso-type plan is that it
would not be either of those. ’ ,

Senator JaviTs. Then would you have any other comment as to the
tax implications of a Kelso-type plan that you may wish to consider
and give us in writing? I request that. You are not volunteering it.!

Mr. WaALKER. Senator, we would be happy to do that. There is
some analysis of that in the appendix to my statement. To show the
Kelso-type plan, of course, you can get into some questions as to what
that is, f)s this to be built on an investment credit? Is it to be fully
leveraged? This does require further analysis.

Senator Javirs, The plan is a plan of borrowing in order to acquire
stock, and- the payout would come as the employee deposits his part,
and the employer his part.

Mr. WaLker. If T understand your question, you would like an
analysis of the way the tax provisions would impact on that?

Senator Javirs. What you people think about it.

T understand that that is one of the big reservations about it. The
stock not only goes up, it often goes down.

Mr. WaLkeRr. That is right.

Senator Javirs. Thank you.

Thank you, Mr. Chairman. I hope that the record will be kept open.

Chairman HumpHREY. Indeed 1t will. This is a very preliminary
examination. .

I am going to ask a few questions now, until Senator Percy has a
chance to look over the testimony, and if my colleagues from the
Finance Committee want to ask questions—Senator Fannin is on this
. committee.

Senator Fannin, would you like to ask a question now? Please go
ahead. : -

Senator FANNIN. If the chairman would permit.

Mr. Walker, I agree that we need something to give incentive for
savings.

You state in the testimony:

Until such time that we can basically reshape the tax laws to broaden its base,
reduce the tax rates, and substantially simplify it, and in the process encourage

business activity, we think that tax incentives to broaden investment, including
investment in stock, are desirable. .

You go on to say:

It should be a broad based program that would extend the employee benefits
gg ESOPE’ISS E.)oéself;employed individuals and employees of employers who do not
1ave an A . .

18ee letter to Chairman Humphrey, dated Feb. 2, 1976, from the Department of the
Treasury, beginning on p. 105.
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This is getting away from the concept that is involved in ESOP, as
I understand it, that it is a plan to encourage employers to do more in
this regard.

Mr. WaLKER. Certainly the initial concept of an ESOP was focusing
on just the employer with employer stock. That much is clear.

Senator Fannin. If you are going to have the law and the incentive,
as Senator Javits expressed, for greater productivity, would it not be
true that this would be brought about to a greater extent if the plan
would encourage having stock ownership? It is like owning a piece of
the rock, you know, the advertisement that was done by one of our
insurance companies, emphasizing the interest that the employee
would have in the company.

Is that not important?

Mr. WaLkgR. Certainly it is important, but I think it is only one of
the factors that needs to be analyzed, because the motivation or ob-
jectives of plans of this sort really need to be focused upon. To stimu-
late productivity or loyalty or owning a piece of the rock, as you say,
Senator, certainly is one objective. But there are others, I think, that
should be considered in the same context and that give effect to the
interest an employee of a company would have in a freedom of choice
as to how his funds would be utilized.

It would give him less of a complete commitment to the welfare of a
single entity.

Also to be considered, Senator, in the review of the kinds of com-
panies in which you ought to have a piece of the rock, is the fact that
there are lots of employees in smaller and closely held companies,
maybe some of the larger ones, that perhaps would not be too happy to
be that well identified with their employer in terms of their job future
and economic future as well.

Senator Fannin. My problem in analyzing what you have recom-
mended is that you have practically killed the program. You would not
have many ESOP plans if the employees directed that their funds be
invested in stock other than the stock of the employer.

You get away from the concept of adopting an ESOP plan.

Mr. WaLkER. You asked the question of what the objective is. Is
it to broaden the base of stock ownership, or is it to broaden the
ployee ownership of the employer’s business?

They are different objectives, I grant you.

Senator FaNNIN. I do not think they are different objectives. You
still broaden the base of stock ownership, but it is in the company,
is that not, true?

Mr. WALKER. You broaden the base of the employer.

Senator FannIN. You have more stockholders, and the stockholders
have ownership of a greater amount of stock. In the plan, certainly,
it could be viewed as a smaller classification, but it does accomplish
the intent of the ESOP plan.

Mr. WaLker. With respect to a choice of objectives, there is a
distinction between the diversity of a stock owner and the commitment
to his own employer, restricting his benefit.

Another aspect of this, I suppose, Senator, is the motivation of the
employer to establish such a plan. Presently there is opportunity
within the employer group to establish pension plans and stock
ownership plans. These are already on the books. Many companies
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have used them; they are in place. It is a question of industrial rela-
tions and personnel relations to decide when'they want to install them.

Senator FaNNIN. The whole idea, as I understand it, of the ESOP is
to give greater encouragement, to give greater benefits to the employee
because most of the stock plans do not give him this broad incentive
that is given in the ESOP plan.

Mr. WaLkeRr. The broad incentive you refer to is the incentive to
the ~mployees.

Sonator FANNIN. Employees, yes.

Mr. WaLKER. The incentive to them, I assume, would be that they
would not be getting further benefit from the employer. This begins
to require one to consider why the employer would like to do this. Is it
really a further compensatory arrangement that needs to be estab-
lished, or a cost the employer is incurring in lieu of additional wages?

It is going to cost the employer something, unless we work just on
this 100 percent financing of the investment credit.

Senator FanNIN. If you start out by being skeptical, you arrive at
some of the conclusions you stated. I do not look at it on that basis.

Thank you very much.

Chairman HuMPHREY. Senator Long.

Senator Long. Mr. Walker, I had hoped that a little friend of mine
called George Lehigh would be here for this hearing. He was in my
office a day or so ago showing me what he had been able to achieve in
his firm with the employee stock ownership.

He took over management of this firm shortly after World War I1.
He had never heard of Mr. Kelso, or the Kelso plan, at that time. He
thinks it is a wonderful idea, and he feels that probably it is the most
perfected way to meet an objective that he has been trying to meet for

ears.
Y He has helped employees purchase over 82 percent of his stock,
about half of them participating on the average of about a $50,000
equity each. '

The way he has been going about it, doing the best he could to ad-
vance this concept, he showed me some figures—I would like Senator
Percy to hear this—to show how productivity had increased in his
operation, and the way those figures come through, it would appear
that since the end of %Vorld War II the productivity had increased
about 400 percent, with these employees owning a large percentage
of stock in their company, and he is not at all dismayed. He is ver
happy about the fact that they bought it, I say 82 percent of the stocﬁ
in his company, under a very generous and farsighted plan.

That man tells me—what I believe about this, he says that it is his
judgment that the fate of this system of ours that we like to call capital-
1sm is going to depend on our ability to involve these people, such as his
employees. It is his judgment that that type of farsighted approach,
whereby capitalism 1s not the private reserve of a very few, but is
broadly spread among the people of this country, it may be crucial
whether we are going to succeed in competition with these other forms
of government, socialism in particular, or communism, if you want to
speak in that fashion.

I do not see anything in the statement indicating the desirability of
making employees feel that this is theirs and that they are working
with management for a common endeavor, and that in the last
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analysis, they are working for themselves when they are working to
make that company succeed. A )

Do you have anything in here about increased productivity that
tends to come where the workers have a subst&ntia{) equity position?

Mr. WaLker. We do not have a specific reference to that, Senator.
I am glad to have heard that.

The people in the ConRail analysis will be presenting material to
the committee.

Senator Long. May I say for the ConRail people, in case I am not
here, that they indicate the same philosophy of the railroad executives
" that caused that firm to be bankrupted.

I can really see that nothing will really be achieved by that group.
It looks like we are just pouring money down that rathole until we get
some people to understand that you have to motivate your workers,
you have to have communication between management and labor
and make them all feel they are striving toward a common objective
good for all, if we are going to make all those things succeed.

I can see why ConRail failed. They had the same management that
made those railroads fail in the first place. .

Mr. WaLkER. I would like to make it clear, we certainly encourage
and support any process by which there can be greater productivity.
I am not trying to back off on that in the slightest, I share your views
100 percent. '

My only reason for mentioning ConRail, not supporting the de-
cisions they made, is one of the studies they asked t.o%e made. It goes
to the subject of the evidentiary support for the productivity that can
be gained by establishing a stock-ownership arrangement.

I think the point in the study that was made for ConRail—whether
ConRail agreed with it or not, I am not that familiar with their
study—was that the advantages gained in productivity and coopera-
tion and so forth with employees and an employer maybe a result of
enlightened management policies across the board. Some companies
prosper, some do not prosper. It is not entirely due to the fact that
they have a stock-ownership plan.

ertainly, stock ownershiY1 is a contributing factor. I would not in
any way wish to discourage that. I think that is a splendid objective.
enator Long. Thank you, Mr. Chairman.

Chairman HumperEY. Thank you, Senator Long.

Senator PERcY, Mr. Walker has to leave at 11:30 a.m. I will ask you
to ask your questions.

Senator PERcy. Why do you not go ahead, Mr. Chairman?

Chairman HumPHREY. I want you to do so.

Senator Percy. I will be very brief. .

I really do not have any questions. I would like to respond to
Senator Long, because I have had some experience in whether or not
stock ownership plans do motivate employees.

When I took over the Bell & Howell Co. in 1949, we had a company-
paid annuity for retirement, and we were up against Japan, Germany,
and that yellow box in Rochester, N.Y., where they can give away
cameras in order to sell film.

Chairman HumpHREY. We have the Lieutenant Governor of New
York here.



Senator PErcY. I' say, we really had tough competition, and the
motivation had to be a very large factor in trying to compete, and it
was my thought early in my tenure—that this annuity plan we put
so many millions of dollars into had no incentive. It did not bind
employees at all to the common goal that we had.

With the employees approval, we finally moved into a profit-sharing
program, 20 percent of the profits went into a profit-sharing fund for
retirement, of which we invested about 50 percent in the common
stocks of companies. No more than 10 percent of the total funds would
ever go into our own company stock. The employees became the
fourth largest stockholding group in any corporation and purchased a
great deal of that stock. They did not purchase too much of that in the
Initial years, because the value of the company was going up. It was
always at that 10 percent level.

But the incentive was tremendous. The attitude and morale of those
employees was that this was their company. They were represented in
large numbers at a stockholders meeting. They outnumbered the other
stockholders. They were really interested.

I saw firsthand over a period of a decade and a half or two decades
that this concept is really a worthy one.

As I see it, what we are trying to accomplish is to open up and make
available to industry more capital that would be otherwise untapped,
and second, let American workers feel as though they are a part of
this enterprise in the American capitalistic system.

I have always tried to figure out how a worker could ever believe in
capitalism unﬁ;ss he became a capitalist. As they suddenly became
interested, the tone of the articles I used to write for the employee
publications changed entirely because I could talk about “our”
company and “your” capitalistic system in which “you’”” form a strong

art.
P I am fully supportive of this concept. I have seen it really work.
And of course, a group of companies that formed the profit-sharing
and employee ownership associations to encourage this concept among
other companies have banded together, and we are almost like evan-
-gelists in this field.

Now, the National Government, with the encouragement of
Senator Javits and his authorship to a great extent, has now estab-
lished and set up the Productivity Commission. The Vice President,
this week, accepted the chairmanship of the Commission. Maybe
all these can be fine catalysts for selling this idea.

I am sorry I was not here to hear your testimony but I am trying
to quickly scan it. I will try to stay for the rest of the hearings.

I am not sure how the program is being implemented. I am con-
cerned about this—I just came from the business council meeting.
I asked a number of them, are you interested in this program, are you
moving ahead? I am concerned because there are few companies
that I see moving in this direction.

I am wondering why. ,

Perhaps my questions are—and it may duplicate ones others have
asked—why, with this kind of incentive, do not more companies
come into it, and in your judgment, is there a better way to move?
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Some of the proposals I see as alternatives of yours concern me
because they do not have the productivity incentive attached to them
that stock ownership would have.

Mr. WALKER. As to the latter point, Senator, the broadened base
that I had felt was important was not identified that closely with an
incentive. I note in passing, your example of your own experience.
I think your company’s plan had only 10 percent of the company’s
stock in it. It never could exceed that amount.

Senator PErcy. No more than 10 percent of the funds, simply
because of the diversification and vulnerability of the retirement fund.

Mr. WaLKER. That has been a limitation that has been in the U.S.
Code and does not exist in the plan we are talking about. It is not
impossible to have 100 percent of the funds now in the stock of the
emIployer.

am not discouraging participation, ownership, and motivation.
Motivation is certainly a key element. But along with that, one
objective is to give the employee some opportunity to diversify and
become a part of the larger base of the business community or the
economic or capitalist system.

That is a value judgment, and I am just calling it to the committee’s
attention.

My position and purpose is to point out what I think are matters
before the committee.

I am sorry, I lost the thread on your first question.

Senator PErcY. The level of participation we have under existing
programs. What reason did companies give for not participating?

Mr. WaLkER. It is a little new, Senator. This came in as a part of
ERISA. The new focus came on this because of the 1-percent credit.

I think one impediment. might be that there is no certainty as to
how long the credit will be available and whether it would be worth
establishing a plan under the ESOP approach that might not be
similarly motivated. If employers establish a plan with the contribu-
tions from this 1 percent, for example, they now have a plan in force
that will have some employee impact. If there is no certainty it will
go on, they have to face the possibility of what they are going to do
with disenchanted employees when it does not continue. There may be
some concern on that score which would te removed if that program
could be continued, no question about that.

I think that is one reason. Perhaps another reason is they are not
too sure how the thing is going to work. It is a new device and it needs
further education and further analysis. . . '

One element of this that I heard mentioned, that I had not gotten
into the details of, really requires a close view of just how the economics’
of this thing do work out, whether it will do as it has been hoped to do. -

I cannot answer further, Senator, why not acceptance. 1t is a bit
new.

Senator Long. Could 1 add a point?

The Treasury regulations on this have not been available, un-
fortunately. It 1s a system that does require some regulation.

I am not sure—have they been fully drafted?

Mr. WaLkER. What they call the Q’s and A’s have gone out, and
the general ERISA guidelines have gone out.
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Senator Long. Plus the American Telephone & Telegraph Co.
would like to use it, but they see some technical problems, and they
have suggested some amendments which, if enacted—and I am
confident they will—they will use them.

I think the same thing would be true of most of the public utilities,
like the power companies, and the regulating utilities, for example.
They would have the same problem, from a technical point of view
that the American Telephone & Telegraph Co. has.

Once they see what the regulations are, they will be participating
a lot more, I am sure.

Senator PErcY. What is the attitude of organized labor? Are they
neutral, opposed to it, or supportive of it?

Mr. WaLkER. I do not have an exact reading on that, Senator.
My impression is, I do not think they oppose it. Perhaps Senator Long
has a better view on it. I am not that well informed on it.

Chairman HumpHREY. It is mixed, like most things these days.

Senator PErcy. Thank you, Mr. Chairman.

Chairman HumpHREY. I have a few brief questions, and I will
accept brief answers from you.

The Treasury Department has the power, the Secretary has the
power, to prescribe the type of stock allowable in ESOP’s.

Does the Treasury support the position that ESOP’s must require
voting common stock, having the rights, at least equal to the rights
of the other outstanding employer common stock?

Mr. WaLker. If my information is correct on that, Senator, the
position has not yet been stated. I think, under the direction that the
decision is going, it will be to require some kind of voting provisions.

Chairman HumpHREY. A clarification of those questions will be
helpful, of course, in making an appropriate decision, or a fair decision,
on the value of the ESOP concept.

Mr. WaLkER. I am fully aware of that, and that is much in the
analysis now, Senator.

Chairman HumpHREY. We have such a law in existence in the State
of Minnesota that relates to local and State corporations and to
employer-employee relationships.

Would the Treasury support having an advisory committee elected
by the employees, as in the Minnesota law? '

Mr. WaLKER. This gets a bit beyond Treasury. This is more in the
area of the labor situation, somewhat similar to what we have under
the Oversight Act, and that, I think, is working out very satisfactorily.

There are some complications, I am sure, that are still to be devel-
oped on that, to the extent that it does develop a relationship between
the employer and its employees as the plans are utilized, assuming
that it 1s confined to the employer’s stock. '

I do not think that is an unreasonable approach.

Chairman HumpaREY. Is Treasury studying State laws relating
to State income tax and corporate regulation on the State level on
this matter?

Mr. WALKER. Not that I am aware of.

Chairman Humpurey. They ought to.

I think the point has arisen relating to employee stock option plans.
The Treasury ought to be making a full analysis of how these plans
are operating, because where States have State income tax, State
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corporate tax and things like this, even in my State, they have such
a plan and it is looked upon with considerable favor. What about
what is being done abroad—I suppose there has been an international
analysis made.

r. WaLkER. One thing that I would like to develop with you, as
you asked the question, is the identification of the source of study.

For example, an employee stock ownership plan has been available
and on the books for a long time. There are many such plans out now,
stock bonus plans. While these have been in the community for a
long time, the kinds of plans we are talking about now are really
another variety of that, with some relaxation of the prohibited trans-
their action rules and diversification rules. .

That is newly in place, and really has not impacted yet and really
has not been implemented. As to the degree of State involvement, or
regulatory involvement, with the plans in place, I am not aware of
there having been such a study. Certainly we can look into this.

Chairman HumpHREY. I think that, in light of the keen interest of
the Congress in this matter, it is imperative that the two branches of
Government get up to date in reference to the analysis of operating
plans and rules and regulations that pertain thereto.

Are the use of tax funds in providing capital through the medium
of ESOP a justifiable priority when compared with the many other
claims on the Federal Treasury?

Mr. WaLkER. As I point out in my conclusion, Senator, I believe -
that it is an appropriate device. I think that it will get to be a question-_
again of value judgment, whether the device should be to recognize—
as plans presently do—as we are trying to broaden even retirement
plans through the individual retirement account system, a utilization
of the tax system in that fashion, or to go still further, as the invest-
ment credit approach does, and provide 100 percent Government
financing of such a plan. ’

Chairman HumpHREY. That is what we have under the Tax Reduc-
tion Act of 1975.

Mr. WaLkgr. That is correct.

Chairman HumpurEY. We have 100-percent Government financing
of ESOP’s through that 1-percent add on to the investment tax credit.

Does the Treasury see this as a justifiable provision, particularly
since we do not do this for other employee compensation plans?

Mr. WaLKER. I do not think that that is a desirable way to go. I
think that there should be a better way to achieve the same result, if
it is'possible to do so.

The reason I answer that way, Mr. Chairman, is the fact that it
does not really put to the employer the need to decide whether this
program is the kind of thing that is really best for his employees.
It is an inducement to stimulate interest in this kind of plan. At least
on a long-range basis, I do not know whether it is proper to have
Federal financing of all these plans. I think it should call the employer’s
attention to the availability, start him thinking about it.

Certainly, that is happening already. In the long run, I would not
think 100 percent financing is the way to go.

Chairman HumpPHREY. As Senator Javits indicated a moment ago,
this is a matter of negotiation, as in a negotieted pension plan or a
negotiated retirement plan. The Senator put the question to you
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whether you have to have an either/or situation—an ESOP plan,
or you would have the ERISA, or whether you would have both so
that you could negotiate the so-called type of ESOP in a marketing
contract.

You say that there should not be an either/or, is that correct?

Mr. WaLKER. As I recall the way the dialog was going, Mr. Chair-
man, if you were broadening the base of ownership with an ESOP
so that it was not tied into broader stock, 1 do not think it would
belong in that negotiation.

Chairman HumpHREY. 1f it was tied to a particular company,
it would be tied into that negotiation.

Mr. WaLkER. I do not know if it would belong, but it would be
there, and it would be more difficult to remove it.

Chairman HumpHREY. Is the statement that you have given us
today the administration’s position as of this time rather than just
Treasury’s?

Mr. WALkER. This has been coordinated with other branches
of the Government. The Commerce Department has had some
significant dialog with this.

Chairman HumpHREY. It has general administration support,
your statement?

Mr. WaLker. That is correct.

Chairman HumpHREY. May I say, most respectfully, I find it not
too precise. It is exploratory, but not too declaratory.

r. WALKER. That is a fair appraisal, Mr. Chairman. We are
exploring it.

e have no specific proposal or plan that we would like to come
right out with. This is as new to us as it is to the Congress.

Chairman HumpPHREY. You do sense in the Congress the interest
in these plans?

Mr. WaLkER. Indeed, sir, and so does the administration have a
deep interest.

Chairman HumpHRrEY. Therefore, as we go into what we call tax
reform legislation that I understand from Senator Long, chairman of
the Finance Committee, will be underway sometime next spring or
summer, it would seem to me that the administration ought to
firm up its position on these matters.

There is a keen interest in the Congress—we are worried about
capital accumulation and capital formation techniques. We are
concerned about involving more people into the capital structure of
our country.

The stock market is not responding as it should. Mr. Needham has
been before our committee. As indicated here in your statement, and
in the question from Congressman Gillis Long, ownership of stock
has either leveled off or dropped down. There is a desperate need for
more equity capital. ,

I would hope that the Treasury. Department would come forth
with some really constructive alternatives, with not one position, but
several positions that the Congress could look at.

I am not on the Finance Committee; that is not our job here to try
to legislate in this field. But this committee, the Joint Economic
Committee, hopefully has some advisory capacity, and we are keenly
interested in what the administration will offer.
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Mr. WaLkER. The administration is concerned about the capital
formation problem.

Chairman HumpHREY. I know they are concerned about it, but
they do not give us any specifics.

Mr. WaLKER. We are certainly being specific about the integration
of corporate and individual income tax. That goes a long way in
making capital formation more available. It would certainly broaden
the base of stock ownership, because it would give a greater yield and
attractiveness to corporate equities and reduce the imbalance that
now exists in favor of debt financing; and broadening stock ownership
in itself makes the stocks more productive.

We have indicated a desire to want to work with the Congress, and
meet and analyze on the subject of the employee savings plans. We
il:l‘e presenting alternatives in my presentation here along these same
ines.

We have also espoused the effort to close the gap on the individual
retirement accounts. That is the opportunity for self-employed persons
and those not covered under qualified plans to have their own retire-
ment plans.

These have been specific proposals we have made in these directions.

We are in motion, Senator.

Chairman HumpHREY. I understand that. I am just trying to focus
attention on some of these plans that are being talked about so much
now in the Congress. We need guidance and direction.

The Treasury Department has the expertise in this matter, and 1
am not trying to be critical. I am trying to focus what I think is the
sense of urgency that the Congress has on this particular type of tax
problem.

I had just received this information that stock ownership has
dropped 18 percent in the past 5 years, from 30 million to 25 million
?tocdkholders. Of course, many of these stocks are now held by pension

unds.

Mr. WaLker. That was the same statistic that Congressman
Gillis Long had mentioned that was recently published by the New
York Stock Exchange.

Chairman HumpHREY. I do not consider that a very healthy thing.
That means that there is more of what we call debt-financing going
on—more competition in the money markets.

Whatever we can do to stimulate individual stock ownership, I
think, has a great deal of merit.

Mr. WaLkgR. One of the key things beyond that is to make stock
itself a more attractive investment.

Senator Javits. Would the Chair yield so we can ask for more
information on that?

Mr. Walker, first, could you give us a comparison between the
Treasury loss due to debt service and the Treasury gain due to the
taxability of dividends? '

That is a big complaint in the market. Second, is the treatment of
capital gains. And third, whether you would contemplate a difference of
treatment for the ESOP’s in both of those areas.

Mr. WALKER. Very well.

Chairman HumparEY. We will send you a number of written
questions. Time does not permit us today to ask all of them. This
is very complicated material.
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[The following responses to written questions, and specific data with
respect to the ESOP’s which are presently in effect were subsequently
supplied for the record:]
THE DEPARTMENT OF THE TREASURY,
Washington, D.C., February 2, 1976.
Hon. HuBerT H. HuUMPHREY

U.S. Senate,
Washington, D.C.

DEar SENaTor HuMpHREY: This is in response to your letter of December 18,
1975, in which you ask eight questions in further reference to the matter of
Employee Stock Ownership Plans (ESOPs) about which Assistant Secretary
Walker testified before the Joint Economic Committee on December 11, 1975.

Preliminarily, it is necessary to consider the objectives to be served not only
by an ESOP but also by other types of plans for broadening stock ownership.
Among other things it is claimed that an ESOP:

is an effective mechanism for raising capital by the employer corporation,

is a plan for the benefit of employees,

benefits the employer corporation through improved employee morale,
loyalty, productivity, and incentive,

broadens the base of stock ownership throughout American society,
thereby providing desirable broadened participation in the American free
enterprise system.

It is apparent that not all of the foregoing objectives are consistent. What is in
the best interests of one benefited group may not necessarily be in the best in-
terests of another group. Moreover, some of the advantages of an ESOP are avail-
able under alternate plans which have other objectives that are not served by an
ESQP. These other objectives include the following:

Availability of the plan to employees other than, or in addition to, em-
ployees of corporations that adopt an ESOP (such as sole proprietors; those
employed by employers which do not have an ESOP; state, local, and federal
governr)nent employees; and employees of nonprofit and charitable organi-
zations). .

Freedom of choice with respect to plan participation and the investment
of plan assets.

Investments which are not confined to stock of an employer corporation.

In analyzing the relative advantages of an ESOP or alternative plans, each
plan should be tested in light of theforegoing objectives. The objectives, themselves,
can be evaluated and placed in a sequence of appropriate priority. In this fashion,
a desirable balance can be achieved in whatever program is adopted.

Most importantly, the merits of any plan should initially be determined without
regard to the tax inducement. Thus, if an objective cannot be achieved as readily
without a tax inducement as it can be with one, it can be determined whether
encouraging the objective is sufficiently desirable to warrant the granting of a
tax inducement. .

Voting common stock

Your first question asks whether the Treasury supports the position that
ESOPs must require voting common stock, having rights equal to those of the other
outstanding employer common stock. Response to this question first requires a
determination of the objectives to be served by an ESOP.

It has been said that the primary objective of an ESOP is to provide a vehicle
for the formation of equity captial. Normally, in corporate financing through the
issuance of stock, a corporation will go to the market with whatever stock it
believes it can sell. By hypothesis, however, the ESOP is a captive source of funds,
unable to bargain in the matter, not only with respect to the price paid for the
shares but also with respect to the specifications of the stock. Accordingly a;
strong argument can be made that the stock sold to an ESOP under these circum-
stances should be common stock, of the same class as that generally held by the
owners of stock who represent a majority of the voting power of the corporation.

A corollary issue deals with the nature of the stock to be acquired by an ESOP
under the Employee Retirement Income Security Act of 1974 (ERISA). This
defines an ES(?P as a stock bonus plan or a combipation of a stock bonus plan
and a money purchase pension plan ‘“designed to invest primarily in qualifying
employer securities.” By statute, such plans must meet the other requirements
prescribed by regulations. In the development of these regulations, the problem
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has been that ERISA contains specific provisions regarding the prudency of
investments made by an employee benefit plan, including an ESOP. Therefore,
although an ESOP is exempt from the ERISA diversification requirement, the
queslgon remains; what is the extent to which it is prudent to invest in employer
stoc

This threshold question must be resolved in tandem with the determination
of the specific nature of the employer stock to be acquired by an ESOP. In each
case, the answer depends largely upon the objective to be served by an ESOP.
If the objective is capital formation, the prudency of the investment may not be
relevant, and the voting common stock provisions mentioned above would apply.
However, capital formation may not be consistent with the objective of a plan
designed exclusively for the benefit of employees. Thus, if an ESOP is an employee
benefit plan under ERISA, it is possible that, under some circumstances, prudence
would not permit a significant investment in employer stock.

These questions have not been resolved by the Internal Revenue Service and
the Labor Department, which have been working together on the development
of the ERISA-ESOP regulations. An effort is being made to develop regulations
undefl; g’hich both the employee benefit and capital formation objectives will be
satisfied.

Corporale finance

Your second question asks whether ESOPs should stay within the purview of
the qualified retirement plan concept or should be placed under a new area of
the law as a ““technique of corporate finance”. This question again depends upon
the principal objective of an ESOP. If indeed an ESSP is designed as a corporate
finance vehicle, it might reasonably be placed in a different area of the statute,
not confused with employee benefit plans. Since the objective would not be that
of providing employee benefits, such an ESOP would not be subject to the same
safeguards for participants that ERISA provides for participants in qualified
employee plans generally.

f the objective is capital formation, there is then the question of whether it
is desirable to subsidize the cost of raising capital through an ESOP. If capital
can be obtained from an ESOP, whereas money in the marketplace cannot as
readily be found, the stock may not be worth the price paid for it by the ESOP.
If so, one can question whether the tax system should be used to induce the
sale of stock which is generally unattractive to the marketplace and which may
result in a dilution of the other shareholders’ interests.

In this respect, a basic analysis should consider the true cost of raisin%capital
both through an ESOP and the marketplace. The cost through an ESOP would
entail a review not only of the issue price but also of the process of installing and
administering the ESOP. In cases where the ESOP borrows money to buy the
company’s stock, the analysis would consider both the cost involved in servicing
the debt and the effect of utilizing the components of a leveraged ESOP trans-
action. Thus, when an ESOP borrows from a bank in order to purchase company
stock, with the loans being repaid from future company contributions to the plan,
the effect is the same as though the company had borrowed directly from the
bank, and contributed employer stock to its ESOP on a tax deductible basis. As
a result, a tax deduction will be available under current law not with respect
to the repayment of debt, but rather with respect to contributions to a plan now
described under the employee benefit plan provisions of the statute.

This brings forward a further review of one of the objectives of an ESOP,
namely the fostering of employee morale, incentive and productivity. Many
specific examples can doubtless be given to indicate that these benefits are derived
from .employee stock ownership. We are, however, not aware of any specific
data on the subject. It seems almost inevitable that where there is a plan for
employee stock ownership, accompanied by high productivity and incentive,
and low employee turnover, there will be other factors, apart from the ESOP,
that helped to induce the result. Thus, while employee stock ownership may well
be a relevant factor, we have not seen evidence that it is the principal factor.
That is not to say that employee stock ownership is entirely neutral or negative
on the subject of productivity, particularly when accompanied by the right to
vote and to have some representation or voice in management. Depending upon
the company, however, voting rights and a voice in management could be con-
sidered counterproductive. Enlightened management policies doubtless could
produce a high degree of morale and productivity without an ESOP.

o
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Deduction limitalions

Your third question asks what reasons exist for raising the limit on deductible
contributions to an ESOP, above the present 15 percent, and what the new limit
should be. This question involves some of the considerations mentioned above
with respect to the objectives of an ESOP. To the extent that the ESOP is a
capital raising vehicle, it is possible that no tax deduction should be available
for contributions. By hypothesis, such an ESOP is not exclusively for the benefit
of the employees. Hence, it could not qualify as an employee benefit plan, con-
tributions to which are tax deductible.

The Administration favors a plan to broaden the base of stock ownership which
is exclusively for the benefit of wage earners in general. Under this approach,
capital formation would be provided not only by the employees of the employer
corporation but also by the self-employed and the employees of other corporations.

o the extent an ESOP serves the objective of broadening the base of stock
ownership, it might be appropriate to raise the current limitation upon deductible
contributions to an ESOP. However, in order to avoid a substantial 1oss in revenue,
without an accompanying increase in stock ownership, any higher limitation
should apply only to employees in the low and middle income groups. This concept
is embodied in the Administration’s proposal to broaden the base of -stock
ownership.

Elimination of corporale income lazx

Your fourth question refers to Mr. Kelso’s view that widespread adoption of
ESOPs would be of maximum advantage if the corporate income tax were elim-
inated and corporations were forced to distribute all of their earnings. The Treas-
ury Department has recommended the integration of corporate and personal
income taxes. The objective of the integration plan is to remove the double tax
on distributed corporate earnings. To the extent that can occur, corporate stocks
can show a better yield to investors and thus compete more readily in capital
markets with debt financing which has no such double tax burden due to the
deductibility of interest payments.

Tazx incentives

Your fifth question refers to a comment made by Professor Brems, who said
that widespread adoption of ESOPs, because the system is so dependent on tax
incentives, would necessitate fiscal reforms through new taxes to recover the lost
revenues or the sacrifice of Government services. You have asked the Treasury
Department’s reaction to this statement. If the only way an ESOP can be made
attractive is to give it a tax incentive, there should be careful analysis of why
that incentive is necessary. If, as a matter of policy, the incentive is deemed neces-
sary, even in light of the revenue loss, it may be appropriate to provide the incen-
tive, in which event alternative sources of revenue would have to be derived. It
is questionable, however, whether the present additional investment credit avail-
able with respect to funds committed to an ESOP represents an appropriate tax
incentive. This amounts to 100 percent Government financing, and provides no
inducement for an ESOP to stand on its own.

Broad based stock ownership

Your sixth question asks-that we spell out for your Committee the main
features of an across-the-board ESOP concept, i.e., one that is not confined to
employees of the sponsoring corporation. As you know, in his State of the Union
Message, the President proposed tax incentives to encourage broadened stock
ownership by low and middle income working Americans by allowing deferral of
taxes on certain funds invested in common stocks. The details of this program
will be worked out with the Congress.

The progosal has the following general features:

A Broadened Stock Ownership Plan (BSOP) could be established by
individuals or by employers for the voluntary participation of their employees.

Contributions to BSOP would be deductible from taxable income.

Participation would be restricted to individuals in the middle and low
income ranges through a limit on the maximum amount of the annual contri-
bution eligible for exclusion from income tax, with participation phased out
at higher income levels.

Funds in a BSOP would have to be invested in common stocks, which
could take the form of an interest in a mutual fund.

Funds in a BSOP would have to remain invested for at least 7 years and
are subject to tax at the time of withdrawal.



108

Income earned by the BSOP would be exempt from tax until withdrawn
from the plan.

The plan would go into effect July 1, 1976, and the full deduction would
be allowed for calendar year 1976.

Alternative plans

Your seventh question refers to the reference in Assistant Secretary Walker's
December 11 testimony to a tax credit equal to a specified percentage of the
purchase price of stock held for a specified period. This is one of the alternative
plans for broadening stock ownership which the Treasury has considered, along
with other Departments of the Administration. Since giving the testimony, this
alternative has been discarded. The same is true with respect to the Individual
Stock Savings Account, although many of the concepts involved are reflected in
the plan proposed by the Administration.

Revenue loss

Your last question asks “if ESOPs were widely adopted in the next year,
particularly among many of the Fortune 500 firms, as a new technique of corporate
financing using the leveraging available, what magnitude of revenue loss may
oceur in the next few years given the current tax law provisions regarding ESOPs”.
We estimate that for each one percent of compensation deducted by a corporate
sponsor, there would be an annual revenue loss of $400 million.

I trust the foregoing will be helpful to your Committee in its continuing con-
sideration of ESOPs. The Administration is seriously concerned about matters
relating to capital formation, and we wish to cooperate in every practical way
in developing an effective capital formation vehicle. We look forward to working
with you on the development of a broadened stock ownership plan.

If we can be of further help in your analysis, please call upon us.

Sincerely yours,
(S) William M. Goldstein
WiLLiaMm M. GOLDSTEIN,
Deputy Assistant Secretary.

DEPARTMENT OF THE TREASURY,
Washington, D.C., March 19, 1976.
Hon. HuBerT H. HUMPHREY,
U.S. Senate, Washington, D.C.

Dear SenaTor HumpHrey: This is in response to your letter of January 5,
1976 in which you request specific data with respect to the Employee Stock
Ownership Plans (ESOPs) which are presently in effect.

We have discussed your request with the Internal Revenue Service and have
found that most existing ESOPs cannot be specifically identified as such based
upon the records presently on file with the Internal Revenue Service. This is a
result of the fact that ESOPs were not specifically defined under the Internal
Revenue Code until enactment of the Employee Retirement Income Security
Act of 1974 (ERISA), when the term was made operative only with respect to a
limited exemption from ERISA’s prohibited transaction and prudent investment
rules. Under prior law, there were only five generic types of qualified deferred
compensation plan—a profit sharing plan, a pension plan, a stock bonus plan, a
bond purchase plan and an annuity plan. As a result, plans filing with the Internal
Revenue Service were not required to indicate whether or not they employed the
ESOP leveraging concept. A copy of the old submission Form 4573, which has
now been discontinued, is enclosed for your information.

As a result, the estimate of 300 ESOPs which appears in my testimony of
December 11, 1975 is based upon the best information currently available to the
Internal Revenue Service.

It is anticipated that much of the information that you request will become
available in the future, as a result of new forms which will be used by the Internal
Revenue Service. Separate submission forms will be required for ESOPs adopted
under the Tax Reduction Act of 1975. A copy of Form 5309, entitled Application
for Determination of Employee Stock Ownership Plan, is enclosed for your infor-
mation. In addition, the annual report form to be filed with both the Internal
Revenue Service and the Labor Department (Form 5500) will require employers
to indicate whether or not their stock bonus or money purchase pension plan
incorporates an employee stock ownership feature. This is the appropriate format
for such information because, as in the past, there remain only five basic forms of
deferred compensation plan for qualification purposes.
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There will be some data, however, which may not be developed in the future
because it does not become relevant in the determination letter process. These
items are as follows:

1. Sales volume or asset size of the firm.

2. Whether the firm is closely held or publicly held (although inferences may
be drawn in some cases from the submission form).

3. Whether the firm is union or nonunion (although, again, conclusions may be
drawn in some cases from the submission form).

4. For what purpose the ESOP was established.

5. Whether the ESOP is leveraged by a bank loan.

6. If dividends are paid out on a current basis, what has been, or is expected to
be, their annual amount for a $10,000 a year employee?

In this regard, I have enclosed a copy of the submission Forms 5300 and 5301
which are currently being used by the Internal Revenue Service.

To the extent that the names of specific employers who have adopted ESOPs
are available, there is also the problem of public disclosure. ERISA amended sec-
tion 6104(a) of the Internal Revenue Code to provide that all applications for
qualification under the Code filed after September 2, 1974 must be made available
for public inspection. There is, therefore, some question about the public avail-
ability of exemption application information relating to a specific employer who
filed his application prior to September 2, 1974 or who files for approval of his
investment credit ESOP under the Tax Reduction Act of 1975. As a result, it
would appear that the procedure established under Section 6103(d) of the Code,
relating to the disclosure of tax return information, would have to be followed in
order to determine specific data filed with the Service either prior to September 2,
1974 or under the ’Fax Reduction Act ESOP provisions. ’Ifilis problem will not
arise in the future with respect to applications for qualification under the Internal
Revenue Code, so that once plans receive determination letters under ERISA,
the data base will be more helpful and accessible.

We have asked the Service to complete as much of the information requested
in your letter of January 5, 1976 as possible, and we are enclosing the data that
they were able to obtain from their District offices. This information relates to the
21 investment credit ESOPs which were submitted for approval on Forms 5309
between December 1, 1975 (when the form was first required) and December 31,
1975. The names of the adopting employers have been omitted because of the
disclosure problem.

If we can be of any further assistance, please do not hesitate to call upon us.

Sincerely yours,
CuarnEs M. WALKER, Assistant Secretary.
Enclosures.

69-174 0-76.8
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o 4573 - Application For Determination
) Jonvory 1970 Individuaily Designed Plan
Depurtment of the Trearory {Under sections 401(a), 405(a) and 501(a) of the internal Revenve Code)
NOTE: Do not use this form for a plan established under o master or prctolype prog or a plan covering self-

employed individugls. The term trust, as used on this form,

1. Determination requested for:

[ Initicl qualificati Date plan adopted . {J Amendment—Date adopted
2. Name and address (including ZIP code) of 3. Nature of business 4. Employer Identification No.

employer

5. {a} Date incorporated {or huslness
d if not o corp
{b) Month accounling period ends

61{a) Predecessor name (b) Type of business of predecessor {c) Date of transfer
7. Type of entity: Sole Other (Specify)
{1 Corporation ] proprietor [] Partnership [] Associotion [] Gover tal [
8. Name of pian 9. Type of plan
(O Pension {3 Annuity plan

[ Stock bonus [J Profit-sharing plan
. [1 Bond purchase
10. {a) Name of trust 11. Employer identification number of trust

{b) Name ond address {including ZIP code} of trustee 12. Date trust executed
. 13. Month accounting period of trust ends

14. Effective dote of plan or present 15. Date ¢ i d to employ

amendment How communicated? .
16, Funding medivm Custodial Group annvity Individual Other (Specify)

[ Trust {Bank} [ Trust {Other) [Jaccount 7] contract [ contracts
17. If pension or annuity plan, indicate type of plan

Unit- Fixed- Flat- Money- Other

O benefit [J benefit {0 benefit O purchase O (Specify)
18. Iategration features [J None

If applicable— {a} Intcgrated with O OAsI {0 Railrood Retirement [O Other {Specify)

{b) Type [J Excess [T Offset {J Step-rate
Please furnish o bricf description of the followi isi {on the basis of the most recent plan amendments, if any)
and indicato the articlo or section where such pravmons are contained. (Attach additional sheets if needed)
item ] Description Article or Section

19. Eligibitity Requirements (I None [] One {J Two [] Three [J Four [J Five

{a) Length of service {years) |[J Other {Specify)

{b) Age O None Mini

{c) Job class [0 None (] Salaried [J Hourly [J Other {Specify)

(d) Other

20, Employer Contribution Formula | [J All 0 Balance [0 Other {Specify}

necessary
.21, Allocetion Formula O In proportion to compensation [ Other {Specify)
Under penailies of perjury, | declare that | have ined this applicati including panying stat , and to

the best of my knowledge and belief it is true, correct, and complete.

{Siqnentera) (Title) (Dated
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Item . Description Arlicle or Section
22. Employee Contribution O None (7 Required {Specify rate) [0 Voluatary (Specify rote}
Formula
23. Benefit Formula
{a) Normal retirement
{b) Early retirement
{c) Disability retirement
{d} Death:
(1) Beforo retirement
(2) After retirement
24. Requirements for Benefits
{a) Normal retirement
. Ib) Early refirement
{c) Disability retirement -
28. Vesting Provisions Full and Other
] Immediate 3 (Specify)
26. Indicate the criicle or section of the plan or trust where the following provisions ore ined
item Article or Section item Article or Section
(o) Definition of compensation - |{f} Vesting upon termination of plan or
vpon complete discontinuance of
contributions
(b} Definition of net profits (profit-
sharing and stock bonus plan) . {g) Prohibition against i
{c) Disposition of forfeitures {h) Annuol valuation of assets
(d} Limitation of benefits in event of
carly termination of pension plan {i) If a bond purchase plan, requirement
{e) Nontransferability of annvity that contributions be invested solely
contracts in U.S. Retirement Plon Bonds
27. Coverage at .................... (date)
. 5. Ineligible on account of:
1. Tolal Employed ................. {a) Mini R L R R o e ——
2. Exclusions: (b} Moaximum oge . S—
{a) Port time (20 hours or less). ... {c) Mini Pay .. |
[b) Seasonal (5 months or less) .. (d) Hourly-paid ............ —
{c) Years of service {Specify) .... sereenecaae - p—_—
{e} Other (Specify) .coovvvvnnnn i}
3. Total Exclusions ................ 6. Yotal Ineligible .......ovovaiunn b
7. Numb ligible to h Seeees
4. Balance ......... eeieenans 8. Number of employ participoting .
28. Does employer contribute to any other qualified plan? O Yes O No
If yes, pleose furnish the following information:
{a) Nome of plan - {d)} Monthly benefit, if peasion pian
{b) Indicate type of plan . (e) Vested benefit upon sermination of employment prior to

retirement
{c) Rate of employer contribution, if fixed

25. 15 way izsuv selating fo the quuiiiication of this plan, or exemphion of the trusl, cumently pending before the Internal
Revenve Service or any court? [ Yes [ No.

30. Totat Jeferred icn pald or d during the yeor for all employees ... ....... $
Form 4573 Page 2 (1-70)




31, Employee consus (Schedule of 25

highest paid par

ploy for

(Round off to nearest dollar)

year ended ......ii.iiieeiieeiieiiirananss)

ofcer NONDEFERRED COMPENSATION PENSION OR ANNUITY PLAN  |EMPLOYER'S CONTRIBUTION |iz pROFIT-SHARING OR
o |ux Retiremant STOCK BONUS PLAN | et anii
. swpor- | 2 Y T wrilt  1Emzleyes
i [Employee’s last name ond Initiols | visor | ;E 51c3 Baslc Annval Expacted | Underesch Number of | plis tml [ contsic
List in order of compensation) |(Chuck) | EEZ| < (S8 rote banefit B other plan Under f units IF | es 2 pors | butions
H &g and Totol expocted | Age | L [ ofdeferred | this plon It Uocation | contuza of junder the
(%] overtime and Year} compensation in the s based |colvan (g} plon
year on wnlts
(] Yos[No| (0 |t | (e} tn (&) 2] [ (] (] ] tm) (n} 2] ]

1

2

3

4

5

6
.z B

e

®

10

i

12

13

14

15

s

17

18

i9

1)

n

2

1

4

15

. // 7
A. Total of above . ..... e eieeaean .,/f// 452/ %
.
3. Total of all others {Specify number ....... ) 777

2. Total for all participants (A plus B} ......

Form 4573 Page 3 (1-70}

¢ll
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Attach the Following Documenis and Statements

32. Copies of all instruments conslituting the plan [or amendment]}, inctuding trust ind.

Aol

es {or agr

i),

group cnnuily contracts, specimen copy of each type of individuol contract and specimen copy of formal asnounce-
: hensive d

ment comp

iled description to employees, with all amendments to ony such instrumenrts,

33. If a pension or annuity plan, a detoiled description of all

lud:

any |

methods, factors ond assumptions used in determining costs

I3 y reserves, or special foctors and the basis

for actual experience under the plan (i

of any insured costs or liabilities involved therein)

their source and application in sufficient detail to permit

ready analyses and verification thereof, and in the case of o trust o delciled description of the basis used in valuing

the investments held.

34. Complete only if trusteed plan—

Financial statement of employees’ trust exempt from tax for the calendar year ... .. ... or fiscal year ending ........
Statement of receipts and dibursements Eclones sheots
(Round off to nearest dollar) tRound off to nearest dolior) Amcunt Totsl
RECEIPTS ASSETS
1. Conlrib {a) b 1. Cash
&) ! 2 4 in bonds
2. Interes? to) US. ond
3. Divid (b) State, Subdivisions thereof, etc.
4. Gain or loss from sale of cssats ta N J
S. Rents 3. in corp
steck or securities
il at in employens® stork
5. Loons to employer
6. 1 in
6. Other (Hemize) ond real estots loans
7. Other litemize}
7. Total receipty .
- DISBURSEMENTS 2,
L C of trustees
2. Scleries and commissions 8. Buildings & other cl.!m

(Other than frustaes)
3. Interest

4. Distributians to porticipants
o7 thelr b

3. Other (ltemize)

°

Eal

o) Less d iati
Total assels

Accounts poyoble
Notes payable
Business lecse
Other fitemize)

LIABILITIES

8. Totol dish

. Total licbilities
7. Excess (Ducroase) of receipts 6. Porticl

" interest

N

over dish

Total libilities & participonts® interestt .

INSTRUCTIONS

A. WHO MAY FILE—

1. Any employer desiting a deter letter as to in-
itial qualification or amendment of a plan that does not [a)
include self-employed individuals, {b) utilize o master or
prototype plan, or [c) result from negotiation on an in-
dustry-wide or area-wide basis.

2. This application may also be utilized by on employer
desiri; inalion letter as to ¢ i with the ap-
plicable requirements of a foreign situs trust as to a toxabil-
ity of beneficiaries (section 402{c} of the Code and deduc-
tions for employer contributions (section 404{a) (4} ).

g a defer

. B. WHAT TO FIlE—

t. fnitiol qualificotion: This application end a cony of
documeni; and statements jisted in items 32 and 33 uiless
previousiy submitted,

2. Amendment: This application, a copy of the umend-
ment(s}, and o detdiled stak t laining the cffect of
the amendment{s). Furnish any information required in

C. WHERE TO FilE—

1. A single employer will file with the District Director for
the district in which the principal place of business of the
employer is located.

2. A porent compawy and each of its subsidiaries that
adopt o single plan will file with the District Director for the
district in which the prizcipal place of business of the parent
is locoted, whether or mot separate or consolidated returns
are filed.

3. An employer adopling a single plan of multiple em-
ployers {for example, a plan for companies related through
common ownership or sfockholding, other than parent and
subsidiaries) will file wh the District Director for the district
in which is located the arincipal place of business of the trus-
tee, or if not trutieed, o if more thon one trustee, the pri

izl or wual mesting ploce of Mhie trusices or plan sur
visors.

4. An employer or employers adopting a foreign situs
trust will file with ihe Dector of Internotional Operations.
D. SIGNATURE—This opplication must be signed by the
Frenasion, a p
icedl 1o siqn,

items 32 and 33 only if chonaed since previous apatication.
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2 10935 IRS Form 5309 - 76353

g 5518

o 5309 .._|. ... .. _. Application for Determination of e -
©ctover 1979 Employee Stock Ownership Plan - 'Du;n'ﬁc':te -
O et tames” Under section 301(d) of the Tax Reduction Act of 1978 .  * . . g
1 (a) Name, address and ZIP code of employer 2 Employer’s identification number
PARNO R, 3 Business md- n0. (same as that shown
o T Tetephone aumder > ( ) on Farm 1120)
(b) Name. nddress and ZIP cade of plan ini if other than employ . 4
- C 5 Employer's taxable year ends
(¢) Administrator's identification number »- Telephone numbder = ( )
6 This is an| (2) (O Aplan to meet the i of 301(d) of the Tax Reduction Act of 1975 (the Act).
application | (®) G Aplan i to meet the requi of section 301(d) of the Act and section 401(2) of the Code.’
- for c) O An t to a plan previous! g under section 401(a) intended to modify such plan to also

meet the requirements under 301(d) of the Act.
" you checked (b) or (c), complete only questians 7, 8 and 12 beiow and rl- this form as an attachment to Form 4573 (if old law
plan) or 530! or 5303: lfyw checked (2) compiste this lalm in its entirety and fle it as directed in the insiructions.

7 Pan(s): (a) Name(s) (b) Number(s) (c) Date yeer ends

B8 Type of plan: (3) ] Profit-shanng (b} [} Stock bonus (¢} [[] Money purchase and stock bonus (m-mu(-c instructions)

9 D Initial quahfication . N 10 Amendment 11 Date plan was communicated to emplayees »-
Eftective date of plan b cT Effective date - . . How communicated

12 Indicate the section and page aumber where the following ptan provisions will be found:
(a) Plan is designed o invest prmarily in employer secunties (see zeneral mlmnahon) e e e e e e ; e e e e .
(d) The amount of employer securities or cash lransferred to this plan upon ats esubhthen( is nat less than 1 percent of the amount

of the quatified invastment {as determined under section 46(c) and () of the Code) o the taxpayer for the taxsble year . . .
{c) Thae allcation of the employer's secunties is in substantially the same proportion that such employee's mmnensanon bears

to the total compensation of al} pardicipants, and as further specified in section 301{d) of the Act. (Ses general i ion 4.) .
{d) Exch participant must be entitted %0 direct the phan w wote the securities alfocaled in (c} above in the manner in which the

participant chooses .+~ « - - - - e e e e e e e e
(e) Mo securities may be distributed to any umcwml before the ens of the &lw manth aRer lhe month of stlocation d such securv- - ...

ties ecept in the caxe of sepaxation from service, death or Gisability . A
« (M The rights of afl particicants mast be nonfarleitable in the secutities aliscated to them in (c) abm -

- {g) If the_amount of the credit desermmned uader section 46(a)(1)(8) of the Cade, is with the provisie
such Code the contnbulions resam in the plan of n gmaowm accounts, 3s the case may b! and continug to be sltocated i ll
accordanc h the original phan agreement . . - e e o e hes e 4 e e easLs e s

(h) Plan meets the requirements of wection 415 of the am - e e e e ;Z c e e e e e wia & e .
13 (») Indicate the general efigibil i ts for participation under the plan and indicate the section and page W-tw) | tatri)
number of plan or trust where each provision is contained: . -
NON ‘_‘_] All employees ~ Tt 7t T e ot {v) length of service (number o'years) »
" iy’ .3 Hourly rate employee anly * . Fmleee (i) Mlmmul!l age (specity) P
(i), (] Sataned empioyee only . (vii) Maximum age (specily) P -
(iv) [ Other job class (specity) > (viii) Mi m’pay ify) > .
(b) Are the eligbility requirements the same for future emoloyoes’ e e e e e . O Yes : J Ne - *
H "No.” explain P - L
14 Coverage of ptan at (give date} » .. .~ v : . Mumber
(a) Totat employed. see SpECERC NStructions . . . . . . 4 . s s w. s e ene s oa s I
- (b) Exclusions under pian (de not count an employee more than once): .o 75,5 %

(i) Mimmum age or years of service required (specify)
(i() Employees on whose Behaif retirement benehts were the subject of collective bargumng . e e .
(irij Nonresident aliens who receive no earned income from United States sources . . . = . . -
{c) Total exclusions, sum of (b)(-) through (u-) [ T A . e o s .
(d) Balance, line (). less fine &) . . B .

(¢) Ineligidte urder plan on actount of (do not count an in (b)) » ?ﬁzﬁm
() Minimum pay. . R T R Y S LI R TR T SR
() Moury-Paid . o o aaweeon o ouo w o o e e e e e e e e e e e e
(jii) Other (specity) )
Under penatties of perury, | dectare Bt | have ined this application, including ; 304 1o the dest of my knowledge and

Wefiat it is true, correct and complate.

L Ld Titta > Oste >

Pension Plan Guide 95518
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Form 5303 (10-7%) i - -

26 10-9-78

(N Totalineligible, sum of (e)}(i) through (i) . . . . .

{g) Number eligible to participate, (d)fess () . . . . .

(M} (7)) Number of employees participating in the plan . . < .3
{ii) Percent participating, (h)(i) divided by (d). (If less than 709% complete (i) and (j). If 70% or more, do

notcomplete (ior G).) . . . . . . . . .

@ Percent eligible, (g) divided by (d), if tess than 70% see specific instructions [. . . . .
) Percent of efigible employees participating, (h)(i) divided by (g) .

(k) _If percent in (j) is less than 80, see specific instructions.

i
O T
H

Generat Information
(All section references are to the Internal
Revenue Code of 1954 unless otherwise specnhed )

Corporate employers may apply for an advance determination
{etter for an Employee Stock Ownership Plan which meets the
zequ-;:;nents of section 301(d) of the Tax Reduction Act of 1975

)

The Act amended section 46(a)(1) to allow corpo

3. Yoamend a plan previously qualified under 401(a) so that
@ also quahfies a plan under section 301(d) of the Act, sub-
mit :omplated Farms 5309 and 4573 (if old taw plan) or 5301
or 5303 in duplicate plus alt the documents and statements re-
Quired by such forms, .
C. Where to File.— -
other than n 2 below
must file with the District (:-rmor for the distnct m \'hlth the
i of the

d to
elect an 11 percen credit by pfan
which meets the requxrements of ucuon 301(d) of the Act.

A plan under section 30!(d) of the Act need not be a plan
qualified under section 401(a). The requnrements of section
301(d) of the Act are as follows:

L A must 2 written

stock bonus. stock bonus and mcncy purchase penslon pian, or -

& profit-sharing plan.
2 The plan must be d
Such

to invest in
may only be stock issued by
the empioyer or 3 corporation in control of the employer (within
the meaning of section 368(c)) with voting power and dividend
rights no less favorahle than voting pawer and dividend nghts of
other stock or e into such stock
issued by the employer or such ing cor
3. The contribution to the plan for any taxable year for which
the 11 percent investment credit is elected may not be less than
1 percent of the amount of the qualificd investment (as deter-
mined under section 46(c) and (d)) of the taxpayer for the tax-
able year,
4. Al by the

place of is located.
2.7A parent company and sach of its subsidiaries that adopt a
single plan must file with the District Director for the district in
which the principal place of business of the parent is located,
w:;ther or not separate or consolidated income tax returns are
fil

D. Signature.—The apuhutnon must be signed by the prin-
cipa! officer authorized to sign.

Specific lnstru:tmns

For initial i of a plan i to qualify under
section 401(a) as well as section 301(d) of the Act or to amend
# plan previgusly qualified under 401(a) 3o that it also qualifies
23 8 plan under section 301(d) of the Act, complete only items
1 through 8 and 12 and fite this Form 5309 as an attachment
ta Form 4573 or 5301 or 5303. If you check item &(b) or {c) md
3i30 check item 8(c) complete item 7 for each plan, i
money purchase plan and the stock bonus plan. File a Form 4573

or 5301or 5303 for sach such plan with a Form $309 attached
!o each.

7(b). Plan Number. —Ennr the three digit serial number you

plan because of section tG(n)(l)(B) must be to the
account of each participant (who was a participant at any time
during the plan year, whather or not he is a participant at the
and of the plan year) a3 of the close of each plan ye.
stantially lhe same ratio that the compensahon paid each .
ticipant (disi any ion in u:ess of $100, 000)
bears to the {di

excess of $100,000 with respect tu any pamc:panl) pad to all
participants during that year.

5. Each participant must be entitled to direct the plan to vote .

his atlocated stock in any way he wishes.
. 6. No stock may be distributed before the end of the B4th
. month after the month in which the stock is alicCated, except

this plan. starts with O0L. If you have any
other deferred compensation plans number these plans in se-
quence with existing pians.

14. Coverage.—in general, if your plan does not mest the re-
quirements of section 410(b)(1)(A) (70-80% rule), you must
submit 2 schedule using the format below to show that your plan
meets the requirements of section 410(b)(1)(B). The question
of ion is 8 g one and must be met
in all subsequent years as well. You should review your classific
cation at the time you submit your Form 5500, Annuat Return/

Report of Employee Benelit Plan,

in the case of separation from service, death or
- 7. The rights of all must be
8. No amount shall be allocated to any participant in excess

of the amount which might be aliocated if the plan met the re-
Quirements of section 401.
9. The plan must meet requirements of sections 410 and 415,
10. Any amounts transferred to the plan because of section 46
(2)(1)(B) may not revert Lo the employer if the amount of the
investment credit determined under 46(a)(1)(8) is recaptured
in accordance with the provisions of the Cods.

3 2 3 4 L] L] ?
by * Componsation Stata. R
Tobst { gactu. | Otder wating Participaty
Cramy a2 [ot et - | ey (2 meius | *h0 orw oificors
east | mwe [ Pma] o wm of | & Sharedel
hon £ Gad 8
Totals l I ] | i

* The compensation brackets used must reflact the pay pattern of the

Genera! Instructions

A. Who may file.—Any corporate empioyar, who has efected
the 11 percent investment credit under section 46(a)(1)(B) and
established & plan intended to meet the requirements under sec-
tion 301(d) of the Act may hie their aophcahan.

B. What to File.—

[ { in ing.—~Section 410(b)
2)(A) provldu that a plan may exclude certain employees who
are included in 3 unit of employees covered by an agreement
which the Secretary of Labor finds to be a collective bargaining

& Y ..y. and one or mare

h 3, if there is 1] benefits were the

wbn:l ul good faith barza:mng Detween such employee repre-
and such of

1. For initia aplani to meet

- the requirements under section JOl(d) ol the Act but not sec-

tion 401(a) of the Code, file Form 5309 ia dupticate plus a copy
of the plaa. - e .

2. For inisial determi: & plan to meet

the requiremnents under section JOI(d) of the A:t as well as sec.

tion 401(a) of the Code, tile Forms $S309 and 4573 (f old law "

plan) or 5301 or 5303 in duplicate plus a copy of ail documents
3nd statements required by such forms.

5518

Nonresident ahtns.—Secbon le(D)(Z)(C) provides that a
Plan may exclude noaresident alien employees who recewe no
‘sarned income from the employar which constitutes i mcom fram
scurces within the United States.

14(s). Enter the total number el lmpioye:s as of thl date
given on hine 14, For a 4
must be completed as though lhn comroutd group eommu!u
a single enmy.




116

28 103375 IRS Form 5300 76255
1 5496

o 0300 . hpplication for Determination for Defined Benefit Plan Th-s Form is Open
(Betoner 115 Faor Pension Plans Other Than Manty Purchese Plans o Public_laspection
il (Unzer sections €01(a). 414( #nd SOL(a} of the Internal Revenue Code of 1953) Fulc in Duphcate
- 1 (a) Name, address and ZiP code of emplayer 2 Employer's identitication number

3 Business code number (sez snstr.ehom)

rran‘ numier » )

l 1

4 Date incorporated of bustness comnisnced

5 Employer’s taxable year ends

() _Administrator’s igent.figation number mumder > { )
& Dztermunation requested for
) ¢) D ttiad g2 122000~ 2 2% plan 2dojled B . (u) di date adapled P~
(b} Were empioyees who 27e interested parlnes given !he required notil:cation o( the hiting of this application? . D Yes (7] No
{c) 11 this apphcation invetves a merger or consohdation with another plan, enter the employer identification number(s) and
the plan number’s) of such other plangs) »
T ype of entity: (&) 7} Coepdraton () C] Subchagpter S corporalion  (c) [TJ Sole proptator (d) [ Partnership
(=) [] Tar exempi Ciph [U) f'] Gider {soeci'y) . .

€ (2} tame of Plan (b) Plan number » . {c) Planyearends »
_ {d) ts ths 3 Keogh (H.R. lO) plan’ .« .« [ Yes [ No
{(e) 1t “Yes,” is an owner-cmployee 1n the plan.’ O Yes [ No
9  (2) Ifthis is 20 adsption of 3 master or protolype plan {other than Keegh), enler name of such plan (b) Opinion letler seriz! aumber

{c) If this is not an a2: 2ian cf 2 master or protciype pfan, is the plan aad trust (or custodial acccunt) agree-
mient patterned alt arc sabstant.ally the samga 28 ancther plan and trust (or cusiodial account) agreement

which contorms 12 'he partizipation and vesting slandards of the £ Income S ¥ Act
of 1974 and cn which 2 favorable determination or opinion letter was ssued? . . . . . . e o o] Yes []No
H “Yes,” see specdic instructions.
10 (2) Yype of plan: () [ Fuxed benefit : {b) Does plan provide for variable benefits? [] Yes [ No
(i) 3 Unit benefit (iii) [J Flat benetit If “Yes,"” check appropriate box to indicate type.
(iv) [] Other (specity) ™ () [} Cestof tiving @i} [ Asset fluctuation
s . (ii)) [} Other (specify) »
11 Effective date of plan 12 Effective date of amendment | 13 Date plan was icated to Y »
How communicated »
14 (a) indicate the genera! ehigibil quei for participation under the ptan and indcate the Section and GOVERIVENT
section and prge cumber of plan o trust where eash provision is contained: $e54 oumber UsE oty
(i) [J At emplcjees . (v) Length o service {number of years) ...

(i) D Raurly 0! oyee caly ) - - (wi) Winimum age (specidy) = .
(i) {J Salaried empliyee enaly . {vii) Maximum age {secify) B=. —
{iv) (3 Other @d cizsy (seecify) B, . (viii) Minimum pay (specity} B eenoeeee.
(b} Are the eligibility requd renanxs thl same for (ulute cmployees cv e 3 Yes g e
¥ “'No,” explain b . . ol -
(¢) Does the plan racognize service only with this employar? e . etenn ] Yes Ot .

o “tHo,” explain >

15 Coverage cf plan at (sive dale) ... feeee eneemes Nomber
Enter here the number of seif-employed iacividuals » -

. () Tota! employed (1f 2 Keogh plan, include all selt- -employed individuats), See specific instruc-

UoNS ROriteM 23(C) « « -« + ¢ 4 e s e s e s e s e s s e e e e =

{b) Exclusions under $'an (do not count an employee more than once): )

) Minimum 23¢ o7 years of service required (specify) »

(i) Employees incluced in coliective bargainiag {see specific instructions) . . Lo .

(i) Nonremider: atians who receive na e2rrcd income from United Strtes sources . . . .

{c) Total exclusions, sum of (b3(i) through [ (17 T Y

{d) Employees not ercinced by statute, (dyless (&) . . . . N N

e ot of peney, 1 ercare DT | Sime andmmined Dus 13slcalion, Melofing sctompenying salsments. oné 3 Wt best of my baoutedge snd delie! it 19 U, cacract

s » ~ — Tve )y Date .

Sigraters o Titie . Date ).

Pension Plan Guide . o 4 5496
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7625.6 ' Forms

Form $300-(10-7%)

28

{Section references are to the Internal Revenue Code)

Section ana
page number

15 Coverage (ccntinued):
{e) ineligible under plan on account of (do nul count an cmp..)yee included in (b))

() Mmumumopay. . . . . . L L L L L L o e e e e e e e e
() Hourdy-paid . . . . . . L L L. . L e e e e e e e e e e
Gi) Maximumage., . . . . . L L L L L L 0L s e e e e e .
(iv}) Other (specily) .

{D Employees inchigible. sum of (e)(1) through (v} . . . . . . .

{2) Emplogees eligidle to pactizipate, hine (d) less hine (D

(h) Humbar of empioyees pastizatng in plia | ...

() Peccent of norexsluded empioyees who are par'rcnnalmz (r) ~'d) .
Complate () oaty of (1) 15 fe3s than 736 3n2 comzlale (v} ealy of () is 7035 s more .

@) Perscent of ncnexcluded employees who are ef.ibic o partecipate, (g) -- (d) .

(k) Percent of eligidle employess who are participatsng (h) -- @) . . . . . .
M (1} and (i) are tess than 70%; or (k) is less than £0%, see instructions .
(1) _Volal aumber ¢f pail.zipasts, iachide certain retired and I ted loyees, see mstructy
16 Employce contributions: _
(2) Are mandatory contributions limited to 6% orless! . . ... . . . .
o) Are voluntary contnbutions limited to 10%, of ion for all
phns’ PR S e e e e e e e e e e
(c) Are benefits unaHerer by lorlcltvres’ P T R S
17 Employer contridutions: . .
() [[] Futt amount (b) (7] Balance necessary - Sa
{c) Are employer contributicns recduced by forfeitures? ., . . .

18 integration:
Is this plan integrated with Sccial Security or Railroad Rehvemenu “ e e -
¥ “Yes,” see specific instructions, .

19 Vesting: B .
. (a) Vesting S Lheck the i box to indicate the vasting provisions of the plan:
) {J Fultand immediate .
i) [ Full vesting after 10 years of service
(i) [ S-to 15-ycar vesting, i.e, 253; after S years of service, 59 additional for each ol
T . the next 5 years, then 109; additionat for each of the next 5 years
) [_'_] Rule of 45 (see section 411(a)(2){C))
- “ ' ) D For each year of senv:ce, commencing with the 4th such year, vestiag act i3s3 than 405 after & years
of service, $05 2dditianal for each of the rext 2 years, and 1095 additianal for each of the aeat § years
T vi) [J Otner (specity) >

(@) tf dox (a)(v) or {vi) was checked, check whether you include the fotlowing ves | no
N years of service under the vesting provisions of the plan:
(i) Years of service before age 22 . ., | | F o
(ii} Years of service for a period during which the employee declined to con-
tridute to plan “' 3 tnbutioas . . . . L L L L L
(iii) Years of service during which the employer did not maintain the plan or & M
e predecessorplan. . . . . . . . . . . . . . .. L. -
(:v) Years of service excluced under section 411(a)(6) . . . . . . . .
(v) Years of service described in section 411¢a)(a)E) . . . .., . . .
{vi) Years of service descrided in section 411(a)(8XF) . . . . ., . .
20 Administration:
(2) Type of tunding entity: (i) D Trust (i) [} Non-trusteed
(i) D Custedial account  (iv) D Trust with insuraace contracts
W you checked (i} o7 (ii). enter date -
{®) Enter name and identitying number of fiduciary (trustee or i Ifany >

(c)- ;Mzr namse and identifying number of fund (trust or custodisl account), if sny & _______

1 5496

10-23:75
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28 102375 IRS Form 5300 : 7625-7

Farm 3300-(10-75) rrze
3

Section and GOYERNMEIN
Yes | No page rumber USE ONLY '

20 Administeelion (continved)”

(d) Dces uusf agreement prohibit reversion of tunds to the ployer? . . . .
(e) 11 borrowing on insurarce contracts is permitied, is t on a pro-rata basis and s
only for payment of premiums? . . . . . . . e 0 e e - e e e -7
(N U Pucrto Rican trust, dces it quality for tax exemption under the faws of
Puerto RICO? . . . v v e 4 o e a e e e e ac v n
21 Benxfits: . .
(2) Nomai retirement age is B . ........ State years of service required >
{b) Benetit at normal retitement 2ge s & . ..

(c) ¥ benefits are measured by years of service—
(1) Are the years of service for eligibility purposes included in credited service?

i} s only service a3 3 comman-law employee recognized? . . L . . . .

{d) Are benefits computed on the basis of totat compensation? . . . . « . .
© 1 “No,” see specific insteuctions. .
(e) Cacly retirement 2ge 1s b~ . ... State years of service required > . ...
() Benefit at early retirement age is ..

(g) If employer's consent is required for early retirement, ore benefits limited to
vested interest? . . . . U 4 . . e e 4 e e s e s s s e e

{h) Docs the plan provide for determining an employce’s accrued benefit? . . .
(i) If the plan defers compensation generated increses until compensation in- B
creases sufficiently, does plan provide for increases of benefits of at least $10 L PR -
permonth?. . . . . ¢ . e e e e e e e s e s e e e e e .
M ¥ particiy may withd: their contributi or earnings, may such withdraw-
2! be made without forfeiting vested benefits based on employ ibutions? .
(k) Is duplication of benefits upon re-entry into the plan prohibited? . . . . .
€) 'a the case of a-merger or consol:dation with anciher plan ortransier of assets
or habrlities 10 another plan, wili each participant be entitied to the same or
greater benefit as of the plan had terminated? . . . . . . . o . . ¢
(m) 1s there a disability benefitundertheptan? [ . . . . . . . . o

{n) Normal form of retirement benefits is &

(o) i plan provides for payment of annuity benefits, does the plan provide a foint 74
and survivor benefit unless pasticipant elects otherwise? . . . . . . - [
(p) Does pian prohibit distribution of benefits except for retirement, disability or a
termination of employment or, in case of self-employed individuals, after N .
828 59187, . . . 4 ¢ 4 st e e e e e e s e e e s “
(@) Does the plan provide that the payment of benefits, unless the employee elects :
otherwise, will commence not later than the 60th ay aficr the latest of (1) the
close of the plan year in wiuch ifte partic:pant attains the eartier of age 65 or
the norinal retirement 2ge specified under the plan, (2) the close of the plan
year in which occurs the 10tn anniversary of the year in vhich participant corm-
menced participation or (3) the close of the plan year in which the participant
terminztes his service with the employer? . . . .+ . .+ . . . .

¢) Does the plan prohidit i or ali ion of fits? ., . . . .
(s) Does the plan preciude divestment tor cause? . . . . . . 4 . 4 s .
() Does the plan provide for a death benefit before retirement? . . . . . .
§f “Yes,” indicate whether such benefits are timiled to— ’
(i) [ 100 times the monthly pension or the reserve, if larger.
Gi) [ The actuariat equivalent of the benefits accrued to the date of deatn,
(iéi) [] Other explain > :

22 Termination of plan or trust: ..
(s} s there a provision in the plan for tarminating the p'an andfor trust? . . .
(@) Are the partici * tights to fits under the rlan nonforfeitable upon
or partisl instion of theplan? . . . . . . . . .+ o
(¢} Has the early termination rule been included in the plan (see section 1.401-4
{e)()) and (2) of the tncome Tax Regulations)? . . . . . « + « « »
(d) Have the plan benelits been increased since the plan’s i ion? . . .

10-42330-¢
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7625‘8 . Forms - 28 10-23-75
" orm 4300 110-75) Poce 4
Yes | tio { “TNISHLT
23 Miscellaneous:
{3) Has powcr of attorney been submitted with the fication (or previously i 7). . .
(b} Have you comgpleted and attached Form 53022 & . . . . . . . . . . . . . . .
(c) Is the pling employer a of o group of cor i or under y
trades or L Y e et e e e e e s e e e e e e e e
It "Yes,” see specihic instructions,
(d) (s 2ny issue retaling 12 the quanfication of this plan or uemphon of the trust cursently pending
before the Internat Revenue Service, the Department of Labor, the Pension Benelit Guaranty
Corporationoranmy Court? . . L L L L L o . 0 . i e e e e e e e e s ‘
If “Yes,” attach esplanation. .
(¢) Other qualitiad pfans-—Enter for each other qualified pian you mainain (do not inchugde plans that were estad-
tished under 8 that involved other employers):
() Some of plan P . ieer s e .
(i} Type of plan » . . !
(iii) Rate of employ . if fixed >
(iv) Benelit formula cr morthiy benefit P . e tveeeermnaanns martravaeanaten
(v) _Number of participants »
24 In the case of a request on 2n initial qualification, have the following doci been inch
the application as required by instructions: .
€2) Copies of all instruments constituting the plan or joinder agreement? . . . . . . .
{b) Copies of trus! indentures or group snnuity contrasts? . .. . . . . P
(c) Specimen copy of eath tyse of individual insurance Contract! . . . . . e . - w . s
(d) Balance sheet of the trust of custodial account? . . . . . . .7 . & o o4 . .
(e) Statement of receipts and disbursements of the trust or custodial account? . . ., . . .
(f) Evidence that retirerent benehts were the subject of zood faith bargaining bctween r-:n'oyee
representalives and employer(3)l « . - . . 4 . b 4 e e o o 4 e e 4 e . :
{g) Specimen copy of formal announcement containing detaited description tc employees? . . .
(h) A detailed description of 2l riethods, factors and G vsed in determinirg costs or
actual experience under the plan (i i any ioading. continzency reserves, or special factors,
and the basis of any insured cosis or HE i d thetein) ¢ ining their source and
application in detail to permit ready anzlysis and verification?., . . . . . . . .. .
() Actuarial report? . . . . P S S T S A 3
25 In the case cf 3 requces? i ing an have the
ments been included:
(8) Acopyof the amendment(s)? . . . . . F
) A iption of the di ing the items ch d and an
sions before and afterthe amendment?. . . . . ... o ..+ o o o
{c) Balance sheet of the trust or custedial 2scount? . . . . . 7. ¢ .
{d) Statement of receipts and disbursements of the trust o custodial account? . e e
{e) Acompletely restated pfan?* . . . . . . . . . . . 4 4 e Te s e e e
" (N A working copy of the plan in which there has been incorporated sl of the previous amendreats
representing the provisions of the plan 2s currently ineffect? * . . . . . . . . . .
{8) Copies of 2il amendments adop'gd since the date of the 1ast determination letter for which no
determination letter has been issued by the Internal Revenue Service? * . . e e e
) Spezimen copy of format announcement centaining description to ernployeas? e e e
. ® If pian is being amended for the first t:me to conform to the participation and vesting standards of the Employee
Retirement Income Securily Act of 1974, or it the plan has been amended at least three times since the las? re-
stted plan was . one of the ified undar () or (I) must be attazhed.
U any item in 24 or 25 is answered “No.”” please explain.
it more space is needed for any item, attach additional shects of the same size.
A - eus o "o—t2330-1
' .-
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. § 5497

licati Determination for Defined Contribution Plan This Form is Open
' 1 Rpplication for Determination fo
S:m 5930 For Profit-sharing, Stock Bonus and Mon.y Purchase Plans to Public Inspection
Depatment of R dravn (Unde: sections 401(a), £05(s). 414(:) aad 501(a) of the lnternal Revenve Coce) File in Duplicate
1 (2) Name, address and ZIP code of employsr 2 Employer's identihcation number

. """173 Business code number {see tsuyclions)
- [ Tetsnhone aumper > ( } -
(b) Name, address and ZIP code of plan admimistrator, of other than employer

4 Datei business

| 8 Employer's taxable year ends

() ini ‘s i ion number number )
6 (a) Determination requested for:
(0] [ Mitiat quahhcation—date plan sdopted > (i) date adapted P
(b) Were employces who dre interssted parties given the required notification of the liling ol this application? . D Yes 3 No
7 Type of entity:  (3) [7] € [N S {c) (JP i service i (d) 7] Sole propnetor

(e) D Partnership ) D Taz exempt organtzation @ D Cther (specify)
8 (a) Name of Pian (b) Plan number »-_... ... (¢} Plan year ends »....
(d) Is this 3 Keogh (H.R. 10} plan? . . . . D Yes D No
{e) If “Yes,” is an owner-employee in the plan? (] Yes (] No
9 (a) Mihisis an adaption of 3 master or prototype plan (other than Keogh), enter name of such plan | (b) Opinion letter serial aumber

(c) it this is not an adoption of a master or prototype plan, is the plan and trust (or custadial account) agree-
ment patterned after and substantially the same as another plan and trust (or custodial account) agree-
ment which conforms to the participation and vesting of the E income Se-
curity Act of 1974 and on which a lavorab'e Getermination ofr opinion letter was ssued? . . . . . D Yes D No

H “Yes,” sce specific instructions.
10 Type of plan: (a) {7} Prolit-sharing  (b) {1 Stock bonus (¢} "] Money purchase
11 Effective date of plan 12 EHective date of amendment | 13 Date plan was i to >
. M How icated »
14 (a) Indicate the general eligibility requirements for pacticipation uader the plan and tndicate Section ang COVERNMINT
the section and page number of plan or trust where each provision is page number usE GRLY
-€i) D Al employees {v) Length of service (number of years) b=
Gi) C] Hourly rate employee anly (vi) Minimum age (specify) b=,
(i) [] Sataried employee only (vii) Maximum age (specily) o,
{iv) [ Other job class {specify) ®rcoemnercrniciennie ~  {viii) Minimum pay (specily) B .
{b) Are the eligibilty vequ-remenu !he same for future employees? . . . [] Yes [J No
If “No,” explain » o y N
{c) Docs the plan recognize service with other zmployen.’ e e s e+« «[JYes [N
1f *Yes,” explain » . o - .

15 Coverage of plan at (give date) & - : o .
Enter here the number of sell-employed indwviduals b T - .

{a) Total employed, see specificinstructions . . . . . . . . ¢« 4 4 o e e .
(b) Exclusions under plan (do Aot count an employee more than once):
(i) Minimum age or years of service required {specify} »
(i) Employees on whose behalf retirement tenefits were the subject of
(iii) Nonresident aliens who reccive no earnad income from United Statessources . . . .
(¢) Votal exclusions, sumof (D)() threLgh (iii) « . o v & & & ¢ « o o o o o
{d) Balance, line () dessline (€) . . . . + % . 4 4 vl v b e e ere 0o e -
(=) lneligible under plan on account ot (Co not count an employee included in (b)): %/%%}ﬁ'
() Minimumpdy. . 4+ « 4 4 & ¢ ¢ o o o 2 ¢+ 2 o s 2 = o s o o =
Q) Hourly-paid . . & & ¢ « ¢« & & v o e o s o8 s 4 o o n e e .
(i) Other (specify) » -
{0 Total inetigidle, sum of (e}(} through (i) . . . o « ¢ ¢« o ¢« o o ¢ o 4 o o
() Number eligitie to participate, () less () . v, & ¢ o e v s & o o o o o &
(h) Number of employees participatinginplan . . . . . . . « . . .
() Enter percent eligible, (g) divided by (d) . . “ e .
()) Enter percent cf cligible employees particiy .ﬂmg, (h) dmded by (g) P

O)-da enaitis of perury, b Eotiare TR 1 Mawe aramined (03 Appiecatscn, inCiaoing SSCOMEanyIng Staleaents, gmd by tha Dast of ary \a-lnn ang beiiel W 13 Uue, Coiract pad
comelele.
» Titie P Dlll »

g » Titta b - Oste b
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7627-4 Forms 3 5848
Form 3301 (0-7%) Poge 2
(Section reterences are to the Internal Revenue Code) Yes | No FS::'!A::,:_;-:, Gﬁ;‘ﬁ“g:ﬂ"

15 Coverage (continued):
(X) It percent in () is less than 80, ses specific instructsons,
M Total numbder of participants. include certain retired and terminated employees,
see specific instructions -

16 Employee contributions:
(s} Are they mandatory? . . © ., ., ., , , . . . o e e e .

if “Yes,” specify rate or rates
(b) Are wluntary contnbutions limited to 103 of compensation for all quabitied plans? . . .
(c) Are employce contributions nonforfetable? . . R PR

17 Employer contnbutions:
{2) Under a profit-sharing or stock bonus plan, are they determined under—
[0] D A definle formula i) {3 An indetinite formula (iti) J Both
(b) Under profit-sharing or stock bonus plans are contributions hmited to—
@) (] Current ings (n) 7] A i (i} [J Combi
{c) Money purchase—Entar rate of contridution »

18 Integration:
Is this plan integrated with Social Security or Railroad Reticement? . . . . .

If *Yes,” see specific instructions.

19 Vestng: s . .
(a) Vesling Schedute—Check the appropriste box to indicate the vesting provisions of the plan:
) D Full and immediate
i) [ Full vesting after 10 years of service
- (i) ] 5-to 15-year vesting, i
/' then 109% additional for each of the nest § years
(v} [ Ruie of 45 (sce section 411(a)}(2)(C))

). D For each year of service, commencing with the &th such year, vesting not less than 4096 n!‘m 4 ynrs
of service, 554 additional for aach of the next 2 years, and 10% additional for each of the nest 5 years

{vi) D 100% vestiag within S years after contributions are made (class year plans oaly)
{vii) ] Other (specity) p-

e, 259% afier 5 years of service, 5% a.ddiliinal for each of the aext S years,

@) H Dox (3)(v) was checked, check whether you include the foilowing ynr's of | ves

service under the vesting provisions of the plan:

No

(i) Years of service before age 22 . . . . e ..

(i) Years of service for a penod during which the employee declined to con-
tribute to plan iring ploy ontributi

(iii) Years of service during which the employer did not maintain the plan or a
ptedecessorpvan.‘................

(iv) Years of service excluded under section ali(ayd) . . . . . . . .

(v) Years of service descrithd in section 4A12)4NE) . . . ., . o
(vi) Vnrsafservi:edescnbedinul(a)(d)(F). PP

20 Administration:

(s) Fund type of entity: (i) O Trust (i) {J Custodist sccount (i) [} Non-trusteed

o you checked (i) or (i), enter date »

{b) Enter name and id ifying number of fiduci. Yy (trustee or ian), if any: »-

(d) Does trust agreement prohibit reversion of funds to theemployer? . . . .

{e) Specily the limits placed on the h, of & , if any:
() Ordinary lite »
@) Term i »
(il) Other (specity) >
M i the may ark specitic i incluging i con-

¢
tracts, are such investments subject to the employes's consent, or purchased
. fatably where emptoyee consent is not required? . . .

{£) 11 Puerto Rican trust, does Quality for taz exemplion under the laws of Puzro Rico? ..

§ 5497
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_ 21 Aacstions and distributions:

Poge 3
Section and GOVERNMINT
Yes | No Bage numbder USE o.wf.v

{8) Are contributions allocated on the basis of total compensation? . . . . .
# “No,” see specific instructions.
(b) Enter the amount of
tion) that may be toap [ .
(c) Are trust assets valued at current fair marketvalue? . . . . . . . s .
(d) Trust assets are valued: g
W 0 Annuatty  (n) T
(iv) [] Other (specity) »
€e) Teust earnings and losses ave aflocated on the basis of:
() [ Account balances
(i) [} Other (specity) >
() Forteitures are altocated, in case of profit-sharing or stock bonus plan:
() [J On basis of total compensation
Gi) [ Other (specify) >
and, in case of money purchase plan:
@iy [] Reduce employer contributions
[ An} Other (specify) >
(=) May vested fits be forfeit
. butions of .
) Normal retirement aze\ii { N ez State years of service required » .. '/
©0) Early retirement 2go is > e State years of service required W oo 777

ploy (or rate of compensa-

Semi-annuatly  (iii} D Guarterly

4

of withdrawal of 2 participant's

e s e e + s e s = e » e+ s

@) s the amount di te ot earty fimited to vested interest? . .
[N ployer's consent requi for early t
@) Other event p i ity) >

" m) Are di p d prior to of ;S
{a) il of account may be made in: H

@ {3 lump sum (i) ] Annuity contracts A%
@) 0O Substantially equal annual instatiments—not exceeding M ........ years
(iv) [] Other ity) > .
(o) ff distributions a1e made in instaliments, are they credited with:
) [ Fund earnings ) X
(@) [ Interestata rate of > ...oee....% peryear
(ifi) [] Other (specify) >
" acts are sre the modes of settiement contained
in the contracts hmited to those provided under the plan? . e e e s
€q) Does the plan provide that the payment of Denetits, untess tha empioyee elects ctheswise, will
commence at dzter than the &0th aay ater Lie laest of {3) the close of the plan year 1 which
the partiGipant attams the eaitier of age 65 of the normal retrement age specitied uncer the
plag, (2) the close of the plan year in which occurs the 10in annversary of the yeat 1 which
paricipant commenced particspation o (3) the clase of the plan year in which the participant
tarminates bis service with the employes? . . . .
@) Hf this Is e stock bonus plan, are distri made in employer stock?
Cs) ta the case of a merger o7 consolidalica with ansther plan of transter to another plan, wil each
participant de entitled to the same or grealer benefit as if plan had terminated? . . . .
@ Are loans to participants in excess of their vested interest permitted?

If *Yes,” explain » 4 V4

(u) Does plan prohidit the or of
{v)_Does plan permit divestment for cause? . . .

*. 22 Tenmination: %
, (a) is there 8 provision i the plan for terminating the plan and/or trust? . . .
- (D) Ars the dited to emp nonforfeitable upon terming-
tion or partial termination of the plan? . . o . « ¢ o o . . o .
{c) Upon ' i i of under a profit-sharing or stock
bonus plan are the employees’ rights under the plan nonforfeitable? . . .
23 Miscellaneous: Gt
(=) Has power of been with the {or p! ly
- L SUbMItEd)! . . . e e e e e e n e e s s e e e s s e
N
B (b) Mave you and Schedute A (FormS301)? . . . . . I -
H T
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7627-6 T 7 Forms 3 508
Form $301 (3-7%) , Page 4
23 WisceNlanecus (continued): Yes | No ,3',‘.";."‘.,,:;:, Rrat iy

(c) Have you completed and attached Form 5302 . . . , . . . . . .
() Is the i ioyer a of a group of corpo-ations or
under common control in the case of partnerships and proprietorships? . .
f “Yes,” sec instructions. .

Is any issue relating to the qualification ¢f this plan or exemption of the trust
currently pending before the Internal Revenue Service, the Dapartment of
Ladororsnycourt? . . . . . . . L L L. . e e e e e e
M “Yes,” attach explanation.

)

n

Other quahfied plans—Enter for each other qualified plan you mrmtam (do not include
under tha ol

plans that were
employers):

(i) Nameof plan »
(i) Type of plan »
(i} Rate of employer contribution, if f‘xed >~
{iv) Monthly benefit, if defined benefit plan »

(v) Number of participants »

24 This section pertains to Keogh (H.R. 10) ptans only:
(3) Do owner-employees have the option to participate? , . . . . . . . .
(B) May benefits de paid to

(c) May excess
(d) Is a definition of earned income provided? .

Y betore age 5314, except for disability?
be made for s=! indivi

() Are distributions of benefits to p

.- " laterthanage?0i3? . . . . . . . .
/ ®

other plan as & self-employed individual? .

to

N s any self-employed individuai covered under this plan also covered under any

(g) Does plan prohibit the

of Vorle:tures to sel!cmployed mdwuduals

have the f:

25 iIn the case of a request on an initial
been with the 23

by instructions:

q

(2) Certified copies of alt instruments constituting the plan or joinder 8!

(@) Copy of trust indenture? . . . . . . . . . . . .
(¢) Specimen copy of each type of individuatl insurance contract?

(d) Balance sheet of the trust or custodiat account? ,
(e) Statement of rrcexpn and disbursements of the trust or
" Ev that

»

were the subject of good faith bargaining be—

tween

oand

Y

(s}

¢ that has

and is u\e basts for excluding certain employees, see section 410(b)(2)(A)’

(8) Specimen copy oi Brmal g detaited iption to

employees? . R

26 in the case of 8 request i g 2n after initial have
the been i

(a) A certified copy of the amendment(s)? .

{b) Balance sheet a4 statement of frcepts ang dnburumtnu of trust or eusrodnl &ccount?

<) A of the g the items and sn explana-
tion of the provisions before and after the amendment? , , , . . . &
{d) A completely restated plan?® . . . , . . T

{e) A vlorlung copy of the pian in wmch there has bnu ln:erponud all of tho
p g the of the plan a3 currently in
oC?® L L L L L et e e e e e e e e e

(N Certified copies of all amendments adopted since the dute of the last deter-
mination letter for which no determination letter has been issued by the
Internal Revenue Service?® . . . . . . . . . . . . .. ..

(&) Specimen copy of formal g detailed iption to
lmployees!......................

S1f plan is being smended for the first time to 1drm to the partici,
of the Employee Retirement Income Security Act of 1974, or if the plan
least three bmes since the last restated plan was

and vesting
has been amended at

one of the
under (d) or (¢) must be attached.

specthied

if more space is needed lor any item, attach additional sheets of the same

1 5497

size.
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3 5838 , IRS Form 5301

SCHEDULE A . Plan Characteristics Relevant to

7627-7

F F This F. i
(Form 5301) the Issuance of a Determination Letter| ogen to Public
{,’f:.'::.,’,’.’,‘:,. Trewsury (Section references are to the Internal Revenue Code) Inspection
Intoreal Reveave Secmce P Attach to Form 5301,
Name 23 shown on Form 5301 Employer's ident:fication ncmber

The inclusion of any of the following plan characteristics in your plan may preciude the issuance of a determi-
nation letter in regard lo your plan as provided in Rev. Proc. 75-5 or any modification thereof. Please c_omple:e

ALL of the following.
Is your plan— . A
1 A money purchase pension plan (including a target benefit plan) that provi for ing ploy from
participation on the basis of maximum age pursuant to section 41602y . . . . . . . . .
2 A plan that provi for i whether an p has a year of service, for purposes of section

410(2)(3)(A), relating to mirimum participation standards, on 2ny basis other than a 12-month periad beginnung |

with the of or an i ydatethereof? . . . . . . . . . . . . .

3 A plan that includes a provision permitted under section 410(2)(5)(C) or section 411(a}{6)(C) with respect to
‘the effect of a one-year break in service on the aggregation of years of service? . . -, . . . . . . .

4 A plan (including & target benefit plan) under which the test for prohibited discrimination under section
401(2)(4) is to be made by reference to benefits rather than contributions? . . . . . . . . . . ...

8 A plan involving the question of credit for service with a p ployer or under a plan? .

6 A ph.n of an employer that is part of a controlled group within the meaning of section 414(b) or under common
_controf with another trade or business within the meaning of section 814(c)? . . . . . . . . . . .
. - .

7 A multiemployer plan within the meaning of section414(07 . . . . e e e e e e .A “« ..

8 A pian that permits the return of employer contributions for any reason other than because of the plan's initiat

failure to quality or of an excess ining after its indtion and the facti nof all plan ki

9 A plan that provides for forfeitures in the event of wi of i ori ? .

10 A plan under which empioyees would be eligible to participate if they had ane year of service within the mean-
ing of section 410(a}(3). if any such picy are (1) in the ion of vessels on bodies of water
including the high seas, coastal waters and iniand waterwdys and (2) are compensated, pursuant to articles or
other similar contracts or agreements, on a basis (eitner expressly set forth in the governing dccuments or
by practice) of basic pay rates computed in units no smaller thanoneday? . . . . . . . . L . . .

31 A plan that permits any forfeiture of an employee’s accrued denefit for cause? . . '. PN .. e e

12 A plan that permits the i ofa i d employee's interest prior to the time he has a break
Inservice? . . . . . & o s s e s et @ 4 s s e e e e e e et s e e e

13 A plan involved in & merger or consolidation of plans or in the transfer of assets or Gabilities from one plan to -

BNOther? .« v . ¢« s s e & 4 e s @ » & v e 8 e e s . e s e moe e e s s

314 A ptan under which t wouid be 1o be eligible to participate if they had at leastone |- -

ou
year of service within the meaning of section 410(a)(3). uniess the y penod ot yreent for ail such
employees is more than 1,000 hours duning a year. (Unti r '3 | b are
. issued by the Department of Labor, a 1] yee is an who ily works tess than one-
third of his total haurs for the calendar year in the six months, whether or not consecutive, sn which he works
the least number of hours.)? . & ¢« ¢ + & & < o o o s 4 e 4 s s o4 s e 4 s e e .

13 A plan that does not contain provisions, with respect to credit for hours of service or breaks in service, consistent |

wif ! in g by tha Service or the Department of Labor at the time the deter-
mination letteristobeoissued? . . . . . . . . o s v s e b v e e e e e e 2 s e e e

36 A plan under which it is ible for the 12 th period used to ine whether an
has completed a year of service for purposes of section 410(a)(3) or section 411(3)(5) not to concide with the
12-consecutive-month period used to ine whether the emplayee has had 8 break in serice for purposes of
section 410{a)}(5) and section 4X1(a)(6}? . . . . . . . . . . . . . . . . TS |

PensionPlanGuide -~ =~ ™
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Internal Revenue Service

Instructions for Form 5301
(March 1975)

"Application for Determination
for Defined Contribution Plan

* Forms

3 587t

for Profit-Sharing, Stock Bonus

and Money Purchase Plans

(Section References are 10 the Internal
Revenue Code Unless Otherwise Specified)

General Information Regarding

Application for and the Issuance of

Determination Letters with Respact

to Defined Contriution Plans under

the Employee Retirement Income

Security Act of 1974 o
An advance determination may be snught from the Internal

Revenue Service with respict to the qualification of a defined
contribution plan and the exempt status of any related trust.”

A. Who May File.

1. Any employer (including 3 sole proprietor or a partnership
which has adopted an individually designed Keogh (H.R. 10)
plan) or plan administrator cesinng a del nation ictter as
to initial qualitication or amendment of a that does not
result from collective bargaining. File Form 5323 far collectively-
bargained plans, .

2. Any ptan admini desiring a letter as
to initial qualification or amencdment of 2 plan trat ivolves more
than one employer (including controiled greups of corporaticns
and employers urder comman control) but coss not result from

if you intend to request an ad determi ur re-
quest should be submitted as early as possible so that if nec.
essary. the plan may be amended, so as to qualify for its first
year of operation. Except as provided in section 401(b). an
amendment cannol retroactively qualify a plan for 2 taxable
year prior to the year in which the amendment is adopted. Sec-
tion 401(b) permits certain retroactive amendments provided
such amendments are made within the time prescribed by law for
filing the return (including extensions) for the taxable year of
the employer in which such plan or amendment was adopted or*
such later time as the Commissioner of Internal Revenue may

. designate.

Ptease follow the instructions carefully in completing the ap-
plication form and check it over befare submitting it to make
sure the information provided is accurate and complete in alt

} ications will be returned without action,
In addition, the Internal Revenue Service may rely on the state.
ments attested to in the application as interprative of the intent
expressed in the language of the pian. Incorrect or misteading
Information on the application may void any favorable i

i bargaining. In such case. submit a single application.

3. Any foyer or plan ator desiring a determina-
tion letter as to compliance with the apphicatie requirements
of a foreign situs trust as relating to the taxability of beneficianies
(section 402(c)) and deductions for employer contributions
(section 402(a)(4)).

Note: Governmental and church dlans, etc.. to which the par-
ticipation, vesting and funding stardards in Title Il of the Em-
ployee Retirement Income Security Act do not a2ply should not
use Form 5301, They should use Form 4573.

This form may not be filed by a sole proprietar or by a partner-
ship which has adopted a Keogh master or proiotype plaa previ-
ously appraved by the internal Revenua Service.

8. What to File.

1. For initial quatification: The application form in duplicate
and a copy af the documents and statements listed in item 25.

2. For A The torm in du and a

tion letter issued in response to your application.

General Conditions
Affecting All Applications
and Filing Information
This apblicalian must be filed in duplicate: but attach only one
€opy of each document and statement Listed in items 25 and 26.

Please complete each item on the applicatron. If an item does
not apply, so indicate with “NA.*

M more than one employer maintains a plan, file one aopplica.
tion and aftach thereto a separate page one of Form 5301 and
8 separate Form 3302 for each employer who adopted the plan.

¥ 5497

69-174 O - 76 -9

copy of the documents and statements listed in item 26.
These forms apply to both individually designed plans and
joinders to approved master or prototype (other than Keogh)

. plans. B .

A separate application must be fited for each ca'irad contriby-
tion plan. The term “defined contributian pian™ means a plan

* which provides for an individual account for e22h participant and

for benefits based sofely on the amount cont-ibuted to the par.
ticipant's account. and any income. espenses, pans and losses,
and any forfeitures of accounts of other carticipants which may
be allocated to such wrtic-papt‘s account.

Whether the application is for an initial qualification or for an
attach > Form 5302.
3. For ptans of groups of cor or
control submit the d and

fisted
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in item 25 or 26 and, in addition, attach 2 hst of the member
employers and explain in detal their relationship, the types of
plans each member has and the plans common to all member
employers.

€. Vihere to File.

1. A single employer must file with the District Director for
the district in which the principal ptace of business of the em-
ployer is located.

2. A parent company and each of its subsidiaries that adopt
# single plan must hie with the Disteict Director for the district
in which the principal place of business of the parent is located,
wlﬂe;ther or not separate or consol.dated income tax returns are
filed.

3. An employer acopting a single plan of multiph yers

IRS Form 5301

1S. Coverage.—In general, it your plan does not meet the
requirements of scction 410(b}(1)(A) (70-8095 rule), you must
submit a2 schedute using the format below o show that your olan
meets the requirements of section 41C(5)(11(8). Tre guesticn ¢!
ble ¢! il isac g ore 363 must be metan
2l subsequent years as well. You shouid review your classifica.
tion at the time you submit youf form 4833, Annval Empioyer’s
Return for Employees’ Pension or Protit-5kanng Flans.,

(for example a plan for companies related through common own-
ership or stockholding, other than parent and subsidiaries)
emust fila with the District Director for the district in which is
focated the principal place of business of the trustee, or if not
trusteed, or it more than one trustee, the principal or usual meet-
ing place of tne trustees or plan supervisors.

4.- Domestic employers adopting foreign situs trusts should

1 2 ) 4 L] [] H H
“Compersitian Sun. (ro'mre
ange y i,
Totl ot cimann
wtle- | O ot n
el T I (L [ R B o A S
eant more 419 ool 3
1, Ll [oTe.] LR
I 1 |
Totats }

file with the District Director in which the principal place of
business of the employer is located.

Foreign employers should file with the Director of Interna-
tional Operations, Benjamin Frankta Station, P.O. Box 896,
Washington, D.C. 20044, .

D. Signature.—~The application must be signed by the plan
administrator, proprietor, a partaer, or principal officer or trustee
suthorized to sign. "

Specific Instructions

1(a). Enter the name and address of the employer.

1(b) and (c). i a plan administratar, otner than the employer,
has been appointed, enter the nams. address and dentification
number of such ini . if none i enter “NA"”

3. See pages 3 and 4 for a Tist of business codes. Select the

“The compensation Brachets used must refiect tha pay pattem of the
employer.

Employees included in collective bargaining.—Saction 41C(d)
(2)(A) provides that a plan may excluce centain employeas who
are inctuded in 3 unit of employees covered by an agrrement
which the Secretary of Labor finds to be a co'iective dargaining

g ploy 0 ratives and one or mare
employers, if there is evidence that retirenment benetils were the
subject of good faith bargaining between such employee repre-
sentatives and such employer or employers.

Nonresident alisns.—Section 410(b)(2)(C) provides that »
plan may exclude nonresident alien emplay=zes wno recéwve no
eamed income from the empioyer which consitutes inscme from
sources within the United States.

15(2). Enter the total number of employees as of the date
given on line 15. For Keogh plans, include all seit-employed -

one that best describes the nature of the employer's

and enter the code number on line 3. .
6(2). You must check box (i) or (ii) or both. If the plan of

smendment was executed, enter the Zate sighed.

- 6(b). Section 3001 of the Emotoyee Retirement Income Se-
curity Act of 1574 states that the acplicant must provide evi-
dence that each employee who quatifies 03 an interested party
(sea section 7476(b)(1)) has been noufied of the filing of the
application. Rules defining “interested pariles™ and providing for
the form of notification are ined in the i

7. 1 the plan involves more than one employer, check box (g)
and enter appropri ion, i.e., cor group of cor-
1 control, or uncontrolled

P yers under
group of employers.
-~ 8(s). Enter the name you designated for your plan.

8(b). You should assign a three-digit number, beginning with
*“001" and continuing in numerical sequence, 0 each plan you
adopt. Such numbering will ditferent:ate yo ir pians. Eater your
three-digit number here. Tha number that is ossigned 1o 8 plan
must not be changed or used for any other plan.

8(c). Plan year means calendar, policy or fiscal year on which
the records of the plan are kept. )

9(c). If you checked ““Yes™ to question 9(c). attach an exhibit
that gives the name of the approves plan, the identifying number
of the trust or custodial sccount and the oifice that issued the
fetter. Also show the language cilferences between the two plans

and agreements. Failure to show a!l the language differences may .

. “invalidate any letter issued for this plan.
Page 2 ' ) *

Pension Plan Guide * Lo

ts. For a fted group of ccrocrations and for com-
monly controlled employers (whether or not incaroorated), item
15 must be completed as though the controlied group constitutes

® single entity. . .

1MD. The term “participant”” includes retirees snd other
former employ {and the ficiaries 5f bouy) who are re
ceiving benefits under the plan or wits at some future date receive
benefits under the plan.

16. Employee contri The term y contri
butions” means amounts contributed to the pian Dy the em-
ployes which are required as 3 conditian of emgicyment, as #
condition of participation in such plan cr as 3 condition of
obtzining benefits under the plan attributable to employer
contributions.

18, Integration.—It your plan is integrated with Social Se
curity or Railroad Retirement, approoriate to your
situation should be submitted to show that your plan meets
the integration requirements.

19. Vesting.—A plan to which section 411 appiies must pro-
wide that each participant has a ncnforfeitable r:3at at all times
to the portion of his account balance (i any) atiriautable ta his
own contributions. Such a plan must aiso pravide 3 nonforfedt-
able right to a percentage of the participant’s account balance

le to yer contributioi jcient 3 satisfy oae
of the 3 vesting schedules provided by sectian $11{a)(2) Gie.
10 year vesting, graduated vesting cver $=i5 years, or 1ute of
45 westing). Generally, tha vesting schecule of 3 plan is treated
as satisfying the vesting element of the nondiscrimination re-
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Quirements of secticn 401(a)(4) it it the foregoing mini-
mum vesting requirements of section 411. However, in certain
cases, additional vesting may be required in order to prevent the

2 3 4 ]

Arauat of smpinyer
St ezne

Torst crmpen
.

tumover of rank-and tile participants from causng p dis-
crimination. Benefits should vest at 2 rate 10 assure that rank-
angd-file employees will appropriately share in the benelils and
thus keep the plan from becoming discriminatory in aperaticn,
The indicated vesting may be fuil and immediate, graduated, or

- beacuet

deferred, depending upon the facts and cin n each

€ase. It may be necessary for us to request I data in
order to determine whether the plan is likely to be discriminatory.

21. AN and di:
H other than “total compensation’ (generaily Form W-2 pay)
is used as the basis for allocating the Y ibuti
you must show that the allocation formula does not produce
discrimination in favor of the prohibited group thal is, officers,

N od :

£

s cont

Totaly T

“The compemtston Brackets

wird must reflect the pay pattern of the
emplayer.

holders and highly t Asa
in estabbishing the y of the allozation for-
mulas, you must submit with this application a schedule similar
n format to the following if there are more than 25 participants
in the plan and the plan is not integrated:

on optional modes.-—Optionat
modes ¢f distribut:on must be himited so that «f a beneficoary 13
3 person other than the partitipant’s spouse, the present vaive
of the payments to be made to the em, yee particicant st.all be
more than SO percent of the present vaiue of the total fayments
to be made to the participant ang his beneticiasies.

In general, if the distribulion of banefits is made over tne
joint lif2 and last survivor exzectancy of the particicant and his
spouse, each perindic payment to the beneficiary shaii be no
greater than each payment to the participant during his lifetime,

23(d). Controlled group of cereorations.—If the adopting em-
ployer is » member of 2 cortroiled group of corporatians (see
section 414(b)) or of commonly centrolled partnersmps of pro-
prietorships (see section 414(c)) attach statement showing in
det2il 21! members of the group, theis relationship to the adooting
employer, the types of plans each member has and the plans
tommon to 2il members,

Additionally, item 15 must be completed as though the con-
trolled group canstitutes a singte entity.

éodes for Principal Business : o
Activity and Principal Product or Service .

Thesa industry titles and definiticns are based, in general, on the Enterprise Standard
ificati by the Office of Management and Budget,
enterprises by tyge of activnity in which they

Industriat C system d. p
Exscutive Office of the President, to classify

g
tur gosas, and ot

2385 Vg
2388 nats, caps. mol
»

a sheet met;
wor!

< ial Classil. ol an
t: l'ngaged. lrnhe system follows closely the Industrial used to Tanncated tesoie precucts.
classify establishments. woed precucts, ercept furniture:
€Am03 and IofgNE CONLIICLITL, Baws
AGRICULTURL, FORESTRY, AND FISHING Code o et retated product

A y 333, a uets.
Code i 11 wood i
Forma: Cenaral bulling ::::::: -Y:':mm. Slders: 2400 Fiimtnee ot o e
0120 Fiate crwa 1310 General burkdhing contractors. 300 Fu“aiture 403 hnturas.

59 Frum, tree Aok, and vegatadie. * 1811 Gperate Surlders. Paper and atied products:

80 Honicultval soeciatty. 23 Plo, paoer. and 33ard milis.

30 Livastoch. Heavy constrction eantractors: 2679 Otrer pader products. .
8270 Animat soecianty. 1611 Mighway and street construchon. Printing. pudlisning. sad aliled indwetras:
Afrtnm-m services terestry: 1620 Meavy construction, escept hugheasy. 2710 hawaoap m" "

8743 Yousnnery services. y Jorcint bade contractons: HiN bAg carda, and misc. publishing.

NS JervCes, except veterinary. 17 Plumbing, M nd POCSRTANG. o
O783 Lendscave and Norticultural sermcen. 1731 P oneatiol, and oo 9 o 2759 Commarcral ang oiver Drnting. #nd broating
0730 Oshar agsicuitural sarvices. 11 Oect L
Foreatry, 7 HONewarn, and plasitvmng. Chemicals ond silied products:

Pehing, hunting, snd trapping: 2! g 300 ficonng. 2813 Industnal ehemicals, plastics materialy sng
? syaihetica.
7

PONg. Bnd gime Rragsgaton.

1

1

1

gu Commurtial Asning, hatchenies and preserves. :
70 Hunting tra, 1

1

enilling.
special trads

1830 Ocugs .
234Q 8000 cleanurs. end toilet gooda.
285 uet

MINING

Metay

1010 iron eres,

1070 Capper. lesd 4 o sing, goid and silver eres.
1038 er melal

Other
3150 Coat mimng.

©OU snd ga3 extracion:
1330 Cnude prrtoleum, Astural gas. and nxtures

23 hgurds.
1330 Od #nd gas hetd 2srmces.
Wenmatatiic minerats (s3cept fuals) mining: malz,
1430 Dimensan, crusred snd broken stome: tend 2019 Bottied 4o

.09 gre 2096 Other food
M8 Orner

wonmetailia minerats. escept fuels. 2100 Tobscea ma

prog.cis.

A Mol oroducts.
Bakery p-nducts.

63 Surar o

M3t liauom

Alconatic
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MANUFACTURING
kindrad wreducts:

uets.
vad fruds and vegviabas.

NG Contactionery prodwcts
ana malt.
Deverages. e3cent mat kneve and

N annks, and
#nq incred product
ol octurers,

ts and allied 3,
2898 Agncuttural ana other chemical products.

Pelrateum refining ated induetries
hacing these iategrated =.th toa):
et

preduc
Ve Products; plastics (ootws
belting.
3070 Misc. otastics products
Leather snd leather procucts:

——
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Code
Stane, tisy, g13, 384 concrets pracucts:
3275 Giass produnt:

ic.
m. 400 piatter products.
1c mirerel produc
Primary metel lndustin
3370 Ferrous matal mﬂuum mac, primary metal

3380 Nonterous metat indust

Bricated metal picducis, sxcept machlinery ond

eraportation eguipmant:

3410 Metal cans and shupping containers.

3428 Cutiery, hand too's snd Acraw ma.
chine Broducts. boits, and srmilar products

3430 Pwmbing #nd heat:ng. sscapt electne and

warm air,
3440 Fabncatad structural m.

81 products.

ng: sving. #nd aih J service
‘aicersories, eacept vehicles

products,
xcept wiectricat:

3520 Farm mazhina-y.
on, ming o and ma rials handling

3598 €ng
(h;:mu. 575 other machinery. Srcest eiectn-

nd electronic machinery, squipment, and

Househald soplisnces.
3665 Radio, televiseon, and Communication equip-
ant. !

3670 and
3698 Otner alectric equiomant.
Transpartstion aquipment:
les 843 equioment.
oed mraed and gants,

¢ Brat buiding and FDMANE.
lnl omn u-nwor\u-m equioment.

nd
i and medical goods, wetchas snd ctocks:
3ns Sclcvmﬁc mnmmmu and measunng deviced
and clock
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Cods
Nendursdle

$190 Mitc Aonduradie foads.

REVAIL TRADE
Bultding materfals, hardware, garden supply, and

s deaters.

e ~nd garden sLores.
$271 Mabite homa dealers.

Caneral merchandisa;
3311 Variety store
5398 omu neral merchandise stores.
Food

snu c,ocuy stares.
od tish markets and freszer provic

5431 From stores -nd vagetable marhe
nd conlectiorery $10.

3150 Diner food stare
Au'me . decalers and service stations:
5= nd used Car Geaters.
331 Usesear amanars.
5331 Auto #ad homa supoly store:
3511 Cusonee senice statons.
5480 Boat arcraft and
Apparel and sccessory -xn
SETL Men's ana p2ys clotvng 30d furnishings.
5621 viomen's reaaytowear Store

31 Women's accessory and IMIIIH stores.
2631 Farmily clothinE stores.
$661 Shos stores.
] Furners ond tur
2238 Ovher Sopacel ana sccestory stores.

avtomotive dealers.

Furniture, heme furnishings, and squipment sterev:
8712 Furn:ture stores.
$718 rome furaishings.

u:cp! -npl--ms

res.

retail stores:

watc!

3845 O:mcal mxdk 1, lﬂd goods.

3860 Photogiaphic eauipment and wppu.n.

3998 Other manufacturing prod

In'(srouu'non COMUUNICATION,

ELECTRIC, NS AND SANITARY SERVICES

Trens portation:

4000 Raitrosd lnnlpemhun.

Lacsl and Inlwfbm persenger transit

4121 Taricsl

4189 O\h" pnnnnr fransportation,

and warehesing:
4210 YN:HH( Jocal snd len' ﬂllun:.
4289 aing terminals.

Including

Water tranioortation.
4300 Transportation by sir.
Picw lines. excest natural gar

raight transoortstion lrun‘cmunl.
4799 Other tronsportation services,

Conwnunication:
4429 Teteohone. tategraph. and sther communics-
4830 R3gis snd trievision Srondeasting.
€28, and sanitary servicen:
4910 U-etr(c sarvis
4320 Gas production and 4m:<mlm.
93X Comb-nn.m vtilty servi
€390 Water supply and umr
WHOLESALE TRADL

nitery sarvices

Dwrable

2010 Motor vehicles and sutomotive lQ\ﬁmeM-
$039 tumber and constaiction matenal

3030 Mstsls sné minersls, except p(!mltum and

3312 Crug atores and gropeistary stores.

3921 Liguor sto-s

3331 Usea merenandine stores.
guods stor

5941

5342 B

3943

8944

5318 Hobdby, toy, aad game shops.

$348 Camara a0 pratagraohic -upoly stores.
8547 G, novaity. 20 suuvenr 4

3943 - g

§9¢3 meatieaors, Sod ece goode maren.
$261 Maii ordsr houses,

5952 mac

%5363 Direct s
£330 Fual and 1cs desersn

5992 Rorista.

5993 Cigar stores and stands.

5336 Other micelianeous retail stores.

FINANCE, INSURANCE, AND REAL ESTATE
Sanking:
£033 Mutual x3uings banks.
€350 Bank haiing cOmpanes.
$090 Banks, axcest mutual savings banks asd bank
Ralding companias.
Credit sgencies ather than Danks:
§120 Sav:ags and loan ssscciatons.
€140 Pemonal Cregit institut.ons.
$150 Bumnaly credit institvhons.
8199 Other cradit sgencies.
Security. commadily Sraken, desiers, exchanges,
ll!O MMKII.
ecurty undarwriting syndicates.
13 30T vera and Bonters, “wicent unde.
Sring Synducates,
Commonity Contricts broker and
secunty svd commodity exchange:
slhed ssrnices.

fors;
and

Insurance:
6359 Life rwurance.
ng and h.llln‘ $336 Mutust axce e or maring and
1 uy ord wauipme ertain fire €r Mlood aurence Compenias.

quIpment, ans supplies.
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£353 Cther -muunu COMDIMaS.
€411 Insurance agents, breasrs, and servicas.

£,

(33
837
131

Hetding and ether Investment comaan,

‘N

lh
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Brokeri and mansgen.

2 Suvaiigns and Geracoens. ercest

H g‘-m.x.., iusanidens and Genatopers.
I Combineg real astate,
iaw eMwces,

wsurance, fasns and

z Fquln-g v
e31ate
bu‘m::

S

5 B eeitment | Compan
arcept . . helcm( companies. ot

SERVICLS

Motels and ether lodging places:

i3
708

nd tounst counts,
3 N camps.

3 Tearler pares 311 Camo wites.

3 O aging places,

Parsenal services:

s Cornrapersted taundries and dry ]
7219 Gtn undry, tieanng  and  germent
e
7221 Pnotograshic stuchos, portr
1231 Bt'ul' Pt e
;;; Baroer shaos
reomy and hat o 3hops.
7261 f.u 3 and Crematanes.

299 M-“tlln\o:ui sersonal services,

Businets tervicen:

10

734
7.‘7

739

Agvertining.
0 Sererces 1o build ngs.

9 Cswcux.v BAd Jata proceswing sernc

mant, consuiting. and pubin lﬁlm

ity
394 Equioment rentat and |
8 Olh-' Business serv

sing.

Autometive repar end services:

7SI0 Automote rentals ang leasng  without
vers.
7520 Automobile par
75)1 Aulun\obl top lnl uoay repair sheps.
7518 MoDte rel l QD
7339 Olhe' au!omnnvt 00
7540 Automotive services. uc-pt "nl
Miscallonesus ragair sarvices:
7512 H-e-o lnq TV repare shops
3l repacr 30308, llClB'A rlﬂl‘ ana TV,
754] R uﬁM tery and hirniture re

7630 Othar muscell

903 FeDu

Shoos.

Motien pictures:

™

2 Menon picture proguction, distnbution, and

services.
7230 Motion picture theaters.
Amusement and recreztion services:

792
79).
bads
bl

0 ) ang
2 Biliard and Doal e3tablihments.
3 Bowhng dlley

0 Otner amusement and recrestion sarvices.

Madica! and heatth services:

201

1 gftices af onys.cians

8321 Officus of den

833
w

| OFwces of uu.oa.m: nhn-eu
I Om:cl of chirodra

o Saamatrst.
isteced dna ractics

R
. B80S0 nw\-u and perional Care focrities.

8060 ™
8071 Vllltll laboratanes.
8072 Dentat lazaratanes.
8098 Other medicsl and heslth sarvices.
Othar sarvicon:
1t ll[ll e v
m Egucatanal
2911 Eng l »
l9)2 Ccmhxd £ aucountan
8333 Olhnr u:aw\xm; uBuNg. anag DOOkASHING

~ce.
L o] Othqr Sarvices, nat elsewhe

9001

'!l! omu lncum

classified.

’IAI-CXKM PT ORGANIZATIONS

ot erg
04 Govemnmentsl instrumenta -tv or agency.
\
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Whether
ESOP permits
. Whether dividend pay-
Number . beneficiary  out on
of em- How ESOP can instruct  current basis
ployees ftrustees are  trustee in or reinvests
Date ESOP of the selected— voting ESOP-  until
Case No. established firm by— owned stock retirement Vesting provisions
(@) ®) (© (d) (e) (U]
) D Dec. 30,1974 117 Management__ No.._______.. [0 U § percent yr; 0 to 10 yr; 10
percent yr next 5 yr.
2 Oct. 23,1975 8 ... do....... No........... (O 2 50 percent after 3 yr; 5 percent
yr to 100 percent.
........... Do.
Do.
Do.
Do.
Do.
Do.
Do.
D

-.do 1 - 0.
Mar. 15,1975 einvested..._ 25 percent after 515” 5 percent

yr for 10 yr; percent yr
- . thereafter.
12 Nov. 29,1975~ 33.....do....... NOweeeoe No provision__ 40 percent after 4 {f; 10 percent
yr to 100 percent.
13 Dec. 16,1974 ) L J— do.____.. No..____.. .. [ I, 40 percent after 4 yr ; 5 percent

yr for 2 yr; 10 percent for
each of next 5.
do_._.... 38 __..do.____..Noo___..._._.. [ I Do

June 27,1975 .- N . No provision_. 100 percent after 5 yr.
Sept. 25, 1975 100 .____ do._. Yes. . Current._.___ Full and immediate.
Oct. 23,1975 35 No provision__ Yes . No provision__ 10 percent for each yr.
.. July 28, 1975 33,627 Management_. Yes - Reinvested._.. Full and immediate.
May 28,1975 314 . do....._. No.... . Currently___._ 10 percent yr after 3 yr, to

100 percent after 12 yr.

20 ... Jan, 11,1975 16 ____. do....... Yes. ... Reinvested____ Full and immediate.

... ... Dec. 8,1975 5 ... do......_. Yes ... [0 T, 10 percent for 2 to 3 yr, 5 to
$ percent yr to 100 percent
after 15 yr.

1 At discretion of the administrative committee .
Note: Determination fetters not yet issued on above ESOP's,

Chairman HumpHREY. The tax deductible contributions to ESOP’s
are currently limited to 15 percent of the payroll. That seems to make
such a plan unattractive to highly capitaﬁintensive industries.

Would the Treasury support a higher limit on such contributions?

Mr. WALKER. 1 bg{ieve that it is possible to go to 25 percent; if
you combine a stock bonus plan and a pension plan, you can go to
25 percent.

hairman HumpaREY. I am talking just about a straight ESOP.
If you go into a combination of retirement-pension, you get to 25
percent?

Mr. WaLker. Twenty-five percent is right, for a combination
stock bonus and money purchase pension arrangement. Otherwise,
for a straight stock bonus type ESOP, your 15 percent is correct.

Chairman HumpHrREY. What do you think about a higher
percentage?

Mr. WaLkEr. I do not know why it would not be worthwhile if
it would produce desirable results. This requires analysis.

I do not have a closed mind on that.

Chairman HumpHREY. Senator Long has another question.

Senator Long. I hope that next year we can come to terms with
those of you in the Treasury and this administration to move you
away from this Cole Porter line. that the rich get richer and the poor
have children.
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If you want to accumulate capital in this country—and I favor
it—I believe we are going to have to get away from this idea that it
is too good for the rank and file of America. That has been tried
before, and it has not gotten very far.

I do not think it is going to go very far in this Congress until we
broaden this thing out to where it has some appeal to the rank and
file of the people, particularly the great number of the people that
get out there and earn a living by the sweat of their brow for others
to enjoy all the good things in life in air-conditioned comfort.

So far, I regret to say these capital accumulation plans have been
held in the most climaric areas of the world, in the most desirable
circumstances, but I have not seen so much as a labor leader at some
of those meetings, some of those fellows were able to enjoy some good
things themselves.

It seems to me if you really want to sell a program of capital accu-
mulation, it is going to have to result with something that uses either
this employee stock ownership approach or something that has
popular appeal.

therwise, I think that the whole thing is going to be just one big
flop. It sounds like one more attempt to pass a millionaire’s amend-
ment in a somewhat different form. You are familiar with that old
lan that they tried to get the State legislatures to pass until those
egislators found out what it was, so you are going to fix it so no rich
man pays no more than 25-percent tax on his income, and you are
going to make it back up by putting a general tax on those less affluent
than they are.

Do you really think that that kind of approach is going to sell in
this country?

Mr. WaLker. That last one I am not familiar with, the one you
just described.

_ Senator Long. The old millionaire’s amendment where they went
to all the legislators to try to get through?

Mr. WaLker. I would like to see a copy of that.

Chairman HumparEY. That was going strong here in the 1950’s.
We were really battling around on that one.

Senator  Lona. You were probably not interested in those things
at that time.

It looked like they were going to get that thing through the State
legislatures at a constitutional convention dedicated to an enormous
tax rollback, an enormous tax cut for the rich that would not do a
damn thing to help 90 percent of the people in this country—pardon
my language. ‘,

Actually, it got thraugh a lot of State legislatures before they found
out what it was. Then ef course, the whole thing flopped, and now it
sounds like Mr. Walter Wriston, that big bank in New York, under
the simplification theory it basically is the old millionaire’s amendment
all the way.

You are familiar with Mr. Wriston’s approach? The idea you would
not have to tax anybody more than 25 percent, 30 percent at tops.
You would have a real simplified system of no deductions. You are
familiar with that approach?

Mr. WaLkeR. I have certainly heard of that one.
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Senator Long. That is the rebirth of the old millionaire’s amend-
ment, as I see it, based on the same thing that the wealthy should
not pay a tax at any more than the poor pay. That is the rich man’s
version of democratic taxation, the rich will pay the same rate as
the poor. You need not have a high rate, no deduction, no point in
}mving deductions. Everybody pays from the gross figure at a very
ow rate.

Mr. Wriston’s speech has been mailed out around the country
and has had such tremendous appeal, especially people who were
not familiar with the history o? the millionaire’s amendment. I
thought that might have inspired the Secretary in the speech he made
before the Tax Foundation recently. It has tremendous appeal to
it, until you see what happens.

We hag a runthrough of that type of approach in the Tax Reform
Act of 1969, and that idea that you would have a major cut in taxes
for business while you reform the rates, it does not work out that way.

Mr. WaLkeR. Certainly, I agree with you, Senator. There must
be a broad appeal to this, and broad aid that would be designed to
aid the economy.

The tendency to oversimplify and the desire for a simplification
is itself a dangerous game. It can mean so many things to so many
people, and is all in theory until you can get it boiled down to where
you can show where it is really going to impact, and on whom.

I, for one, would not favor oversimplification, but the tax system
has gotten so complicated now that some redesigning is most appropri-
ate. This gets beyond the scope of this meeting, I am sure, to get
into that. It is a high priority item.

This broadening of stock ownership is just a small part of that whole
thing, to make stocks more attractive, to make investment in America
more attractive to more people so they can participate in the demo-
cratic process in the free enterprice system and preserve its integrity.
’I;lhat is what the whole thing is about. It is the question of how we get
there.

We would like to work with the Congress, certainly, in every way
we can to bring this about.
| Chairman HumpHREY. We will let you go now. You are a little
ate.

Would you identify the two colleagues with you?

Mr. WaLker. Thisis Associate Tax Legislative Counsel-Designate,
Miss Patricia Metzer; and Mr. Gabriel % Rudney of our Office of
Tax Analysis.

Chairman HumpHREY. Very good. Thank you.

We want Mr. Kelso, Mr. Brems, Mr. Brannon, and Mr. Fay.

Mr. Kelso, you have been the subject of some considerable comment
this morning and I imagine you will be the subject of considersble
comment in the days to come.

We are going to let you take off here right now. You have heard
all of the testimony of Mr. Walker and the questions.

What we want to do here is not to have you read all of your prepared
statement. We will include it in the 1ecord. 1 say tﬂis for all of
you. We will include the prepared statements in the record.

We would like you to paraphrase briefly and let us get at you with
some questions, because we have members here deeply interested in
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what you have to say—not only you, Mr. Kelso, but each of the
participants.

If you will do that, we will proceed along, and conduct this hearing
close to 1 o’clock.

STATEMENT OF LOUIS 0. KELSO, MANAGING DIRECTOR, KELSO
BANGERT & C0., SAN FRANCISCO, CALIF.

Mr. Keuso. Thank you, Mr. Chairman. I want to express my
extreme pleasure for the opportunity of appearing before you.

I understand my initial statement must be very short. 1 will try
to make it so.

First, T gather that you have consented that my prepared state-
ment may be made a part of the record?

Chairman HumpHREY. Yes, indeed.

Mr. KeELso. Referral is made there to five exhibits that I also
would like, if T may, to have printed as a part of the record. Those
have been furnished to the staff of the committee.

Chairman HumparEY. They will be printed as a part of the record.

Your statement is of substantial size.

Mr. KeLso. I and my staff have lost a lot of sleep preparing
them.

Chaitman HumpHREY. I am sure it is very informative. May I
say, it will not be looked at quickly; it will be studied very carefully.
We are deeply interested in what you have to offer.

All of the exhibits and all of the material pertaining thereto will
be made a part of the record at the end of your oral statement.

Mr. Kenso. These hearings are directed at ESOP’s—employee
stock ownership plans. There is on the easel—

Chairman HuMpHREY. Will you turn the easel around so members
of the committee can see it?

Mr. KeLso [continuing]. A series of charts, the first one of which,
by the way, is printed on page 3 of my prepared statement, so you also
have it before you.

The object of this is simply to show that the ESOP is the tip of the
iceberg, as it were; that it is only one manifestation or one financing
technique built upon the fundamental theory of two-factor economics.
This theory is simply the assertion that capital instruments in general
produce goods and services, or contribute to their production, in the
same way that people do and among the things that I would par-
ticularly call your attention to, and will refer to a bit later, is the fact
that there are other techniques of finance built on two-factor economics
that apply to public utilities, for example, that build part of the
ownership of stocks representing newly formed capital into the workers
and the great bulk of such ownership into the consumers.

The purpose of this chart is to show that the implications of two-
factor economics go way beyond the employee field, that it has
deflationary implications, that it has very strong implications for
monetary reform and the acceleration of the ability of the economy
to raise newly formed capital—one of the most serious problems
facing our country today.

Let me pass now to the second chart that I would like to show you.
It is reproduced at page 7 of my prepared statement. This chart
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geally lays the foundation for the need for broadening the proprietary
ase.

The chart in general is designed to show the change in input mix
over the period of recorded history, 3000 B.C. to the year A.D. 2000,
if you divide the input factors involved in economic production into
people and nonpeople, people and things, people and capital, or whatever
terms you want to use.

Think of these input factors in physical terms, because the produc-
tion of goods and services is really a physical process, as i1s their
consumption. From the beginning of recorded history to today, it is
my belief that the relative inputs of these two factors have roughly
traded places.

Whereas in 3000 B.C. labor unquestionably provided well over 90
percent of the productive input, today, I believe that it provides well
under 10 percent, and that capital, or the nonhuman factor, provides
well over 90 percent of productive input.

When you say this to the high priests of the conventional wisdom,
the conventional economists, they will say you certainly must be
dreaming; do you not know that three-fourths of the income is paid
to labor for its productive input?.

My reply to that is, we have spent 40 years in the United States
trying to repeal the law of supply and demand as it applies to the price
of labor. I do not think that you can do that and get away with it
anymore than you could get away with attempts at repealing the law
of gravity. '

We do not make a man more productive by paying him more.

The import of this is quite simple. The method of engaging in
production is changing because of the onrush and acceleration of
technological change and the only way to offset that so that men’s
outtake 1s both adequate and is based on their input is to build the
ownership of the other factor of production into the masses of people.

ESOP 1s but one of the tools for doing that.

The alternative to. making the underproductive more productive
by making them capital owners, of course, is to attack the effects of
poverty, which we have been doing for years. We subsidize people who
cannot buy houses or rent houses. We subsidize health care. We sub-
sidize education. We subsidize all kinds of jobs.

You do not have to do that if you build productive power into the
masses so that they are economically self-sufficient, so that we can
stop attacking the effects of poverty and attack, as the ESOP and other
financing techniques using the two-factor theory does, the cause, the
one cause; namely, the low productiveness of the human being who
is not aided by a viable holding of the ownership of the thing that
embodies technology, the other %act,or of production—capital.

It is perhaps interesting to note that the studies which are cited at
page 38 in my prepared statement—all the significant qualitative
studies ever made—show that the top 5 percent of consumer units
own all of the capital in the U.S. economy. The recent New York
Stock Exchange study, showing an 18-percent drop in the number of
sto::lkholders since 1970, it should be remembered, is a quantitative
study.

The ownership of significant capital holdings has shrunk from 50
percent at the turn of the century; then capital was largely represented
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by land, because the Homestead Acts, and prior to them, the open
frontier, made it possible for the man born without capital to come
over here and get a piece of the action.

We have not had an industrial equivalent of the Homestead Acts
until we come to the ESOP’s. That is what it is all about.

I would like now to turn to another chart—this is printed on page 9
of the prepared statement—which shows that conventional finance,
instead of offsetting the effects of technological change, actually
exacerbates the degree of concentration; that is to say, as capital
provides more and more of the productive input, we narrow, rather
than broaden, through conventional finance, the ownership base.

This little diagram really represents quite a lot more than is
found on its face. Let us say that a corporation has determined that -
it can sell some more of its products and wants to expand and has to
buy some plant, rolling stock, or buildings to do it. There are a number
of ways it can do this. It can earn profits and accumulate those profits.
It is not required to pay them to the stockholders. It can accumulate
the profits, and pay its corporate income taxes on them. When it has .
accumulated enough, it can buy its new capital instruments. Or it can
borrow and then in after-tax dollars, out of its internal cash flow, we
repay the loan. Or, if it can get a direct infusion of capital from the
Government, which the investment credit does, or it can use tech-
niques of accounting that permit it to form capital through accounting
practices founded on legislation permitting, for tax purposes, ac-
celerated depreciation and depletion. _

Let me summarize by saying that if you average the last 15 years;.
these techniques of finance—I omitted one, which I will mention in
a moment—these techniques of finance, involving financing from
internal cash flow or through borrowings repaid from internal cash
flow, provide 98 percent of the total new capital formation in the U.S.
economy. In recent years, this amounts to well over $100 billion per
year. These dominant—98 percent—techniques of corporate finance
have one thing in common. When the financing period. is completed,
not a single new stockholder is created, not a one,

In other words, these techniques of finance are exquisitely designed
to build incremental productive power into those who do not need it
now, or Eotentially ever, and to deny productive power to the people
who make up the markets for most of the goods and services this
society could produce. Thus the .combined concentrating forces of
technological change and conventional corporate finance propel
government into redistributing wealth, subsidizing everything, and
going into ever more staggering debt, because business does not con-
duct itself in a way that answers the question, ‘‘How does the customer
get the money to buy?”

The one conventional technique that is so far left out of this dis-
cussion—that’is to say, the sale of new stock to the public for cash—
accounts for a little less than 2 percent, averaged over the past 15
years. That does not change the picture either. The purchase of
their television sets, their automobiles, and so forth, are the 5 percent
newly issued stock is & nonfinancible transaction. With rare excep-
tions, the only people that have cash over and above the require-
ments of their daily living and paying the mortgages on their homes,
their television sets, their automogill!;s and so forth, are the 5 percent
who own all of the capital in the first place.
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They are the ones who can buy the newly issued stock. Frankly,
therefore, 100 percent of conventional financing techniques are de-
signed, basically, to make the rich richer and keep the poor poor.
Tilils is the way it is. A few geniuses and unusally lucky people can
acquire viable capital holdings from a cold start in spite of the ob-
stacles of conventional finance, but an economy cannot be satis-
factory operated on rules that favor only geniuses and unusually
lucky people.

The poor, without being guided by Congress or by the people of
-recognized wisdom, simply demand jobs and welfare. And what do
they get? Jobs and welfare. They stay poor.

his tells you what the real source of the problem is in the U.S.
economy. Corporate business strategy is built around three very
simple concepts: Maximizing production and sales, minimizing costs,
and staying out of trouble.

This last precept gets to be more important, of course, with the
growing impact of our defective business strategy. The missing link
m this corporate strategy is that it does not explain how the cus-
tomers get the money to buy. It is even worse than that, it explains
why they do not get the money to buy the goods and services they
need and want.

When you minimize costs, the best way to do it is to automate,
to substitute machines for men, structures for men, chemical processes
for men. Thus, the corporation, you might say, is engaged in cus-
tomercide. It eliminates its employee constituents through automa-
tion, and eliminates possible stockholder constituents through con-
ventional finance.

The next chart, which is reproduced on page 11 of my prepared
statement, is the basic ESOP design. It is an error to think of this as
& retirement thing. It is a device to build capital ownership into
people, to make them economically self-sufficient, to make them
productive, even though at some point they cannot engage in produc-
tion through both their factors; that is, their labor power and their
privately owned capital. They may be retired. They may be too
old to work. They may become technologically redundant eventually.

Having a viable capital estate enables them to be productive
through that capital estate.

Basically, the mechanism of the ESOP is now well known. It is
simply financing the growth of the corporation through an employee
stock ownership trust, and the difference between this and conven-
tional finance 1s that when a particular financing process is com-
pleted, the employees have bought stock, paid for it out of what
the underlying capital produced, in pretax dollars which accelerates
the process because the law permits tﬂis to be done, and the corpora-
tion has gotten the advantage of low-cost capital.

Please permit me to make a couple more comparisons.

Under conventional finance, suppose the corporation desires to
set up a retirement system. Of course, any employee knows he is
going to be retired some day. He has got to have some way of living
decently beyond that event. There normally will be great pressure
on corporate management to put in a retirement system, and the
conventional way is to put in a pension system, or a profit-sharing
plan. These are normalfy, with a few rare exceptions—even some
spectacular ones—are invested in what I would call “other people’s
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pieces of paper;”’ from the standpoint of the corporation itself. Such
a retirement system is pure cost. It-does not help the corporation to
grow, yet capital is the lifeblood of the corporation. Capital is what
enables the corporation to grow.

Because conventional profit sharing and pension plans are 100
percent cost, the corporation naturally tends to minimize its pay-
ments into them. Corporations operate on principles of cost mini-
mization.

Under the ESOP, on the other hand, the very dollar that finances
the corporation’s growth, finances the ownership of company stock
by the employees. One dollar does the work of two.

It does not end there.

Through the ESOP, the corporation can finance its growth on pre-
tax dollars. One pretax dollar does the work of two.

So if you compare conventional finance and retirement systems
on the one hand, with ESOP financing on the other, the corporation is
getting $3 mileage on each dollar spent through an ESOP, as com-
pared to 1 dollar’s mileage on each dollar spent under conventional
finance and retirement systems.

The advantages are overwhelming.

The next chart that I would like to refer to is reprinted on page 17
of my prepared statement. ’

This chart is designed to show what the adoption of a national
economic policy based on two-factors theory would mean to the
macroeconomy—what the big picture is.

Let me say, Mr. Chairman, this chart, simple as it is—do not ask
me why, I cannot explain why—is one of the hardest things in the
world for certain types of people to understand.

It is only hard because there is deeply instilled, in the human mind,
probably from millions of years back, the idea that you can only
finance newly formed capital through accumulated savings. This is
a false idea. It is rank nonsense.

Its alternative is the idea that you can finance new capital formation
out of future savings, or what I would call pure credit. I wish I could
claim authorship 0% this idea. If this economy survives, it is going to
be because that concept is so basic and so important that it 1s going
to change history. It makes the possibility of an economically self-
renewing society a realistic thing.

The idea of pure credit comes from Harold Moulton, who many
years ago, you remember, was the president of the Brookings In-
stitution. in a book published in 1935 called ‘“The Formation of
Capital”.

et us say the corporation here is the same as the one on the
standard ESOP diagram on page 11 of my prepared statement.
The ESOP is the same, the lender is the same. We have simply
added here two new institutions.

One, we call the Capital Diffusion Insurance Corporation or
“CDIC”. It is simply the counterpart of the FHA housing finance
insurance program vis-a-vis ESOP financing. It lowers the banks’
resistance to make ESOP loans. It spreads the risk of the failure of
any particular ESOP loans over the whole economic base, the broad
base. Conceptually, it is well-proven financial technology.

The next step is the one that is tough to understand. This is the
one that harnesses pure credit to the growth of the economy; to the
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financing of basic, self-liquidating, new capital formation, in well-
managed businesses.

How do you do that?

You do it by making the ESOP paper held by the bank, insurance
company or other lending institution directly discountable with the
Federal Reserve Bank.

Let me point out, first, that the discounted ESOP debt does not
go into the Government’s accounts at all. It does not become govern-
ment debt in any sense of the word.

The pure credit concept is based uﬁon the power of people in an
organized society to contract with each other in contracts payable in
money. The discounting with the Federal Reserve is simply the final
link that closes the contract. It must be limited to self-liquidating,
newly formed capital in well-managed businesses, and here is how I
beliiave the interest rate should be computed under this use of pure
credit.

Sit very tightly in your chairs.

Pure credit properly used, is & fundamental right of every citizen.
Every person, simply by being a member of this society, should have
access to it, if that is necessary to restore the productiveness that tech-
nology has taken away from him or her.

1 %elieve that the way you compute the interest rate, is first, you
establish a discount rate based on the actual administrative cost of
handllng the discount process to the Federal Reserve Bank. Now,
even though there are some very high salaries and very plush offices
over there, and the price of paper and ink is going up, I believe that
a discount rate so computed cannot exceed one-half of 1 percent per
year. I believe that the premium of the Capital Diffusion Insurance
Corp., because it insures self-liquidating capital, should be something
like one-sixteenth of 1 percent, maybe one-eighth, certainly no more.

The final element i that interest cost is the administrative cost and
the profit to the bank or the insurance company or the savings and
loan firm (if the power to make such loans is extended to them as I
believe it should be) that initially makes the ESOP loan.

That lender approves the original feasibility study, and then serv-
ices the loan.

As of now, something like 8 percent of the total new capital forma-
tion process flows through the banking system. Under this technique,
1 would predict 50, 60, or 70 percent of it would flow through the
banking system.

I believe that those institutions would not only be healthy, but they
would be fat, if their share of the ESOP-loan interest rate were some-
where between 1 and 2 percent. I would hope it is closer to 1 than 2.

We are, therefore, talking about, at most, a 3 percent interest rate,
to finance basic, self-liquidating new capital formation to get the Amer-
ican economy growing again, to build the powerplants, the rapid
transit systems, the interurban systems, the housing, the hundreds of
things we cannot do at 10, 12, 14, 18 percent interest rates.

Duke Power Co. the other day issued 14 percent bonds. That is
murder.. You can build three atomic plants with the same capital
investment at 3 percent as you can at 14 percent interest rates.

This ESOP—JKederal Reserve discount financing would free ug ac-
cumulated savings for conventional findncing of economic growth by
banks, insurance companies and savings and loan firms for use for
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consumer credit, for venture capital credit, and for use, to the extent
that they want to match the interest rates, for pure credit in ESOP
financing, for new capital formation.

I have no disagreement with the argument of the banker when he
pushes the interest rate as high as he can. He says, “I am just a
steward. I am loaning other people’s money. It is my duty.” I agree.
He is stuck, and so is the borrower. .

When you use pure credit for the people to build productive power
into the people and to expand the economy, so tﬁat it becomes a

eat, strong economy, our economy will be capable of producing a
igh standard of living for everyone and capable of employing every-
one in its expansion for at least two to three decades, with the most
intense full employment, because we would then be building market
power into the people through broad ownership of the second factor of
production.

Now, there is one other thing I would like to talk about.

Chairman HumpHREY. Could you now bring your case to a close?
I do not want to deny other people a chance to be heard. I know it is
difficult.

Mr. KeLso. I would like only to mention one point, and that is to
show how easy it is to make a dreadful mistake if you do not under-
stand two-factor economics and cannot analyze what is happening.

There is a thing called the investment credit. At the moment it
is 10 percent, plus an optional 1 percent. Investment credit is simply
a gift—enforced by Congress—irom all taxpayers to corporations
that put in certain kinds of newly formed capita?'during the tax year.

Since all the qualitative studies to date show that a mere 5 percent
of the consumers own all of the capital stock of those corporations,
Congress in the investment credit, as it stands, legislates an $8.4
b}illlion l;mnual gift from the poor, the middle class, and the rich—to
the rich.

Now, this is incredible. This is unbelievable. This is suicide. They
have too much productive power to begin with.

Senator Long’s amendment, which really requires a capitalization
of 1 percent, if you want to take that extra 11 percent, is only a tiny
crack in the door. If you want to protect the capital ownership of the
existing stockholders—and I do not think you can build a private
property society on taking anybody’s capital away from them—if you
want to protect the status quo, you Wou{)d capitalize 95 percent of the
investment credit and put it in an employee stock ownership trust
for the employees. It is 100 percent paid for by the taxpayers. The
corporation gets the investment; the taxpayers have paid for that
stock fully; and you would let 5 percent of it flow to the existing
stockholders, because they constitute 5 percent of the consumer units
in the economy.

I thank you very much, sir.

Chairman HumpHREY. Mr. Kelso, I must say that you present a
tremendously challenging and fascinating discussion of a complex
but understandable proposal. We are going to have to spend much
more time with you.%Ve want to listen to some others. =~

We will place your prepared statement and exhibits, Mr. Kelso,
in the record at this point.

[The prepared statement and exhibits of Mr. Kelso follow]
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I

STATEMENT OF OBJECTIVES OF HEARING BY THE HOHORABLE HUBERT H.

HUMPHREY, CHAIRMAN.

By Invitation, dated November 20, 1975, in a letter addressed
to me, as the chief executi&e officer of Kelso Bangert & Co. Incor-
porated, Investment Bankers in San Francisco, the Chairman advised
that two days of hearings would be held on December 11 and 12 "fo-
cused on Employee Stock Ownership Plans (ESOPs)." The Chairman fur-
‘ther stated, and I congratulate him on his initiative, that "The
purpose of the hearings is to provide the first Congressional for-
um for a wide-ranging, yet in-depth examination of ESOPs.”

These hearings are indeed most timely, for it is evident to
every citizen in this land that the fundamental economic idea upon
which our national economic policy is structured, namely, that we
can solve our income distribution problems entirely through employ-
ment and through attempts to repeal the law of supply and demand as
it applies to the price of labor, is aﬁlobviously erroneous idea;
it is an idea that has delivered us into a state of economic crisis.
There can be no recovery froﬁ this crisis, in my opinion, nor indeed
an avoidance of total collapse of the economy, unless we modify and
.enlarge our economic policy to comprehend both factors of production
(capital as well-as labor), the distribution of those two factors
among the consumers of the economy, and, as to the non-human factor
of production, or capital, the degree of concentration of its owner-

ship and the causes of that concentration.
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II

ESOP FINANCIUG IS BUT THE TIP OF THE ICEBERG, THE VAST BULK OF

WHICH IS GENERALLY UNKNOWN, AND THE BASE OF WHICH IS A CHANGED

AD ENLARGED ECONOMIC POLICY OR PUNDAMENTAL OPERATING ECONOMIC

CONCEPT WHICH I HAVE CALLED "TWO-FACTOR THEORY".

Indeed, ESOPs are but one--though an important one--of many
actual and poteﬁtial implementing techniques structured upon the

concepts of two-factor economics.




" ESOP Financing is but One of the Important Corporate
Financing Reforms Structured upon Two-Factor Theory:
The New Concept in Political Economy

ESOP
Public,
utility
finance
Deflation design

Monetary reform to
harness pure credit

Agro-industrial finance

Governmental planning to build
purchasing power into consumers
while expanding private enterprise

Privatization of publicly-owned enterprises like
the Post Office and the Tennessee Valley Authority

Totally new technique of anti-trust divestiture financing,
so that employees become owners, and so that new major com—
petitors can be financed in monopolized or oligopolized markets

Recognition of a new and equally ominous form of monopoly not now
recognized by law: personal monopoly of the power to produce wealth

Reform of the income tax laws to make the economically underproductive and nonpro-
ductive highly productive: a war on the cause, rather than on the effects of poverty

Reform of the estate and gift tax laws so as to raise self-sufficiency of consumers and
prevent, for purposes of the economy, sterilization of productive capital in foundations

TWO-FACTOR ECONOMICS

Copyright 1975, Kelso Bangert & Co. Incorporated
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A BRIEF EXPLANATION OF TWO-FACTOR ECONOMICS

AND OF EMPLOYEE STOCK OWNHERSHIP PLAN (ESOP) FINANCING

This new basic concept, called “"Two-Factor Economics," is a

simple and straightforward one. The reasoning runs as follows:

1.

While it is true that people, doing their various tasks
of participating in the economy in one way or another,
are a basic source of productive input, they are not

the only source of productive input.

Just as obviously, non-human things, like land, struc-
tures, and machines also provide productive input into
the economy.

The division of the input sources into two types is both
necessary and adequate, because the ownership of labor
power cannot be concentrated and the ownership of non-
human things can easily be concentrated. It is, after
all, an individual's property in an input factor that
entitles him to receive what it produces.

Both under the logic and the morality of a market economy,
it is productive input by each individual that is the
basis for his receipt of income. Economic input is the
basis for economic outtake or personal income.
Technological change, which is the phenomenom underlying
the "industrial revolution,” which beéan some 200 years

ago, and our own so-called automation revolution, and
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indeed of all the intermediary revolutions brought about
by science and technology, changes, and is intended to
change the input mix. It shifts the productive burden

off lator or the human factor and onto capital or the
non-human factor. Technological change does not operate
directly upon humans at all; it cannot increase the eco-
nomic productiveness of an individual worker, as such.

The economic productiveness of human beings—--what they

can physically accomplish with their unaided muscles ox
minds--has not changed during the course of history, so
long as the value of that productiveness is determined
competitively by the free operation of the law of supply
and demand.

So far has this process of technological change gone in
the U.S. economy that today most of the goods and services
are produced by things and only a minor portion of the pro-
ductive input is made by people. With rare exceptions, it
is capital that produces affluence, while labor, in a free
labor market, can at best normally produce only subsistence.
The relative distribution of aggregate personal income
between workers (roughly 3/4th), and the owners of capi~
tal (l/4th) does not reflect this relatively higher pro-
ductive input by capital because our governmental eco-
nomic policy (the Employment Act of 1946) attempts to re-

peal the law of supply and demand as it applies to the
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value of labor: minimum wage laws, coercive fixing of
wages, vast governmental make-work programs, governmen~
tal subsidies to industry and to other governrmental enti-
ties, etec.

The costs of all such efforts enter into the cost of
production either directly or indirectly and are thus in-
flationary. They become part of the costs of goods and
services. These attempts to overvalue labor constitute

the monetization of welfare.




THE FUNCTION OF TECHNOLOGICAL CHANGE 1S TO SHIFT THE BURDEN OF PRODUCTION OFF THE HUMAN FACTOR (LABOR)
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The changing of the input mix in favor of capital would
Create no problems within the economy, even under compe-
titive labor markets, if it happened that as technology
enlarges the participation of capital in the production
of goods and services and diminishes--relatively speak-
ing--the participation of labor, workers simultaneously
acquired the ownership of capital, offsetting their
diminished productive power, or even better, increasing
it, through their ownership of the other factor.
Unfortunately, the traditional techniques of finance do
exactly the reverse of what is required: they assure
that all newly-formed capital becomes automatically owned
by those who previously owned all existing capital, Thus,
the $100 billion-plus of new capital formation that comes
into being in the economy of the U.S. each year becomes
owned by a tiny capital-owning base: 5% of the consumer
units at most. If averaged over the past 15 years, about
98% of new capital formation in the corporate sector
(which produces over 85% of the goods and services of

the private sector), is financed out of direct cash flow

or borrowings repaid out of cash flow.
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These overwhelmingly dominant metﬁods of financing
new capital formation have one characteristic in common:
not a single new stockholder is created in the process.
The minor percentage of new capital formation (about 28%)
financed by sale of equity stock to the public does not
alter this propensity. It is the top 5% of consumer units
(in whom, as every qualitative study to date has shown,
ownership of virtually all capital is lodged) that have
the excesé funds to buy newly-issued stock.

The logic of business finance is to invest in productive

capital that will pay for itself within a reasonably

short space of time, normally three to five years, and
which will then go on throwing off wealth indefinitely,
its productive power being replénished through deprecia-
tion funds set aside out of gross income before net jin-
come is computed. Two-factor financing techniques, of
which the most widely used today is the Employee Stock
Ownership Plan or ESOP, makes this logic available to

employees.

- 10 -
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EMPLOYEE STOCK OWNERSHIP PLAN FINANCING
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ESOP financing, on the one hand, provides low cost capi-
tal, through the use of pre-corporate-tax funds, to fi-
nance corporate growth, and on the othér hand, builds
ownership into workers without diminishing their take-
home pay or calling upon their small or nonexistent
savings.

Under two-factor techniques, means are provided for fi-
nancing unlimited growth, while building market power,
economic security, and growing current second incomes
from capital* into the masses of workers; thus the mar-
ket power of potential consumers rises in step with the
productive output of the economy.

Inflation is eliminated., Institutional barriers, such
as lack of "money” to finance solid, self-liquidating
economic growth are eliminated; legitimate leisure,
built upon the ownership of a holding of productive
capital that will enable a man to produce a viable in-
come, becomes possible over a reasonable working life-
time; and the burden of public taxes imposed upon pro-
ducers to support the non-productive and under-produc-
tive can ultimately be virtually eliminated. Fully pro-
ductive households and individuals do not need to be

subsidized,

*Where the stock in the ESOP pays a dividend, the plan often pro-
vides that, after each particular share of stock is paid for, the

dividends on it shall currently pass through the trust into the

pockets.

- 12 -



154

v
THE CONCEPT OF TWO-FACTOR ECONOMICS IS A POWERFUL
GOVERNMENTAL TOOL TO GUIDE ECONOMIC PLANNING, TO ACHIEVE
ECONOMIC GROWTH, ECONOMIC STABILIZATION,
REDUCTION OF INTEREST RATES, AND THE BUILDING

OF MARKET POWER INTO THE FINANCIALLY
UNDERPOWERED MAJORITY OF CONSUMERS

Congress and the Administration need new and powerful tools

to solve the twin problems of inflation and unemployment, and to

attain a growth rate that will eliminate the cause of poverty within

a few years.
Fast and effective solutions are needed to:
—- Resume and accelerate economic growth. The American econ-
omy derives its strength from its ability to bring into exis-
tence powerful capital instruments--the real source of its
productive power and affluence--and to match them with skilled
and motivated workers. We should never forget that economic
strength depends on the ability to produce an abundance of
low-cost, high-quality goods and services, and to build mar-
ket power into consumers in the process. Rapid economic
growth is essential if we are to achieve self-suffiency in
energy within less than a decade; if we are to rehabilitate
our railroad systems; if we are to rehabilitate our cities;
achieve vastly expanded production of food and fiber at much
lower costs in order to meet our share of the export demand
and to maintain a favorable balance of payments; build within

the next decade a hundred or more new towns and a hundred or

- 13 -
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more rapid transit systems; and expand the production of
basic goods and services in general.

-~Create several million new jobs in the private sector in
the course of expanding its output of goods and services.
Certainly no one can suggest that we should find make-work
employment in the public sector if, in fact, the expanding
private sector requires more jobs.

—--Protect the quality of our environment as we grow, which
will further increase the need for new capital formation
and for financing it.

~-Achieve higher incomes for our poor and our middle classes,
but by means other than increases in wages and salaries, in
order to avoid increasing the costs of goods and services.
~-Reverse inflation and achieve a_gradual and contiﬁuous

hardening of our money.

WHAT CAN ACCOMPLISH THESE OBJECTIVES WHEN SO MANY OTHER

PLANS HAVE FAILED?

Modern inflation is of such nature that it can only be elim-
inated by radically increased investment in self-liquidating new
capital formation. It is nothing short of a miraculous coincidence
that we are facing a decade in which capital formation requirements
exceed by several magnitudes those of any past decade.

Not only is it true that we can and must invest our way out

of- inflation, while solving the other problems noted above, but

- 14 -
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credit for doing so at low interest rates is, through our delib-
erate use of the economic tools given to us by two-factor eco-
nomics, unlimited.

Expenditures during the coming decade of upwards of 4.5
trillion on basic private-sector new capital formation, if struc-
tured to radically broaden corporate equity ownership and to
minimize making the rich any richer, will reverse inflation, build
market power into most consumers, create two or three generations
of intense full employment, and shrink to a fraction of their
present size tl';e various government agencies devoted to attacking
the effects of poverty while leaving its causes untouched., This
program is an attack on the ggggg»of poverty, namely, the low
economic productiveness of the individual who does not own signif-
jcant income-producing capital in a highly-industrialized economy
in which the bulk of productive input is capital input. It will
cause taxpayers' incomes to rise, the purchasing power of their

money to grow, and their taxes to fall well below present levels.

WHAT ERROR IS RESPONSIBLE FOR OUR UNEMPLOYMENT , INFLATION,

STAGNATED ECONOMIC GROWTH, AND INCOME DISTRIBUTION MISMATCH?

Present U.S. economic policy calls for solving the income
distribution problems for all consumers through full employ-
ment, and to the extent that is not achievable, through welfare.
At the same time, science, engineering, and management in busi-

ness, industry and agriculture, strive ceaselessly to eliminate

- 15 -
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employment to minimize costs. Inflation flows relentlessly and
unendingly from attempts of the Federal government to reconcile
these unreconcilables, all of which take the form--recognizable

or not--of the monetization of welfare. Money representing wel-

fare is inflation in its essence.

THE BLUEPRINT FOR THE NEW ECONOMIC POLICY

The following diagram illustrates the use of pure credit to
finance self-liquidating new capital formation in basic, well-

managed businesses:

- 16 -
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--EXPLANATORY NOTES. -

1. The Employee Stock Ownership Plan (ESOP) Trust is a tax
exempt entity organized to conform to Section 401(a) of the Internal
Revenue Code. Not only are payments into it by the corporation de-
ductible from corporate income tax within specified limits (maxi-
mum 25% of covered payroll), but the employees can accumulate cap-
ital ownership in the Trust until their retirement, free of annual
income taxation.

" 2. In addition to banks, insurance companies, and foreign in-
vestors, all of which are currently eligible to make ESOP loans,
consideration should be given to enlarging the power of savings
and loan institutions to make such loans. .

3. The corporate guarantee to make sufficient payments into
the trust to enable the trust to meet its loan amortization re-
quirements is, in effect, a pledge of the general obligation of the

corporation payable in pre-tax dollars. 1In tax theory, this is a

contribution to a qualified employee trust. In two-factor economic
theory, it is merely a commitment on the part of the corporation to
make a high bayout of the wages (i.e., earnings) of the newly
formed capital to the trust representing the beneficial owners of
the stock.

4, The direct discounting of the ESOP note with the Federal
Reserve Bank should be strictly limited to basic financing of high
priority, self-liquidating neﬁ capital fo;mation, such as railroad
rehabilitation, the building of new rapid transit systems, the ex-

pansion of agriculture, etc. It should never be used for consumer

- 18 -
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financing or mere purchase of existing assets. The interest rate
should be limited to the administrative cost to the Fe&eral Reserve
Bank and the administrative cost to the lender, including a reason-
able profit. We estimate this rate should not exceed 3% per annum
to the ESOP borrower. The only cost of risk involved in the fixing
of the interest rate should be the CDIC insurance premium, (See
Paragraph 5 below.)

5. We recommend that Congress organize a capital'financiqg

counterpart of the FHA Insurance Fund which is designed for use pri-
marily in the consumer housing field. Its name, suggested here, is
Capital Diffusion Insurance Corporation. (For further discussion,

see Kelso and Adler, The' New Capitalists, Random House (19611, re-

published by Greenwood Press, Westport, Connecticut [1975]; Kelso

and Hetter, Two-Factor Theory: The Economics of Reality, Random

House Vintage Books [1967]; Testimony of Louis O. Kelso and Norman
G. Kurland, Financial Markets Subcommittee of the Senate Finance
Committee, September 24, 1973.)

6. This basic financing design, omitting the Capital Diffu-
sion Insurance Corporation and the arrangement for discounting ESOP
notes directly with the Federal Reserve Bank (both of which we
recommendlCongress provide for with the control conditions herein
outlined), has been successfully used by several hundred U.S. cor-
porations under existing law. The newly-enacted Employee Retire-
ment Income Security Act of 1974 greatly strengthens and enlarges
the opportunities for the use of ESO? financing. (See in particu-
lar Sections 404[al[2], 407(b}, 407(d](3]1{A), 406{dl(6], 408[b1{3],
408 [e], 2003[al, 4975[d1(3], 4875 [d1{13], 4975[el[7].)

- 19 -
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7. . The diagram above, in stark and simple terms, demonstrates
the enormous problem-solving power available to government througg
the use of financing techniques built upon the principles of two-~
factor economics. -

The underlying basis for the exercise of ‘this power is sim-
ply the unquestioned right of each person within the jurisdiction
of the United States to life. The right to life, in terms of two-
factor economics, implies the right (and the correlative personal
duty) to peaceably and legitimately produce the income to sup-
port life and make life comfortable at a level compatible with our
resources, our technology, our manpower, and our know-how. Con-
trast the difference between this position and that taken by the
supporters of the "guaranteed annual income," who hold that the
right to life implies the right to receive a viable income irre-
spective of productive input. Proponents of the guaranteed annual

income are strangely silent about the guaranteed perpetual tax

servitude that this unavoidably implies for the rest of the pop-
ulation.

8. Inasmuch as the overwhelming bulk of our goods and ser-
vices is produced through the input of the non-human factor of pro-~
duction--land, structures, machines, and to a certain degree, in-
tangibles, such as firms and patents--the right of each man to
produce the income equivalent of a good standard of living depends
upon his ownership of significant productive capital.

9. ere full employment of the labor force cannot solve the

income distribution problem in itself, even though the law of

- 20 -



162

supply and demand be totally disregarded (as today is virtually
the case) in fixing the price of labor, for the productiveness
of labor is not increased by paying it more than its market value,
and the overpayment goes straight into costs; these costs even-
tually cancel out the overpayment itself and depreciate the value
of the dollar by monetizing welfare. [See A. H. Raskin, "For Or-
- ganized Labor, What Replaces 'More'?"; New York Times, September
1, 1975, copy of which is attached as Appendix II hereto.]

10. There is no practical means by which a person born with-
out capital can legitimately acquire a viable holding of it except
by using the logic which business itself uses, n&mely, by buying.
capital on credit on terms where it will pay for itself within a
reasonable period of time, without diminishing his take-home pay
or savings. His capital then will continue to produce income-~-a
second source of income--for him.

11. The right to life thus implies the right to credit to be
used to raise the economic productiveness of the non-productive
and the under-productive consumers.

. 12. Because pure credit (as distinguished from the privilege
of borrowing accumulated savings) in its very nature is social, the
way in which it is used, the persons to whom it is made available,-
and the purposes for which it is used, are proper subjects of gov-
ernmental policy and governmental execution of that policy. Since
pure credit is nothing but the power of people (including juridical
people, like corporations) to contract with each other under a sys-

tem of law which enables everyone affected by the contract to

- 23 -
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enforce his or its rights with'respect thereto, pure credit, the
use of which is illustrated by the diagram above, is by nature
a social (i.e. governmental) thing, and it is unlimited. Thus,
this is a technique for eliminating all institutional barriers to~
economic growth, leaving only the physical limitations that indus-
try and technology are well equipped to cope with.

13. It is of the most basic importance to realize that the
proposed use of pure credit for well-managed, self-liquidating basic

enterprise financing does not involve the government budget. It

creates no governmental debt or liability.

14. Of course physical limitations, notwithstanding the re-
moval of institutional barriers by the use of pure credit, still
remaiﬁ. The availability of additional manpower, resources, know-
how and unsatisfied needs and wants are all such physical limita-
tions to the rate of economic growth achievable by this proposed

policy change.

- 22 -
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v

TWO-FACTOR FINANCING AS A GOVERNMENTAL PLANNING TOOQL

The principles of two-factor economics, given the gravity of-
present economic conditions, suggest that government should iden-
tify those basic industries to be given access to low cost two-
factor fin;ncing, both because of their inability to reach high
enough gréwth rates without it, and because of the desirability of
broadening their ownership base.

Specific allocations of this particularly favorable, low cost
credit should be made only where the twin objectives of accelerating
growth of a basic productive industry and of rapidly expanding the
base of private, individual ownership of capital are determined to
be present, and only for self-liquidating and financially feasible
enterprises. For example, it would seem that, assuming sound feasi-~
bility criteria are met, fiﬂancing for energy production, for rapid
transit enterprises, for rehabilitation and expansion of the rail-
roads, for new towns, for self-liquidating urban renewal and self-
liquidating housing construction enterprises, for improvements to
industry that protect the environment, and for other enterprises
determined to be economically and socially desirable, would bhe

given high priority.

- 23 -
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THE REDUCTION OF INTEREST RATES THROUGH THE USE OF PURE CREDIT.

High interest rates are now being maintained to repress ac-
celerated growth and the inflation that inevitably results from
trying to operate the economy on one-factor principles. It is
perfectly clear that such outrageous interest rates are inflicting
enormous damage to the economy. High interest rates are causing
economic pain and suffering to millions who are thrown out of jobs;
they are strangling hundreds of thousands of small, medium and
large businesses for whom credit is the very life blood; they are
stalemating the formation of thousands of important new enterprises
and expansion of existing ones. The policy of governmental selec-
tion of industries to be expanded, and governmental assurance that
the expansion is limited to self-liquidating enterprises, with
their long term (virtually perpetual) deflationary impact, means
that interest rates on CDIC-insured loans discounted with the
Federal Reserve Bank should be limited strictly to risk (covered
by the CDIC premium), administrative costs of the Federal Reserve
Bank, and reasonable bank, insurance company, or savings and loan
profit. It would appear that such interest rates charged to the
borrower should not exceed 2-1/2% or-3% at the outside. This would
release the brakes on growth of the real economy, while pushing it

- into a cycle of stability and gentle deflation. This would free
up the use of existing savings of banks, insurance companies, and
other lenders for consumer credit, venture capital loans, and, to
the extent £hey wish to compete on the Easis of the pure credit

interest rate, for loans to finance basic new capital formation.

- 24 -
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THE TRADITIONAL ARGUMENTS FOR HIGH INTEREST DO NOT APPLY.

It should also be pointed out that the bankers' traditional
argument for high interest, namely that the banks are only cus-
todians of other people's money and must therefore obtain the
highest return possible, although perfectly valid in respect to
accumulated savings of others administered by them, has no appli-~
cability to instances where the pure credit of the people is used

to raise the economic productiveness of the people.

PURE CREDIT SHOULD BE USED FOR PRODUCER FINANCING ONLY--~

" NEVER_FOR CONSUMER FINANCING.

The crucial criteria for all loans discounted with the Federal
Rese;ve Bank should be their capital-ownership-broadening effect,
and the potential contribution of the enterprise to the quality of
life, the self-sufficiency of the U.S. economy, the betterment of
trade, etc. Such credit should under no circumstances be used for
consumer financing purposes. The reason credit expansion consis-
tent with two-factor economics is deflationary, while conventional
efforts at closing the purchasing power gap, whether through cred-
it, welfare, boondoggle, or otherwise, are inflationary, is that

two-factor financing concentrates on the expansion of self-liquida-

ting productive power and the raising of the productive power of
financially under-powered consumers, whereas conventional financing
and all types of governmental aid to the ‘economy focus on consump-

tion, which involves endless, nonself-liquidating expense.
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CREATING LEGITIMATE FULL EMPLOYMENT THROUGH TWO-~

FACTOR FINANCING OF BASIC PRODUCTIVE ENTERPRISE.

The use of pure credit éontemplated by two-factor economics
places in the hands of government full employment-creating methods
far more effective than those emanating from Keynesian economic
principles, and with radically different long-term effects.
Keynesian deficit spending, implied if not commanded by our
National Economic Policy, the Employment Act of 1946, creates
jobé for the sake of jobs, and not for the sake of the things to
be produced. Such spending is almost invariably for products thét
do not enter the consumer markets, since the very fact of signifi-
cant unemployment implies a shortage of consumer purchasing power,
On the other hand, increased employment generated by this proposed
use of pure Eredit, thus making financable needed private enter-
prise that will liquidate its own financing costs, builds owner-
ship into the employees, and in so doing expands their source of
income and market power without inflating costs. This in turn will
expand the production of useful goods and services, i.e., those
actually intended to improve the quality of human life and to
strengthen the economy.

The same technique of accelerating the initiation of self-
liquidating basic private enterprise can be used by government to
shift employment from public payrolls to enduring private enter-
prise. Thus, as the implicit economic policy begins to attack
the cause of povérty of the masses by raising their productive

pover, the myriads of Federal and State employees, many of whom
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are administering only to the effects of poverty under numerous
existing govermmental programs, may expect to shift their employ-
ment to the private sector and to jobs that will enable them, over
a reasonable working lifetime, to accumulate economic self-suf-
ficiency in the form of a viable holding of productive capital.

THE CONVENTIONAL USE OF ACCUMULATED SAVINGS FOR FINANCING

PRODUCERS AND CONSUMERS THROUGH EXISTING INSTITUTIONS.

Nothing in the use of pure credit by making ESOP-financing
paper discountable with the Federal Reserve Bank should affect the
use of accumilated savings in financing whatever those administer-
ing such savings may think proper and advantageous. Clearly, the
long-run effecg of ESOP financing techniques will either be the es-
tablishment of a two-tiered interest rate or the lowering of interest
rates generally, but this is essential if the free enterprise sys-

tem is to survive.

THE HIGH CAPITAL REQUIREMENTS OF THE U.S. ECONOMY

BECOME ADVANTAGEOUS RATHER THAN DANGEROUS.

One estimate of the cost of new capital formation for the U.S.
economy during the coming decade is $4.5 trillion. (U.S. News and
World Report, May 27, 1974, pp. 22-23.) This estimate, even with
the institution of the gradual hardening of money, may well be
conservative. That sources of such financing do not exist under
conventional concepts has been proclaimed by many economists,
bankers, investment bankers, and political {eaders. However, even

if conventional financing could be found to satisfy such enormous
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capital requirements, the distributive effects of building the

ownership of an additional $4.5 trillion or more of newly-formed
capital into the 5% of families who presently own all the pro-
ductive capital in the U.S. economy--which would automatically oc-
cur if we continue to use conventional financing techniques--would
be simply to shorten the fuse on the time bomb already ticking
away within the U.S. economy.

On the other hand, the very magnitude of those capital for-
mation finaﬁcing requirements also indicates the unlimited op-
portunity open to the Federal government for building self-suf-
ficiency into millions of American families, increasing their
standard of living, reversing inflation, and increasing the basic
economic power of the people--the ultimate assurance that the bal-
ance of power between the people and government will not in the
future tip excessively in the direction of government., In other
words, this is an opportunity to use a new form of government
power to increase the individual power (economic power) of an ever-
expanding proportion of the individuval citizens. This should mo-
tivate those who are concerned with the preservation of individual
freedoms to give their political support to a two-factor economic

policy.
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THE UTILIZATION OF ESOPS AND OTHER TWO-FACTOR

FINANCING TECHNIQUES IN INTERNATIONAL ECONOMIC DEVELOPMENT .

Only when the techniques of finance built upon two-factor
economic principles are used by the great U.S. multi-national cor>
porations to build market power and the ovmership of productive
capital into the citizens of the host countries in which those
multi-nationals operate will the United States begin to solve the
problems of economic development for the under-developed economies.
Conventional financing techniques have not solved these problens,
nor will they.

We know how to industrialize an under-~developed economy, but
without the techniques of finance here discussed, we do not know
how to build commensurate market power into the citizens of the
host countries. If we continue to build highly productive, for-
eign~owned enterérises in the developing economies, these in due
course will be nationalized. In many cases, the result will be a
net national loss of wealth to the United States and a mutual loss
of good wili between the U.S5. and the countries involved.

On the other hand, building a reasonable proportion of the
ownership of our multinational enterprises into the individual em-~
ployees of the multinational corporations in the host countries,
will, of necessity, open up fields of international development
vastly greater than any heretofore available to us. An interna-
tional constituency of employee-citizens of the host countries in
which U.S. multinationals operate would be the greatest possiblé

guaranty of their future safety and prosperity.
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WHY WOULD THE PLAN BRING ABOUT A CONTINUOUS

HARDENING OF THE PURCHASING POWER OF MONEY?

The classical definition of inflation is too many dollars
chasing too few goods. Since this plan is based upon the radical-
expansion of feasible and self-liquidating newly-formed capital,
it involves bringing into existence productive facilities that
will not only pay for themselves once within a reasonable number
of years (normally 3 to 5), but will continue almost indefinitely
" to push goods and services into the markets without further capi-
tal costs. The productiveness of the new capital instruments is
presexved by depreciation practices. FPurthermore, since the typ-
ical ESOP Trust covers all of the employees of each coxporation
employing it for financing purposes, employees are gradually put
in a position where their increasing wage demands conflict with
their accumulating capital ownership; thus wage demands may be
expected to flatten out. Since the typical ESOP Trust is designed
so that, once stock is paid for, any dividends ﬁhereaftér paid
pass through the Trust into the employees’ pockets, it becomes
possible to raise employee incomes without raising corporate
costs. Furthermore, the ESOP, by building significant capital
ownership into employees over a working lifetime, will gradually
replace fixed-benefit pension trusts and profit sharing arrange-
ments that are invested only in securities of other entities, pub-
lic or private. 8ince these do not finance growth of the spon-
soring corporation, they are pure costs which can be gradually

eliminated through ESOP financing.
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Finally, the rapid acceleration of the real growth of the U.S.
economy, desperately needed and calling for large increases in em-
ployment, will render unnecessary the governmental costs of crea-
ting make-work jobs producing little of market value. The rolls
of the unemployed will fall and in due course many government em-
ployees will be attracted by the advantages of working in industry
under conditions providing opportunities for capital ownership,
second incomes and economic security.

The accelerated growth of the economy will make the poor
richer without making the rich poorer, and will provide a larger
income and property tax base for government. In the face of
shrinking "need"” or welfare demands, we can-achieve every tax-
payer's dream of a shrinking tax assessment, accompanied by in-

creased purchasing power of the dollar.

CONVENTIONAL METHODS TO CLOSE THE PURCHASING POWER GAP OF THE PQOOR

© AND MIDDLE CLASS COMPARED TO THE PLAN BASED UPON ESOP FINANCING

AND OTHER FINANCING METHODS BASED UPON TWO-FACTOR PRINCIPLES.

Conventional Economic Expedients ESOP Financing Plan

Attacks only the effects Attacks the causes of poverty

of poverty.

Increases dependence of Creates growing autonomy, increas-
the individual on the ing economic independence of the
State. consumers who produce progressively

more of their income through their
privately-ovned capital.
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Progressively more infla-
tionary pressures.

Demotivates economic ac-
tivity through higher and
higher taxes, redistribu-
tion and discouragement of
craftsmanship.

Restrains economic greowth.

Economy increasingly de-
pends on taxation and
debt.

Numerous financial and
institutional barriers to
economic growth. "Where
do we get the money?"

Defy man's nature because
they violate Machiavelli's
Law: "A man will forgive

you for killing his father
before he will forgive you
for taking his patrimony."

Concentrates economic and
political power in the
same hands and is even-
tually totalitarian.

69-174 O - 76 - 12

ESOP Financing Plan

Gradually deflationary through the
hardening value of money. Living
becomes easier because it is easier
to produce goods and services and-
easier to buy and pay for them.

By linking the worker's perfor-
mance of his job with the acqui-
sition of a viable capital es-
tate, provides him the most power-
ful and satisfying motivational
force in history.

Promotes accelerating economic
growth.

Economy increasingly depends on in-
telligent use of credit and the
wise use of banking facilities to
expand the private economy and
enable all consumers to partici-
pate in production through capital
ownership, The credit does not
enter into the government budget
or create government debt.

Institutional barriers to growth
elininated and only physical limits
to growth remain.

The economy in which capital owner-
ship is broadly owned conforms to
the nature of man because it helps
him to acquire a capital estate, -
protects his patrimony, and helps
it to grow.

Keeps the economic power out of the
hands of the State and diffuses
ownership broadly through all con-
sumers. The State remains in the
position of umpire and guide. The
freedom of the individual can be
protected by the individual, while
political power from election to
election is centralized in an ad-
ministration and in Congress.
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Conventional Economic Expedients ESOP Financing Plan

While government has enormous
ability to make low-cost credit
available for broadly-owned basic
new capital formation, and has
therefore enormous leadership
capability within the society,
economic power in the form of

the private ownership of pro-
ductive capital remains with

the people.
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RESPONSES TO THE SPECIFIC QUESTIONS OF
THE HONORABLE HUBERT H. HUMPHREY,
CHAIRMAN OF THE JOINT ECOMNOMIC COMMITTEE,
IN HIS INVITATION TO LOUIS O. KELSO
TO PARTICIPATE IN THESE HEARINGS

In his letter to me of November 20, 1975, the Chairman re-
quested that I address my testimony to a series of questions which

I will here restate, together with my responses thereto.

1) "IS YOUR FORM OF ESOP TRULY UNIVERSALLY APPLICABLE?"
RESPONSE -
The ESOP is but a single financing design constructed on the
principles of two-factor economics (see pages 2 to 3). There
are a number of different techniques designed either:
(1) to provide both low cost capital for the financing
of economic growth, and to build broad capital ownership
and incremental productive power into the economically
underproductive (those with only their labor to sell)
and the economically nonproductive (the unemployed or
unemployable), or
(2) to achieve transfers in the ownership of capital
instruments, for example, the transfer of ownership of
a closely-held business from its retiring owners, in
ways that broaden the ownership of capital and build
ecoqomic productive power into the underproductive or

nonproductive.
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However, I believe that, except for the limitations arbitrarily
imposed by law, as for example the size of the payroll base under
which the amount of financing that can be channeled through an
ESOP is limited either to 15% or (in the case of a combination
trust) to 25% of covered payroll, the basic ESOP- (see diagram page
11) has universal applicability. It is applicable equally to
capital intensive industries and to labor intensive enterprises;
it is equally applicable to business enterprises in any part of the
world. 1In short, wherever the economy seeks or requires the aid of
technology, which is embodied only in the nonhuman factor of pro-
duction--never in the human factor--and it is recognized as desir-
able to raise the-productive power of individuals as a means of
enabling them to receive higher incomes and thus enjoy a higher
standard of living, the ESOP is suitable to build the ownership
of capital into employees who would otherwise own no capital or
insufficient capital to enable them to produce higher incomes
during their working lifetimes and to produce a higher standard
of living after their normal retirement. Obviously, I am speak-
ing here of enterprises involving the production of goods or ser-
vices for market within economies designed to protect private
property in the means of production. ESOPs are not applicable
to socialist or communist economies, simply because those econo-
mies deny that the right to privately own the means of production
is a fundamental human right. Such societies are inevitably to-
talitarian, though the benignity of the ruling bureaucracy may

differ from country to country.

- 35 -



177

It is the universality of the logic of business in private
property market economies that makes the ESOP a universally ap-
plicable tool. The logic of business is the self-liquidating
character of capital.investments.

In service industries where little tangible capital may be
used, the firm itself acts like, and has the basic characteristics
of tangible capital, for the simple reason that the combination of
the talents assembled by a profitable service enterprise is capable
of producing a higher level of net income than the sum of net in-~
comes that céuld be prodﬁced by the individuals working separately
or in different combinations. Thus, the ESOP in a service enter-
prise enables the-indiviQual worker to acquire a share of the
ownership of the firm. Individual workers can in such enterprises
through an ESOP accumulate an ownership stake that will enable
them, as capital owners, to produce a viable income after retire-
ment. In service enterprises, as in capital intensive enterprises,
the ESOP can provide a second source of income over and above the
wage or salary earned by the employee. Many of our most success-

ful ESOPs have been those established in service enterprises.
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2) "IS IT POSSIBLE TO IDENTIFY ANY TYPES OF CORPORATIONS WHICH
WOULD FIND AN ESOP OF LITTLE BENEFIT OR PERHAPS EVEN HARMFUL?"

RESPONSE

The ESOP is of little benefit to a business corporation that,
for whatever reason, is not profitable. The Esoﬁ is no substitute
for an enterprise being competitive; for good management; for a
market for its products, etc.

As for financing techniques structured upon two-factor princi-
ples which are applicable to non-business enterprises, see pages

80 to 84 below.
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3) "HAVE YOU MADE ANY ESTIMATES AT ALL AS TO THE EXTENT OF TAX
LOSS TO THE TREASURY FROM WIDESPREAD ADOPTION OF ESOPS, PAR-
TICULARLY IF THE CORPORATE INCOME TAX IS TERMINATED AS YOU
CALL FOR?"

RESPONSE .

This question involves a misunderstanding, I definitely do
not urge the termination of the corporate income tax under the
present pattern of concentrated ownership of productive capital.
All of the qualitative studies of the ownership of productive
capital in the U.S. economy made to date show that it lies almost

entirely in the top 5% of wealth holders.* To remove the corporate

¥While the quantitative studies indicate some 30 million share-
holders in the U.S., the qualitative studies show virtually all
the stock in the top 5%. As to indirect ownership, through fi-
nancial intermediaries such as insurance companies and mutual
funds, investments of this kind are almost never acquired on a
self-liquidating basis, so they do not make a net increase in
the buyer's standard of living. They are evidence of a reduced
present standard of living and the "storing" of purchasing power,
subject to the effects of inflation, for future use. In our ad-
vanced industrial economy, it is rare indeed for one to acquire
through personal saving a capital holding that would yield a
viable income. On the degree of concentration of ownership of
productive capital, see Robert J. Lampman, National Bureau of
Economic Research, The Share of Top Wealth-Holders in National
Wealth, 1922-1956, (Princeton: Princeton University Press, 1962)
pp. 23, 108, 195.

Jean Crockett and Irxwin Friend, Characteristics of Stock Own~
ership (Wharton School Stock Ownership Study, Proceedings of the
American Statistical Association, Business and Economic Statistics
Section, 1963), pp. 146-168.

McClaughry Associates, Inc. Expanded Ownership, the Sabre
Foundation, Fond du Lac, Wicsonsin, 1971, At pages 101-198 is a
comprehensive survey of the studies on "The Distribution of Wealth
in the Twentieth Century," by Professor James D. Smith of the
Pennsylvania State University. All of the studies surveyed con-
firm the general accuracy of the Lampman analysis.

See also Stock Ownership: Characteristics and Trends, by
Marshall E. Blume, Jean Crockett and lrwin Friend, Working Paper
No. 12~74, published by the Rodney L. White Center For Financial
Research, University of Pennsylvania, The Wharton School. Thisg
study confirms the findings of the earlier studies.
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income tax under conditions even faintly resembling our present
distribution of wealth, particularly of corporate stocks, would
simply benefit the rich.

The only repeal of the corporate income tax that I can urge as
desirable from every standpoint is the 1imiéed repeal involved in
making payments into ESOP trusts deductible as they are at presenﬁ,
or even better, as they would be if H.R. 462 were enacted.** The -
elimination of the corporate income tax involved in making payments
by the corporation into its ESOP trust deductible from the corporate
. income tax is essential if the ESOP is to be sufficiently effective
and efficient, if widely used, to correct the enormous maldistribu-
tion of wealth, and the resulting maldistribution of purchasing
power existing in the American economy today, as well as to facil-
itate, at a sufficiently rapid rate, the financing of new capital
formation within the economy. The widespread use of ESOP financing
throughout all types of private enterprise, combined with the low
interest rates attainable through the use of pure credit, as dis-
cussed above, is capable of enabling the U.S. economy to attain
growth rates comparable to those of Japan in the past decade, with
full employment, and with gentle but continuous deflation--that is
the hardening of the purchasing power of our dollar.

I have not made estimates as to the short-term possible tax
loss to the Treasury through the widespread use of ESOP financing,'
nor do I believe such estimates are necessary to demonstrate that
‘widespread use of ESOP financing will in fact cure the depression

**) version of H.R. 462, with some minor suggested changes, is
attached hereto as Appendices IV and V.
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in the American eConomy and restore it to health, while eliminating
its growing debt, and beginning to pay off and reverse that debt.
My analysis is as follows:

(a) The chief difficulty with the U.S. economy is that its
power to produce goods and services and its potential power to ex-
pand its production of goods and services is not matched by com-
mensurate purchasing power in the pockets of those who have unsatis-
fied needs and wants. Rather, increased production results in in-~
creased income to those who have no unsatisfied needs and wants,
present or potential, who use that excess income to acquire, through
conventional finance, further excess productive power, etc., etc.

(b} All governmental efforts to close this purchasing power
gap~-whether by outright welfare, or by subsidization of jobs in in-
dustry and in government--involve attacking the effects of poverty,
while leaving its cause untouched. Since technology is a constantly
accglerating force, -the labor redundancy, as well as labor inade-
quacy that lies behind poverty today, must inevitably grow. Gov-
ernment's efforts to compensate for this trend by using deficit fi-
nancing must increase at a corresponding pace until ultimate bank-
ruptcy overtakes the entire economy.

(c) ESOP financing, accelerated economic growth through low
cost capital and the use of pure credit, may have a brief infla-
tionary impact and result in a brief increase in governmental def-
icit financing. But it contains the seeds of deflation; within a
few years, increased productive power through increased new cap-

ital formation, increased corporate and personal incomes, and in-
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creased private employment would tend to restore the public rev-
enues and ultimately the government's fiscal health. My own be-
lief is that the cost of using financing techniques structured on
two-factor principles on a widespread basis will be more than off-
set by savings in the financing of welfare‘and boondoggle.

. {d) In short, the object of a two-factor economic policy,
from the standpoint of the fiscal posture of the government, is \
to raise the productive power of the consumers as a whole, to
eliminate the burden of redistribution and boondoggle that lies
primarily behind government deficits, and to enable the govern-
ment to gradually liquidate and pay off its debts, without im-~
pairing the rising prosperity of the economy.

{(e) It is very important to understand that the discount-
ing of ESOP financing paper with the Federal Reserve Bank does
not enter into the national accounts of the government itself,
Thus, the only possible cause of reduction of revenues would be .
-the loss of the corporate income tax resulging from the deducti-
bility of payments into the ESOP, to the extent that this loss is
not offset by réductions in government welfare and boondoggle,
increases in government personal income taxes and increases in
gift and estate taxes of individuals. 1In short, the object of
a change to a two-factor economic policy to encourage ESOP fi-
nancing and other methods of financing built upon two-factor
principles would be to build self-sufficiency into the U.S. con-
sumers as a whole, to eliminate the government's welfare burden,’
and build a tax base of unprecedented dimensions for income,

. property, gift and estate taxes.

- 41 -



183

4)  "RELATEDLY, IF THE IDEA OF EXPANDING EMPLOYEE OWNERSHIP AND

A GREATER SHARING OF THE WEALTH ARE SO LAUDATORY AND NEEDED,

THEN WHY IS SUCH A LARGE TAX BREAK TO THE CORPORATIONS NEEDED?"
RESPONSE

As before mentioned, the logic of bﬁs;ness finance is, and
always has been, to invest in capital on terms where it will first
pay for itself within a reasonably short period of tihel(nozmally
three to five years) and then go on throwing off net income in-
definitely. But lacking a rational economic theory of a private
property, free-market economy, our institutions were built under '
the guidance of some sound theoretical insight, heavily influenced
by the personal greed of the wealthy individuals in power,‘and
with heavy doses of simple business expediency, in such manner
that for 150 years we were able to maintain an economic growth
rate that looked good, compared with the economically primitive
past, and still enabled us to turn in, as a national economny, an
economic performance that was superior to all other countries on
earth. Nevertheless, it was a crude performance compared to what
it might have been had we understood what technology was all about,
and how to harness it to the human society in. such manner that we
could maximize the production of goods and services, minimize toil;
and maximize leisure, self sufficiency, and personal security.

It is true that the logic of business is to invest in capital
on terms where the capital will pay for itself within a reasonably
short period of years, normally three to five years, But under

conditions where state and federal governments take 50% to 60% of
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the wealth produced by capital before it can even be used by the
;orporation, and the principle of private property, as applied

to the stockholders of the corporation is wholly negated, as it

is in every state of the U.S., so that the shareholaers of a cor-
poration havé no legal right to their proportionate part of the
annual net earnings of the corporation, then there is no oppor-
tunity on the part of the 'shareholder to buy common stock in the
market place on terms where he can reasonably expect to pay for

its price out of its yield. 1In fact, exactly the.reverse is true.
With rare exceptions, and they have been extremely brief, the in-~
terest rate on personal loans has been higher than the yield of
capital stocks. Nor is it adequate to say that in a few instances,
the personal investor, had he sold his "investment," might have

paid his interest costs out of his capital gains plus his yield,

had he borrowed to purchase his stock. The end result is that he
has a petty windfall of no investment significance, and has parted
with the capital he might have retained had he been an "investor”
rather than a "speculator” as the system forces him to be. Further,
had the corporation, through its Board of Directors, determined

to pay some part of the annual net earnings in dividends--something
they are under no legal obligation at all to do--every income-taxing
jurisdiction would have taken its bite out of those dividends once
they reached the stockholder, thus assuring that his ultimate usable
personal income from his capital stock would never pay more than

a tiny fraction of the cost of purchasing that capital stock.
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While it is true that the logic of corporate finance is in-
vestment in things that pay for themselves within a short period
of time, it is not true that an individual can purchase capital
stock representing either newly formed capital or existing capital,
and pay for the price of that stock out of the nonexistent yield,
or tatters of earnings which he may receive under conventional
corporate practice. Perhaps in exceptionally profitable corpora-
tions, an ESOP might make it possible for employees to buy a dim-
inished interest in the stock of their employer without such pay-
ments into the ESOP being deductible for corporate income tax pur-
poses, provided that the further double mayhem of personal tax
liability on income represented by accumulating stock interest,
but not in a form usable to pay taxes, were still available.

As noted above, the more fully we give corporate stock the
characteristics of private.property, i.e., the right of the owner
of the stock to receive periodically and dependably the full yield,
or proportionate net income of his equity in the corporation, the
more fully, expeditiously and efficiently can we enable those
who do not own capital to buy it, pay for it out of what it pro-
duces, and then own it and employ it to enchance their lives.

Technically, it is not a "tax break" for government to pro-
tect the private property of a stockholder in his right to re-
ceive the full wages of his capital before it ta;es him, Private
property is a basic tenet of a democratic free society. We have

not accorded the ownership of industrial capital the same rights

-
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of private property originally accorded to agricultural private
property simply because our economy was put together out of a
patch work of expedients, in the absence of any comprehensive
theory of éapitalism.

The theory of capitalism dates from the publication of

The Capitalist Manifesto written by Mortimer J. Adler and myself

in 1958. Prior to that there was no theory of capitalism; there

was a collection of ideas believed to be characteristic of a cap-

italist society, but these were not part of a comprehensive logic.

The word "system" means "logic." We cannot call our economy an

"economic system" unless we can define its logic. The failure to

accord the stockholder the right to receive the wages of his cap-

ital, paid periodically and dependably like the wages of labor,

was simply one of those missing links in our concept of a capi-

talist economy. Nor was that link missing without reason. Lack-

ing a method of providing adequate--much less unlimited--financing

for the growth of newly-formed capital without permitting manage-

_ment to arbitrarily withhold the wages of capital indefinitely,

meant that economic growth would be totally stifled. The deducti-

bility of payments into an ESOP trust from the corporate income
tax only appear to be a "large tax break"” because we have been
conditioned to think of stock ownership as carrying no right
.whatsoever to the earnings produced by the underlying capital.
The corporate income tax is one of the chief lapses in the

rights of the stockholder to receive his proportionate sha;e of
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- the total net income produced by the underlying capital. The gov-
ernment intercepts the income in the corporation before it reaches
the stockholder. As long as all of the capital ownership is in
the top 5% of wealth holders in the economy, it would be a disaster
to now totally repeal the corporate income tax. But, as noted
above, it is a ycst desirable step in this direction to make the
payments of the wages of capital to the beneficial owners of.capf
ital tax-deductible as they are paid to the ESOP for the beneficial
ownership of the employée—participants.

When we have built an economy sufficiently large to produce
a high standard of living for all consumers, and in that process
have built capital ownership into all consumers so that they par-
ticipate, on the one hand, in the production of the goods ﬁnd ser—
vices representing that high standard of living, and on the other
hand, receive the income represented by their productive input,
whether through their labor power, capital ownership, or both, it
would then be appropriate, I believe, to repeal the corporate in-
come tax altogether and to rely solely on the taxation of individual
income. In this way, we correct the original mistake (the corporate
in;ome tax) while also correcting the concentration of the power
to produce goods and services represented by the concentrated*

ownership of capital in the U.S. economy.
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5) "FURTHER, ARE NOT THE IRS CODE 401 PROVISIONS SUFFICIENT

INCENTIVE SO THAT FURTHER INCENTIVE THROUGH THE ADDITIONAL

1% INVESTMENT TAX CREDIT IS NOT REALLY NEEDED OR NECESSARY?"
RESPONSE

) The United States economy is in a perilous condition. A
major, though presently unmeasured, portion of }tf economy is
withheld from bankruptcy by governmental s:gg;éiégggs of one
thousand and one varieties., The national debt grows apace and
inflation ravages our currency. As goods and services become
_ technically e;sier to produce, income becomes harder to get, and
the great majority of U.S. families and consumers struggle vainly
for what is--relatively speaking--a meager living.*

Our largest cities, several of our largest states, our largest
railroads, many of our major banks, many of our largest manufactur-
ing concerns, and thousands upon thousands of businesses in general
are bankrupt or are teetering on the verge of bankruptcy. To be-
lieve that this perilous situation is going to correct itself is
simply to be blind to the fact that it is directly traceable to
the structural flaw in our economy: nmost of our goods and services
are produced by capital and only 5% of our consumer units own any
capital whatsoever. Redistribution by government and by govern-
mentally supported wage coercion (all of which go into inflationary
costs) has reached the point of provoking a taxpayers' general strike.

Nothing short of the most strenuous effort on the part of
government to facilitate the building of capital ownership into
*The atfluence of an economy can only be honestly measured by com-
paring what it is technically capable of producing in goods and

services with what its people expect and desire it to produce. By
that standard, U.S. citizens are poorer than the people of India!
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the noncapital;owning masses of consumers will pull us back from
the brink of total disaster. We take false comfort from the fact
that our example is followed by all of the oﬁher market economies
of the world, and that in following our example they are getting
into trouble as deep or even deeper than ours. Thus, relatively,
we don't look so bad, although we are all on our way to certain
economic collapse unless we begin to make sense of our economies
and, indeed, convert them into economic systems, as I am urging.

But the present 1% voluntary additional investment credit
available to corporations that capitalize that 1% and transfer
the stock to an ESOP trust involves a still more frightening prob-~
lem. First, let me say that I believe, and have repeatedly stated,
that the strength of the United States is dependent upon its tech-
nology, its great accumulations of capital instruments, and its
ability to bring into existence enormously greater productive
power in the form of new capital formation. I therefore applaud
governmental policy that encourages such new capital formation,
particularly under the present circumstances of our economy that
is so ill-designed to finance economic growth.

But if, as I am confident is the case, there is a time bomb
ticking away in the U.S. economy because most of our goods and
services are produced by capital, and only 5% of the ‘consumer
units own any capital, then it is nothing short of astonishing
that Congress--particularly its members who style themselves as
liberals--should order a gift to be made by all taxpayers to the

already rich, to the extent of about $8-1/2 billion a year! For
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the investment credit is, in fact, a gift from the taxpayers as

as whole, to the top 5% of wealth holders who own the corporations
that take the investment credit. If the investment credit were
used to preserve the status quo as far as the concentrated owners
of capital are concerned (and I believe in the strict protection
of private property, for one cannot build a private property econ-
omy upon the destruction of anyone's private property), then 5%

of the investment credit would flow to the existing stockholders,

and 95% of the investment credit would be capitalized and trans-

ferred, both for economic and motivational reasons, to the employees

of the corporations taking the investment credit! Thus, the intel-
ligent use of the investment credi£ would not only provide a means
of greatly expéditing the building of capital ownership into the
noncapital-owning working employees of the companies that elect

to use the investment credit, but it would prevent intensifying

the concentration of ownership of wealth that constitutes the

dagger aimed at the heart of the American economy. We would stop

making the rich richer by ceasing to enforce gifts to them from
the middle class and the poor.

I have heard of a thing called "practical politics", and un-
derstand that under "practical politics” Congress does not nake
sudden major changes, no matter how rational, nor indeed, how im-
perative the need may be. Consequently, perhaps the most we can
hope for is that 50% or so of the investrent credit will be re-

quired to be capitalized and transferred to the workers. I still
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think it is important that when we do this, we understand what we
are-doing: we are making a gift of about $4-1/4 billion to the
already excessively rich, and using $4-1/4 billion of the invest-
ment credit to build self-sufficiency into the financially under-
povered American workers.

In a later section of this paper, I will outline some of the
additional steps that Congress could, and I earnestly hope_will,
take in order to stave off the collapse of the American economy--
steps that would facilitate both the acceleration of the economy's
growth rate and the broadening of its capital ownership base.

Let it be remembered that profit sharing and priQate conven-~
tional pension systems have been encouraged by legislation in the

American economy for some fifty years, but still, 5% of the con-

sumer units own all of the capital. It is quite obvious that much

more effective measures, and much more effective leadership in sup-
porting those measures, is necessary if we are to pull back from

the brink of the greatest economic collapse in history.
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6) "UP TO NOW, ESOPs HAVE BEEN ESTABLISHED AND ARE CURRENTLY BEING
CONSIDERED BY CORPORATIONS. YET, ONLY 22 PERCENT OF THE LABOR
FORCE WORKS FOR MANUFACTURERS AND THIS IS LIKELY TO DROP BELOW
5 PERCENT IN A FEW DECADES. THUS, AREN'T YOU REALLY TALKING
ABOUT A PRETTY NARROW FIELD IN TERMS OF ALL THE PROMISES YOU
PUT FORTH CONCERNING GREATLY INCREASED RATES OF ECONOMIC GROWTH,
UNIVERSAL CAPITALISM, AND A SUBSTANTIAL REDUCTION IN TRANSFER
PAYMENTS? HOW CAN ALL THIS BE ACCOMPLISHED WITH SO MANY WORKING
FOR GOVERNMENT AND IN SERVICES AND PARTICULARLY ALL THE UNEM-
PLOYED AND THOSE CURRENTLY RECEIVING WELFARE OR OTHER TRANS-
FER PAYMENTS?"

RESPONSE
Of the 150 or more ESOPs established or in the process of

being installed by Kelso Bangert & Co. Incorporated in corporations

to date, only a modest percentage--perhaps no more than 20%--are in

manufacturing corporations. The others are in various kinds of ser-
vice eﬁterprises, like advertising, engineering, construction,

‘banking, plant protection_services, radio broadcasting, and the

like, and in various trading, retail and other types of enterprise.

The ESOP is as applicable to trade,'service, wholesale, retail,

and business corporations in general as it is to manufacturing.

There is nothing peculiar to manufacturing that makes it unique in

this respect.

In a book written by Dr. Mortimer J. Adler and myself and pub-

lished by Random House in 1961, entitled, The New Capitalists:

A Proposal to Free Economic Growth From the Slavery of Savings,

Mr. Adler and I showed that the economy could build, with "the
financed capitalist plan®”, capital ownership into all consumer

units within the economy. We pointed out that because the pro-

ductive power of an economy cannot be expanded many times over

instantly, Congress would have to set the priorities determining
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into whom the capital ownership should be built first, then sec-—
ondly, etc. As has been said, the logic of well-managed private
enterprise is to invest in capital on terms where it will pay for
itself in a brief period.of years (normally within three to five -
years), and then go on throwing off net income indefinitely, its
productiveness being preserved by depreciation procedures that set
aside funds for the restoration of wear, tear, and obsolescence be-
fore net income is computed. If this is so, and it ii so, then it
is only a question of financial and legal design; ana the allocation
of credit, that determines which persons become owners of newly~
formed capital when it has paid for itself. Thus, Congress could -
select the elderly, the welfare recipients, the unemployed, or in-
dividuals released from prisonﬁ, as part of their rehabilitation,
war veterans, or whomever, and in whatever order.

Obviously, our emphasis upon the ESOP represents our view as
to what the presgnt priorities should be. We are not going to be
able to produce a high general standard of living unless we build
the productive power to turn out a vastly greater amount of goods
and services than we can produce today, while at the same time,
building in the capital productive power necessary to protect the
environment. This, I estimate, requires the expansion of the pro-~
ductive power of the existing economy, on a per capita basis, by
a factor of somewhere between 7 and 12 magnitudes. This is a
ﬁitanic construction and production job and it will not be ac~

complished unless we fully employ every employable person in the
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U.S., and unless those individuals are motivated to give their best
efforts to the We believe that the accomplishment of this
goal will require somewhere between 25 and 30 years of the most
intensive full employment, and that in the course of that period,’
the overwhelming majority of U.S. consumer units will acquire viable
capital holdings that will provide them with economic security and
independence, and the means of continuing to produce a good standard
of living after they havé retired from the employment world.

Thus, we would suggest that this 25 year plan should be well
launched, perhaps 10 or 15 years downstream, before using the tech-
niques of buildiné capital ownership into people who do not take
part in the construction and production of the "second economy".

In the long run, of course, we will achieve an economy that
will provide us with a high general standard of living for all
consumexr units with only a éraction of the potential labor force
being employed. Perhaps 10 years will be as long a time as any
man or woman can be permitted to spend in the labor force three
or four decades from now, if we believe it important that every
individual spend some years in productive employment as a vital
part of his or her education about how the world runs.

Obviously, in the meanwhile, we must by welfare measures sup-
port those who cannot participate in the labor force: the elderly,
the sick, the mentally deficient, etc. But as the productive capa-
bility of the system expands, and as employment in the private sec-
tor soaks up the unemployed and then begins to attract people from

government payrolls, the power of the society to handle its welfare
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burden will not only bé adquate, but the welfare burden will pro-
gressively diminish.

In short, the task of building an adequately productive Amerjican
economy is so crucial that we believe it would be dangerous to en-~
able men and women who do not lend a hand to this task to acquire
capital ownership as easily as those who do. While many of our
public uiterancas would lead one to believe that man is a toil-loving
creature, this does not happen to be the fact. If people in general
could become affluent--in the practical sense--as easily without

working as by working, they would take the non-work route.*

*For an example as to how financing techniques employing two-factor
economic principles could be used to build capital ownership into
welfare recipients, see "Income Maintenance Through Two-Factor Theory
and The Second Income Plan", a memorandum for the panel of the Presi-
dent's Commission on Income Maintenance Programs at its hearings

in Los Angeles, California, on May 23, 1969, a copy of which is
submitted as Exhibit 3 to these hearings.
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7 WON'T THE ALLEUBED INCREASE IN PRODUCTIVITY UPON CORPORATE
ADOPTION OF AN ESOP BE HINDERED BY: a) THE FACT THAT THE
SECOND INCOME WOW'T BE RECEIVED FOR QUITE A FEW YEARS, DURING
WHICH TIME MANY EMPLOYEES WILL PROBABLY LEAVE AND b) EVEN
UPON RECEIPT OF THE DIVIDENDS, THEY WILL BE SUCH A SMALL
PART OF THE EMPLOYEE'S TOTAL COMPENSATION THAT THEY REALLY
WON'T MOTIVATE THE EMPLOYEE IN A NEW AND SIGNIFICANT WAY?"

RESPONSE
This question involves a misunderstanding as to how a typical

ESOP designed by Kelso Bangert & Co. Incorporated treats the prob-

lem of dividend distribution, The great majority of the 150 or so

ESOPs that we have installed or are installing in companies in the

U.S. contain provisions that, on a share by share basis, as stock

is paid for, any dividends declared on the paid-for stock will

pass through the trust into the participant's pocket. Thus, the

flow of dividends, where a dividend-paying stock is involved,

would normally begin with the first payment into the tfust, which

would pay for a specific number of shares that are then allocated
to the participants' accounts. Dividends declared thereafter on
those shares would then flow into the employees' pockets., The
number of shares allocated, of course, increases from year to year;
thus, the dividend flow increases from year to year.

It is quite true that the pay-out of dividends $y U.S. cor-
poration§ is relatively modest, although no one should underesti-
mate the wonderment of the individual who has never previously
received capital-produced income upon the receipt of his first

few dividend checks. The size of the dividend income will grow

as the use of ESOP financing grows and as Congress makes the ESOP
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progressively more effective in building significant capital own-
ership into individuals. Thus, a major portion of the dividend
credit should be capitalized and transferred to the.corporation's
ESOP and such treatment should be made a condition to taking the -
dividend credit at all. The provisions of H.R. 462 (Appendix IV
attached hereto) and other legislation discussed in this paper,
should be considered by Congress as means of accelerating the
magnitude of the "second income" which employees can and should
receive.

Finally, it is a basic tenet of two-factor economics that
Congress should--even if this requires enactment of a Federal
corporation law and mandatory compliance with that law by all
corporations engaged in activities over which Congress has juris-
diction--protect the private property of the corporate shareholder
in his right to receive his proportionate part of the net income
of the corporation and to have it paid out regularly, not less
frequently than annually. The essence of private property in
producer goods (or capital instruments) is the right of the par-~
ticular shareholder to receive the total proportionate share of
the income produced by the capital represented by his shares.

To the extent tﬁat such right does not exist, corporate stock
does not represent private property ownership in the means of
production. It is nothing short of scandalous that today the
stockholder has-no right to the earnings of the corporation in

which he owns shares. The Federal government lifts up to 48%
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of the wealth produced by capital before it can be used by the
corporation itself. The various states then take their bite.
The board of directors may appropriate indefinitely 100% of the
remaining earnings. Granted that this probably was the only way
to finance our inadequate rate of economic growth in the past, the
techniques built upon two-factor theory (see diagram on page 17
above) eliminate this deficiency and provide an unlimited source
of financing érowth while paying the wages of capital fully and
regularly like the wages of labor. This cannot, of course, be
done overnight, but it certainly could be totally accomplished
within the space of three or four years if we determine that we
are going to make ours a truly capitalistic economy. I strongly
urge and recommend that the Joint Economic Committee give this
matter its closeét consideration and, if it ultimately agrees with
my recommendations, that it throw its weight behind the restora-
tion of private property, or more accurately, the granting of
private property to owners of corporate stock in U.S. corporations.
When private property is restored to the stockholders of cor-
porate stock, and financing techniques that broaden the proprietary
base become the primary methods of corporate finance in the U.S.
economy, in the process eliminating inflation and unemployment,
I believe that in a few years the major portion of every em-
ployee's income will be derived from capital, for the very simple
reagon that most of the goods and services in the U.S. economy are

produced by capital.
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8) "WHY SHOULD THE NEW SHARES OF STOCK BE ALLOCATED ACCORDING

TO COMPENSATION LEVELS WHEN THIS WILL JUST WIDEN THE PRESENT

INCOME GAP BETWEEN THE VAST MAJORITY OF LOWER AND MIDDLE

INCOME WORKERS AND THOSE HIGHLY PAID EXECUTIVES?"

RESPONSE

It is entirely possible that some U.S., corporations may over-
pay some of their executives., But it is also true that, as a whole,
executives are the most strangely propertyless class in history.
They may have high incomes; they certainly have high taxes and high
living costs. Their aggregate ownership of capital--~I am speaking
now of professional managers, as distinquished from those who in-
herit significant capital ownership--is negligible. It is a rare
event for an executive to retire with a capital accumulation large
enough to support him comfortably without his social security and
his pension. Even so, it is not uncommon for his standard of liv-
ing to drastically drop upon his retirement.

The great disparity in wealth is not between corporate execu-
tives and other corporate employees; it is between the 5%--mostly
inheritors of wealth--who own all the U.S. capital, and all the
rest of the consumer units in the U.S. economy.

Management--good management--is a rare dnd valuable talent.
The law of supply and demand decrees that it will be highly paid
where, in fact, it is particuarly well qualified and competent.

On the other hand, I believe that the broadening of stock owner-
ship among all employees, and the gradual taking of steps to
establish private property in corporate stock to stockholders,

will make the employee stockholders of a corporation, as well as
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the non-employee stockholders, extremely cost-conscious. "An ex-
cesive salary means, under those circumstances, a reduced dividend.
‘The pressure on management to be reasonable and responsive to the
interests and wishes of stockholders in general, and to employee-
stockholders in particular, can almost be guaranteed.

It sﬁould not be overlooked that the relative pay granted to
employees of any enterprise is the best measure of the relative
importance of that employee's contribution to the corporation's in—
come. Employees who believe their talents are worth more than they
are paid customarily change jobs. It would be flying in the face
of facts to assume that all employees are equally valuable; we all
know otherwise.

Finally, while a few executives may be highly paid, it should
be remembered that their stock ownership in the aggregate in most
corporations would constitute a tiny fraction of the stock ownex-
ship of employees as a whole under the standard ESOP allocation.
The ESOP allocation is as just as the wage payments; it would be
difficult to see how greater economic justice could be achieved.
Also, it should be remembered that under existing law, the Internal
Revenue Service has the power to deny the deductibility of "unreason-
able" salary payments. Perhaps the Treasury should be given Congres-

sional encouragement to use that power more vigorously.
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9) "WHY HAVE YOU ADVOCATED THAT THE SHARES ALLOCATED TO EMPLOYEES
CONTAIN NO VOTING RIGHTS? SHOULDN'T ALL OWNERS OF A CORPORA-
TION HAVE A SAY CONCERNING THE GENERAL POLICIES OF THE COMPANY
THEY OWN A PART OF?"

RESPONSE a

This question involves a ﬁisapprehension as to what I have
advocated. I do advocate, in fact, precisely the opposite. I
believe that only one of the 150-plus ESOPs that my firm has de-
signed and established or is in the process of establishing in U.S.
corporations involves non~voting stock, and that one was at the
client's insistence, and contrary to our recommendation.

The function of the ESOP is to create an identity of inter-
ests on the part of public stockholders, management stockholders
and submanagement employee-stockholders. Thi§ can best be done
by using a single class of s;ock and by having voting rights at-
tached to all such shares.

However, it is also true that the voting of shares in most of
the ESOPs that my fifrm has designed and established is done by a
committee, usually three or five persons, appointed by the board of
directors, and subject to change or removal by the board of direc-
tors. In many cases, employee representatives are appointed by
the board of directors to sit on the trust committee as a means of
facilitating communication between mangement and employvees.

A basic tenet of two-factor economics is that the function of
ownership and the function of management are two entirely dis&inct
functions It is postulated that any human being can be an owner
of productive capital (usually shares of stock in business corpora-

tions) and that, ideally, every individual would actually own a
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viable holding of such shares. However, it is not a postulate of
two-factor economics that every individual is qualified to manage

a corporation. The ideal corporation is one in which promotion
from level to level in the corporate hierarchy is possible and easy.
Nevertheless, management is a rare and difficult art; the health
and success of the corporation as a whole depend upon its having
the highest quality of management. Any sound employee communica-
tions program designed to facilitiate an understanding of the com-
pany's ESOP will emphasize to all employees the vastly greater im-
portance to them, now that they are becoming stockholders with grow-
ing stock ownership, of the highest quality and capability of the
corporation's management.

A'significant number of the ESOPs which Kelso Bangert & Co,
Incorporated has designed and installed provide for the passing
through of the vote to the employee~-stockholder., Thus, the trust
operates a proxy machinery for stockholder meeting purposes simi-
lar to that operated by the corporation for non-employee stock-
holders.

I believe that the best ESOP trust design is one which does
pass the vote through to employees as the stock is paid for and
thus gives employees a voice in the voting of corporate stock.
However, I believe also that a number of years of living with an
ESOP and learning to understand the meaning and significance and -
potential value of stock ownership--in other words, a period of
education about capitalism and particularly about two-factoxr eco-
nomics--should preceed the passing through of the vote to employees

where that vote represents control of the corporation.
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Nothing could be more disastrous to a business than for stock-
holders to elect amateurs to the board of directors and for the
board of directors to appoint an amateur management. Such a cor-
poration would stand out as a disaster to be avoided by all future
businesses. Too long we have thought ;n one-~factor economic terms.
It regquires education to think in two-factor terms, and the most
important facto; in that education is for Congress itself to give
guidance to the citizens of the country in two-factor terms. As
pointed out later, I would recommend as a first step, that the Joint
Economic Committee of Congress recommend to Congress the amendment
of the Employment Act of 1946 to give the U.S. a two-factor economic
policy rather than the one-factor economic policy under which it
suffers today. A draft of that legislation is contained in the
Appendix to the book published in 1967 by Patricia Hetter and myself:

Two-Factor Theory: The Economics of Reality. A copy of that Ap-

pendix is submitted with this paper as Appendix III.

- 62 -



- 204

10) "“AS OF NOW, GIVEN THE PAST EXPERIENCE OF CORPORATIONS WITH
ESOPs AND CURRENT TAX LAWS AND CONGRESSIONAL ACTS RELATED
TO THEM, IS THERE ANY POTENTIAL FOR CORPORATE ABUSE OR AT
LEAST CORPORATE FINANCIAL GIMMICKRY WITH NO BROADER BENE-
FITS TO EITHER THE EMPLOYEES OR SOCIETY?"
RESPONSE
ESOP financing is the most complex financing ever used by a
corporation, for the simple reason that it affects the entire cor-
porate personnel and the corporate personality. The implem%nting
of ESOP financing involves a vastly broader spectrum of professional
disciplines than that required for conventional corporate finance.
Very few firms, to date, realize this, or are prepared to cope with
this fact. What is more dangerous, no doubt, is the entry into the
. field of many a self-styled "financial advisor", with scant knowl-
edge of two-factor economics, securities regulations, tax law, de-
ferred compensation law, labor law and practices, investment bank-
ing practices, communications insight and capability, accounting,
and so forth. Thus, it is inevitable that a certain number of ill-
designed, and possibly even illegal, ESOPS will be established,
and that some properly established ones may be mismanaged.
Nevertheless, the ESOP is about as fool-proof a device as
human ingenuity can create for the purpose. Congressional recog-
nition of the desirability of implementing broader capital owner-
ship is encouraging some of the most responsible investment bank-
ing firms to establish ESOP capability, and Congress can do much
more in this direction.
About the only potential for serious abuse lies in the possi-

bility that a malevolent management, or malevolent close holding
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owners, will sell a worthless business to employees through an ESOP,
In other words, they will vastly overprice the business acquired

by the employees., Fortunately, this risk, though it does exist,

is extremely remote, The stock purchased by an ESOP must be paid
for. Either the ESOP must borrow, on the corporation's guarantee,
sufficient funds to buy the stock, in which event the entire trans-
action falls under the icy scrutiny of a lender, or the sellers
carry the credit themselves and are thus dependent upon the busi-
ness paying for itself within a reasonable period of years. If

it does this, it has demonstrated that it was not such a bad buy

in the first place.

Many possible legislative steps could be taken to further mini-
mize this risk. Perhaps the most significant one is the provision
of H.R. 462 (see Appendix IV) that would permit a transaction to
be reviewed by the Treasury in advance with respect to the valua-

tion of stock to be acquired by an ESOP,
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REJECTION OF ESOP FINANCING BY
THE UNITED STATES RAILWAY ASSOCIATION
IN CONNECTION WITH THE REORGANIZATION OF THE
NORTHEAST CORRIDOR RAILROADS
AND THE ESTABLISHMENT OF CONRAIL

Perhaps as good a description as any of the background of
Sections 102 and 206(e) (3} of The Regional Rail Reorganization Act
of 1973, requiring U.S.R.A. to use ESOP financing for ConRail, is
the account written by Mr. William Jones, a staff writer for the
Washington Post and published in that newspaper's issue of January

2, 1974, as follows:
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WEDNESDAY, JANUARY 2,

1974

Phone 223.6000

'_Rdil Act to Spur

Worker. Quwners

- By Willlam Jones
Washington Poat Seaff Writer

President Nixon plans to
sign into law today a $2-bil-
lion messure that is de-
signed fo rejuvenaty rail-
roads in the northeastern
states and which provides
for potentia) ownership of
the new system by ity em-
ployees.

Inclusion of the unpubli-
clzed stock ownershlp sec-
tlon apparently marks the
first time.Congress has gone
on record endorsing. em.
ployee ownership of a key

* industry.

The idea came from Sen.
Hussell B. Long (D-La), who
argued that the entire eco-
nomic system Is threatcned
unless the “wisdom” of the

d Act

They argued that the fun-
damental and  unprece-
depted reorganization of
bankrupt railroads is likely
to fail, snd prompt more re.
quests for government bail
outs, unless railread work-
ers are given a piece of own-
ership in the surviving sys-
tem. .

Under the leglslation, a

. new (ér-prpm railroad will

begin business about two
years trom now, supplanting
six major bankrupt systems
of today—the Penn Central,
largest In the.nation, and
Lehigh Valley, Reading,
Central of New Jersey, Bos-
ton & Maine and Erie-Lack-
awanna

A Unlted States Railway
will be ercated

out wealth by making land
available to many in the last
century—is not applied to
the nation’s major ecnnnmlc
enterprises.

“l am

"

to draw up the new raitroad
network and to finance an
overhaul of outmoded equlp-

- ment and facilitles with up

to slb blmon of goyern-

we cane
not retain our

Xoans
" In additlon, the |

greatness” he sald, “if wo
do not .., institute nteps
thet will make it posiible
within a few years, for every
household and ind}

includes some $360 mitlion
of direct federal payments—
money to pay salsrles for up
to 30,000 workers who may

in
America to become an
owner of a viable holding of
productlve capital” .
Long’s basieally Popullst
fdes won qulck support
from a diveras group thst
Included Senators Mark O.
Hatficld (R-Ore.), Clifford P,

Hansen (R-Wyo.), Huhert H, .

Humphrey (D-Minn) and
Lee Metealf (D-Mont.), who
helped in the drive to incor-
porate employee stock own-
ership in the rait legislation.

lose employ in the re-
organization, money 1o un.
derwrite continued rail op-
erations while the new sys-
{em Is deslined, and subsid.

les to keep unprofitahle
branch lines in husiness
where local governments

want 1o share the losses.
Craditors of the Pennsy
and other bankrupt rail-
roads, if federal judzes ap-
prove the plan, are supposed
to receive stock in the new
railroad firm in exchange
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for rail properties now
owned but needed for the
{uture system.

These shareholders would
have no say in running the
new railroad, however, until
and unless the system be-
comes profitable and no
more federal money s
needed.

What supporters of em-
ployee ownership are aim-
ing for is a decision by the
bankruptey judges to ex-
change only preferred stock
for the rail properties, open-
ing up the opportunity for
selling common stock to em-
ployees—while at the same
time ralsing needed capital
for operating and expanding
the service,

The legislation requires
that U.S. Railway Assucia-
tion, in designing the final
rail system, must st forth
the manner in which om-
ployee stock ownership is w0
be used to raise capita).

The US.RA. must take
into aceount, according to
the legislation, the “relative
cost savings” compared to
conventional ~methods of
raising corpuwiute funds, la.
bor cost savings, a potential
for minlmizing' strikes and
producing more harmonious
industry-labor relations, pro-
Jected employes dividend in-
comes, the impact on quallty
of service and costs Lo con.
sumers, snd meeting the obh.
jective of a sell-sustalning
business.

Although the rafl bill
merely permits and does not
require use of employce
ownership, Long said it rep-
resents the “greatest ad-
vance Congress has made In
this area.”

A long-range benelit for
taxpayers and the nalion, he
said, is that Congress might
have an answer the next
time some bankrupt firm
asks for a bail-out, "It may
be that we can say, 'If you
work this out so that your
employees have a substan-

tisl piece of the action, our
experience i3 that that type
thing tends to work,” he
sald.

“It is Indlspensable that
we ask ourselves a basic
question.” said Long re-
cently, when the Senale was
considering the rail bill:

“Why did one of the most
important railroad systems
in the world, lacated in one
of the most highly popu-
!ated and highly industrial-
ized areas of the world, pos-
sessing a labor force that
was more thsn adequate
hoth In numbers and in
aklils, 101l into shameful dis.
repalr and  finally  bank.
ruptey?”

One niust conclude, Lony
argued, that the existing fi-
nanclal structure was the
culprit because it concen.
trated ownership of the en-
tire railroad system wlithin
the hands ot an elite that
represents only 3 per cent
of the nation's wealthy cltl-
zens.

This led, for'example, lo a
situation where the ailing
Penn Central was distribut-
ing regular cash dividends
nn its stock in the late 1960s,
even while sowing the seeds
for future disaster,by Ignor-
ing long overdue moderniza-
tion and repair expenses,

Sen Hatfield said: “"Our
tailread crisis is merely one
moze in a growing parade of
examplos where a  bank-
ruptey in leadership and vl.
sion has led to a vacuum in
our corporate  structure
whict, not surprisingly, has
been fllled by increasing
government powers and cop-
trols an¢ new and more -
costly bureaucracies.”

In addition to govern-
ment-guaranteed loans to
the Penn Central following
its mid-1970 bankruptey, the
federal government In re-
cent years has assisted
Lockheed Alreraft Corp. and
other defense contractors.
faced with tallure.

The epergy crisls has
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brougtht renewed worries
about the ability of Lock-
heed to survive and has led
Pan American World Alr.
ways to warn that it may
have to have a feders] sub.
sidy to keep free of bank-
Tuplcy courts,

There are p variety of
employee ownership con-
cepts, but the driving force
behind Long's enthusiasm
is the Kelso plan. named for
Louis (. Kelso, & lawyer
who specializes in corpo-
rate finance and author of
*The Capitalist Manifesto”
and “The New Capitalists,”
written with philosopher
Mortimer J. Adler.

Kelso's concept would per-
mit rail employees to retain
all resent pay ond fringe bene-
fit levels, with Lhe added op-
portunity to buy ana pay for a
sizeable chunk of stock in the
new railroad ($10,000 on aver-
ape per worker, assuming 70,-
000 of 100,000 current workers
are given new jobs).

These holdings ol stock
would be protected en masse,
through beneficial holdings in
a trust, much the same way as
wealthy Americans accumu-
late more weslth and isolate
their risks. No taxes would be
paid on any worker's property
acquired through the plan, on
any appreciation uf the stock
or dividends, so long 2s the as-
sets remalin “sheltered” within
the overall plan.

One large rallroad was sold
Jast year to its employees, the
Chicago & Northwestern. But
less than 10 per cent of em-

.ployees are involved and
mostly they are management
personnel,
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The idea behind the sections calling for building ovnership of
the reorganized railroad into its employees through investment of
governmént financing through an ESOP for ConRail, to put the mat-
ter simply, is that if the employees of the reorganized railroad
are left in a position where they must, in order to keep up with
rising costs of living and naturally rising expectations, demand
progressively more pay in return for progressively less work, as
they have in the past, the bankruptcy of ConRail, or its national-
ization to avoid bankruptcy, will be as assured as was the bank-
ruptcy of its predecessors. Perhaps the more likely result will
be nationalization of the new railroad with‘the staff of U.S.R.A.
as its new operating bureaucracy.

The United States is the only country on earth left with pri-
vate ownership of its railroads. It is, in my opinion, as inevit-
able as tomorrow's sunrise, that if ConRail is financed without
building a major portion of the ownership into the rail employees,
the U.S. will have made certain the ultimate nationalization of
this railroad.

In order to justify itself in pretending to conform to the
Congressional mandate to carefully investigate and evaluate the
use of ESOP financing for the government money going into ConRail,
U.5.R.A. employed three consultaﬁts, who, without comprehending
either the nature of ESOP financing or the cause of the original
bankruptcy, recommended against ESOP financing, but, by omission,
offered no solution to rail labor's historic indifference to man-

agement's problems of meeting competition and generating profits.
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They suggested no alternative, if ESOP financing is not the an-
swer, to unite the interests of management and of other stock-
holders--if any--with those of ConRail's unioniéed workers. The
consultants assumed a bail-out philosophy in order to mobilize
the growing hostility of taxpayers to the rising costs of bail-
ing out of private enterprises that flounder--more often than
not due to our defective economic policy and our defective cor-
porate financial strategy bottomed on the defective economic
policy.

One of the consultants, E. F. Hutton & Company, maintained

that the ESOP would be an unfair windfall to the workers, but saw

no windfall at all in government's providing risk-free credit to
increase the net worth of existing creditors by over $3 billion.
The U.S.R.A.'s consultants' evaluation of the ESOP was entirely
negative, and is replete with tortured pseudo~logic, gross disg~
tortions, and biased, short-sighted comments about ESOP-~precisely
what one would expect from expert practioners of the conventional
corporate finance that has brought the U.S. economy to its knees,
and will eventually destroy it, if these defective concepts are
not largely and speedily replaced with financing techniques built
on two-factor principles.

Two other consultants employed by U.S.R.A. to bulwark its
predisposition to keep the employees of ConRail propertyless and
to prevent the use of ESOP financing were the firm of Towers, Perrin,
Forster & Crosby, and a Dr. Saul Gellerman, neither of which was or

is qualified to evaluate ESOP financing, or a combination of ESOP
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and shippper-passenger ownership financing structured on two-factor
principles.

It appears at the present time that Congress will accept
U.S.R.A.'s erroneous conclusion not to use ESOP financing for
ConRail and will proceed to pour successive billions of dollars
into that operation without creating a single new stockholder,
preliminary to the system's ultimate nationalization.

Submitted for inclusion in the printed record of these
hearings is a copy of the rebuttal, dated September 8, 1975,
by Louis O. Kelso, Managing Director of Kelso Bangert & Co.
Incorporated, and Norman G. Kurland, its Washington Counsel,
with respect to the report prepared by the consultants em-
ployed by U.S.R.A. and entitled, "An Evaluation of the Em—
pioyee Stock Ownership Plan as Applied to ConRail." This re-
buttal is respectfully submitted as Exhibit 1 for inclusion in
the record of these hearingé. Also respectfully submitted for in-
clusion in the report of these hearings as Exhibit 2 is a compila-
tion of the hearings, floor statements, and other relevant legis-
lative material relevant to the Northeast Corridor Railroad Re-
organization, assembled by Kelso Bangert & Co. Inborporated under
the title, "Employee Stock Ownership Plan Financing To Get U.S.
Railroads Back on the Track and In The Black," dated February 4,

1974,
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RECOMMENDATIONS FOR LEGISLATIVE CHANGES
T0 IMPLEMENT A TWO-FACTOR ECONOMIC POLICY
TO ACCELERATE THE GROWTH OF THE U.S. ECONOMY,
TO CREATE FULL EMPLOYMENT FOR TWO TO THREE DECADES,
TO REVERSE INFLATION AND BRING ABQUT GENTLE DEFLATION,
AND TO BROADEN THE CAPITAL OWNERSHIP BASE OF THE U.S. ECONOMY.

SUGGESTED EXPANSION OF U.S. ECONOMIC POLICY
TO COMPREHEND BOTH FACTORS OF PRODUCTION

The idea of a defined national economic policy, the idea of
the Joint Economic Committee, and the idea of the Council of Eco-
nomic Advisors to the President, are all laudible and sound ideas.
It is time, however, to expand the national economic policy into
one that is consistent with the theory of universal capitalism,
and to comprehend and recognize both factors of production for
purposes of national planning and guidance of private enterprise
and for guiding governmental action toward the economy.

A proposed text for the amendment of the Employment Act of

1556 was included as an Appendix in Two-Factor Theory: The Eco-

nomics of Reality, written by Patricia Hetter and Louis O. Kelso
and published by Random House (paperback by Vintage Books) in
1967. A reprint of that proposed legislation is included as

Appendix III to this paper.
H.R. 462 (ALSO KWOWN AS H.R. 5577)

This piece of legislation, introduced by Congressman William
Frenzel of Minnesota, is pending in the Ways and Means Conmittee,

A'copy of the bill ‘in the form in which it is pending in the Ways
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and Means Committee is included as Appendix IV to this paper. A
slightly revised version of the bill, containing my recommendations
for minor improvements in the text of the law, together with an
explanation of those recommendations, is included as Appendix V at-
tached hereto.

Perhaps a note of explanation should be here included with
respect to the suggested revision of H.,R. 462 providing for the
valuation of corporate stock at "fair market value® (or "fair vaiue")

as defined in the various applicable laws, or book value, whichever

is higher. This is definitely an anti-recession measure, and does
not affect the amount of tax deduction resulting from transfer of
stock to an ESOP. Rather, it affects the number of shares to be
transferred to receive any particular deduction. The problem is
this: where the established stock market, which the Internal Rev~
enue Service, acting under existing legislation, has heretofore
accepted as Holf Writ, values a stock at less than its book value,
the absolute dilution involved will, in many cases, simply pre-
vent the employees from acquiring any shareg through an ESOP be-~
cause, as the law now stands, the ESOP must not pay more than

fair market value for stock which it purchases. Thus it is sug-
gested, by this change, that during a recession, it is better that
employees get fewer shares than none at all. Only the broadening
of the capital ownership base can cure our recession, and thus

this measure seems to be founded on common sense.

- 72 -



214

OTHER LEGISLATIVE SUGGESTIONS

The following suggested program of legislative reforms could,
if adopted into law, accelerate the broadening of the capital own-
ership base in the U.S. economy, and substantially transform its
stock markets from speculator markets to investor markets.

The economy of the United States has endured the mythology
of one-factor conventional economic concepts in a two-factor real
world to the point where change can no longer be avoided,

Either we set about speedily repairing the mismatch between
the possession of econonmic productive power and the possession
of present and potential unsatisfied consumer needs and wants,
so that we can achieve both a free and a genuinely affluent society,
or we must accept growing totalitarianism to convert the erroneous
one-factor mythology into nationalistic dogma as the totalitarian
socialist economies all do.*

So close to breakdown is our myth-ridden, over-inflated,
labor-strife-torn, craftsmanship-atrophied, debt-burdened, bur-
eaucratized boondoggle economy, that steps to broaden the capital
*The most profound student of the subject, Karl Marx, was quite
aware of the requirement of totalitariaqﬁgh to make one-factor
economic concepts feasible in the real world. He then proceeded
to invent another myth, the myth that the instinct to ovn the
means of production--the acquisitive instinct--would "wither away"
uncder the dictatorship of the proletariat. See Kelso, "Karl Marx:
The Almost Capitalist"; American Bar Journal, March 1957, vol, 43,
No. 3. The recent overthrow of the Allende Socialist government
in Chile by the middle class capital owners (trucks, shops, small
farms), and their sympathizers among the aspiring workers and the

military, suggests that human patience with one-factor socialist
mythology is growing short.
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ownership base must be given priority over every other aspect of
economic reform if we are to recabture the American innocence that
once made the United States the epitome of a good society.

We offer some suggestions in nontechnical language of rather
obvious legislative reforms that could accelerate the program of
expanding the capital ownership base, We think they demonstrate
how minor the required changes are.

We suggest consideration be given to making the following
changes in Federal laws, with corresponding adaptations in State
laws where necessary:

(1) Congress should consider legislation establishing a gov-
ernmental insurance agency, which might be known as the Capital
Diffusion Insurance Corporation ("CDIC")." Its purposes would be
to insure banks, insurance companies, and.other lenders who make
loan financing to ESOP Trusts, much as the Federal Housing Insurance
Agency insures banks which make consumer loans on home financing.
Such an insurance company, which might ideally be imitated by
private insurers, as the FHA now, is, would facilitate and encourage
the readiness of banks and other lenders to make such loans, and
it could serve, along with the Federal Reserve Board, as a regulatory
mechanism for phasing the new economic policy into the economy.

The methods used in establishing the Federal Housing Insurance
Agency could approximately be followed in establishing the CDIC.

(2) Legislation should be developed and adopted to enable
banks and insurance companies, and other qualified lenders (which
should include savings and loan associations) to discount loan paper
insured by the Capital Diffusion Insurance Corporation with a
Federal Reserve Bank, pursuant to regulations to be adopted by the
Federal Reserve System. This would amount, in effect, to a process
for monetizing productive power (represented by capital purchased
under an arrangement where it will pay for itself). The ultimate
effect of wide-spread ESOP financing would be deflationary. This
is so because once the newly formed capital has paid for itself
and the credit advanced has been reversed, the newly formed capital
continues to throw off goods and services virtually indefinitely,
its productive power being restored and protected by depreciation
procedures that set aside, before net profts are computed, sufficient
funds for this purpose.
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(3) Legislation should be adopted to provide an opportunity
for careful reflection upon the New Economic Policy in connection
with labor relations controversies, and to relieve the economy
and the society from the enormous danmage done by strikes and lock-
outs, the coercive tools used today in seeking or resisting the
inflation-forcing demands for more pay in return for the same (or
even less) work input. Such legislation should give the President
power, in all instances involving interstate commerce, to suspend
the use of strikes and lock-outs for a reasonable period of time
while the parties involved investigate the possiblity that ESOP
financing might reconcile their differences in a manner consistent
with the public interest and their own mutual prosperity. ESOP
financing technigues normally benefit both the corporation, by
giving it access to lower-cost capital, and the union, by building
the ovmership of productive capital into its members with unprec-
edented speed. The end result is to raise employee incomes without
proportionately raising business costs and without raising the price
the public pays for the company's products, all of which are in the
public interest.

(4) Steps should be taken to formulate a policy within the
Antitrust Division of the Department of Justice, and within the
Federal Trade Commission, with implementing legi lation if necessary,
to assure that in all divestitures, primary emphusis is placed on
sale, where this is financially feasible, of divested assets to
employees in the subsidiaries or divisions being divested through
ESOP financing techniques. This procedure should include consid-
eration of installment pay-out arrangements with the seller, par-
tial payment through the issuance of subordinated debentures to
the seller,- and possibly governmental financing assistance through
CDIC insurance or otherwise where adequate financing under pre-
vailing market conditions is not readily available.

(5) Steps should be taken to establish a policy within the
Interstate Commerce Commission, the Federal Aviation Adminis-
tration, the Federal Power Commission, and within other appropriate
Federal regulatory agencies to use their powers, where the best
interests of the regulated industries, their employees and the pub-
lic can thereby be promoted, to encourage the use of Employee Stock
ownership financing to rapidly build significant capital ownership
into such employees. It is clear that if employees of transportation
and other regulated enterprises progressively demand more pay in
return for diminished work input--as they must to maintain or
improve their standards of living if they have no access to the
ownership of capital-—and the regulatory bodies do not automa-
tically permit these increases to be charged to shippers, passengers,
and other users of the services of such regulated industries, the
transportation enterprises or other regulated industries will sooner
or later collapse--as the entire north-east railroad system of
the United States is undergoing at the morment. In fact, it is safe
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to predict, that the thousands of urban mass transit systems needed
by all of our cities, in addition to efficient inter-urban transit
systems, cannot and will not be built (except by governments) until
techniques for substituting the growing ownership of capital for
inflationary wage and salary demands are developed. The same is
true in the airline industry as well, arnd in other public utilities
such as the electrical, gas, and telephone industries.

(6) Consideration should be given to tax and other measures
which would encourage conglomerates seeking voluntarily to divest
themselves of subsidiaries or divisions or other assets, to use
ESOP finarcing techniques to sell these assets to employees of
the entities which will ultimately operate after divestiture.

(7) Studies should be made of the extent to which Federal
leadership, cooperating with the appropriate regulatory bodies of
the states, can encourage public utilities to finance a major
portion of their expansion through a combination of Pmployee Stock
Ownership Plan financing techniques and techniques that build own-~
ership into customers of public utilites, in order to raise the
power of the public to pay for the services. In the light of the
American dream that every family and individual hopes to acquire
an independent source of income through the private ownership
of a significant holding of productive capital, it seems illogical
to grant monopoly franchises to corporations without requiring
them to finance a major part, if not all, of their expansion in
ways which would build second sources of income into their em-
ployees and into their customers.

(8) In the case of sale by the U.S. Government Atomic Energy
Commission of atomic fuel plants to private enterprise, and in
the case of all such similar privatization transactions, studies
should be made of the means of selling a major part of the equity
of such enterprises to employees, and of other means of broadening
the ownership base of the resulting new companies.

(9) In order to relieve the Federal Government, the states,
cities, towns, and other municipal corporations, school districts,
college districts, universities, and various quasi-public corp-
orations of multitudinous debt and tax burdens, Federal and state
legislation should be drafted to encourage the privatization of
facilities now owned and operated by such governmental agencies
and quasi-public corporations. This legislation might be modeled
on the Eisenhower Post Office Law, which was designed to encourage
private construction and ownership of post office buildings thereupon
leased to the Federal Government. Rather than to encourage the
highly concentrated private ownership of such facilities, however,
they should be owned by the employees who work for the governmental
agencies and quasi-public corporations involved. Such employees
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can be made the employees of the respective facilities' corpora-
tions with arrangements for the "jeasing” of the employees to the
governmental agency at cost, and the leasing of facilities at fair
market value. The end result would be the building of private
capital ownership into civil servants and other governmental and
quasi-public corporation employees so as to give them private sec-
urity and second sources of income. The staggering costs of present
public retirement systems could thereby be enormously reduced ——
perhaps even eliminated.

(L0} A governmental policy should be adopted for the privati-
zation of all publicly owned assets where the ownership of such
assets can be acquired by employees of entities operating such as-
sets through the use of ESOP financing. Each step in such priva-
tization will reduce the public payrolls and at the same time raise
the tax base and the private incomes of the employees involved.

The motivational implications in raising the efficiency of the
economy and the power of the American workers to buy and enjoy
the output of business and industry should be desireable by-
products of such steps.

(11) Legislation should be developed to provide the use of
ESOP financing techniques in connection with the building of new
tovns. Each new town represents a vast new collection of capital
instruments. 'If those capital instruments become owned by the top
5% of wealth holders, following the patterns of the past, the new
towns will quickly reach the state of economic stagnation charac-
teristic of all old towns and cities today. To bring into exis~
tence vast amounts of productive capital without commensurately
raising the power of people affected to engage -in production through
the ownership of the newly formed capital, as well as through their
employment, is to invite the repetition of the crushing problems
which we now face at every level of the economy.

(12) Legislation should be adopted to require the Federal Power
Commission, which has options under the Federal Power Act to pur-
chase some 270 used hydro-electric plants at prices which represent
a fraction of their current fair market value, to assure that such
plants are purchased by employees and by propertyless people who
are now deprived of an opportunity to be sufficiently economically
productive. It is virtually certain that these assets can be pur-
chased on terms where they will pay for themselves quickly. Such
a policy would help raise the productive power of thousands of
unproductive and underproductive citizens, disalienating them,
raising the Government's tax base, and carrying out the spirit of
the new industrial Homestead Act policy above outlined.

(13) Our labor-managenent relations laws should be modified
to facilitate and encourage organized labor's trading off its present
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legal right to coercively abolish the law of supply and demand with
respect to wages and salaries (a product of one-factor economics)

for fast and effective access to the acquisition of capital ownership
and second sources of income through ESOP financing. This would
enable workers--and everyone else--to enjoy a reversal of inflation,
higher incomes, and greater legitimate leisure and economic securi-
ty. It would again enable U.S. industry and agriculture to produce
the highest quality and lowest priced goods and to out-compete

anyone anywhere--even after our example is imitated abroad.

(14) We should eliminate or radically reduce the capital gains
tax imposed under present Federal and state income tax laws on rich
individuals who sell their holdings of equity stocks to ESOP Trusts
of corporations or to the ESOP Trusts established for public em-
ployees. Not only do we have the problem of guiding the new cap-
ital formation of the future away from the excessively productive
rich to the underproductive and nonproductive non-capital-owning
masses, but we must facilitate the broadening of the ovnership of
the enormously concentrated present holdings in such manner as
to respect and protect private property. It should be remembered
that a rich man with "liquidity" can diversify his holdings under
the "Prudent Man Rule" by re-investing in other securities or assets.
The "Prudent Man Rule" is a rule to live by for the rich whose
capital estates have reached the caretaker stage. But the "Prudent
Man Rule" which keeps the rich man rich, if mistakénly followed
by capital-less workers, has the effect of keeping them poor!

It is the "Prudent Capital Estate Builder's Rule" of applied Two-
Factor Economics that the propertyless many must follow--and be
educated and encouraged to follow,

(15) Finally, the formulation and refinement of legislation
pertaining to the foreign economic policy of the United States
should be undertaken. The power of business and government of the
United States, through the use of ESOP financing techniques and
related means, to show the developing economies how to make "haves"
(that is, capital owners) out of the "have-nots,"” without taking
from the present haves, should be the first instrument of our
foreign policy. This is an awesome power, capable of relegating
coercion to a secondary role in international relations. It would
be a positive means of making America again a symbol of good will
in the world. There would appear to be no other way for U.S. cor-
porations to build their stockholder constituencies abroad to the
degree necessary to enable the citizens of the host economies to
consume their share of the goods and services which the multina-
tional corporations wish to produce and sell in those economies, *
In no other way can U.S. managerial talents, merchandising know-how
and financial statesmanship be sold year-in and year-out to friendly
nations for the mutual profit of all, And in no other way can U.S.

*See Kelso and Hetter, "Uprooting World Poverty--A Job for Business,"
Business Horizons, Fall 1964.
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enterprise avoid the confiscation of its assets by the governments
of developing economies (and even developed economies) in order

to help solve domestic economic problems which would automatically
have been solved if the proprietary base had been broadened as those
economies underwent industrialization. -
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TECHNIQUES OF CORPORATE ‘FINANCE
OTHER THAN ESOP FINANCING
BUILT UPON TWO-FACTOR ECOOMIC PRINCIPLES

THE FINANCED CAPITALISTS' PLAN

We propose the amendment of Federal and State banking laws and
Federal and State retirement systems laws to give public employees
and other Congressionally-identified groups of persons, as Congress
may from time to time determine, access to non-recourse credit (as
the ESOP Trust does under present law for corporate employees) to
buy stocks newly issued in the course of financing the expansion of
the economy by qualified corporations. Criteria, already highly
developed, for identifying and selecting profitable enterprises
that could qualify to finance their expansion in this manner should
be adopted in order to "qualify" stocks of particular businesses
for this type of financing. Corporate dividends paid into such
trusts should be made deductible from corporate income taxes at
both Federal and state levels. In exchange for having access to
virtually unlimited financing for growth (so long as it meets the
feasibility tests), corporations should be required to pay out the
"wages of capital" (corporate net earnings) fully to the owners of
the corporation's capital--the stockholders. Not only does mass
production of humanly useful goods and services imply their mass
consumption, but the double-entry bookkeeping logic of a free mar-

ket economy requires that the wages of capital be paid out fully
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like the wages of labor to make such mass consumption possible
with a minimum of enervating consumer debt. Consumer debt merely
diminishes the market power of the consumer by the amount of in-
terest paid over the life of the loan. In housing, for example,
the buyer often pays the equivalent of two price~inflated houses
in loan interest in order to buy one price-inflated house!

This technique in general is more elaborately treated in

The New Capitalists, by Louis O. Kelso and Mortimer J. Adler,

originally published by Random House in 1961 and republished in
1975 by The Greenwood Press, Westport, Connecticut. One aspect
of this is also touched upon in the proposal submitted by Louis
0. Kelso to the President's Commission on Income Maintenance Pro-
grams at its panel hearing in Los Angeles on May 23, 1969. This
proposal, entitled "Income Maintenance Through Two-Factor Theory
and the Second Income Plan," is included as Exhibit III among the
exhibits submitted to the Committee with the request that they be

printed as part of these hearings.

PUBLIC UTILITY FINANCING TECHNIQUES

This subject is referred to in paragraph (7) under the dis-
cussion of legislative recommendations above.

It is perhaps important only to note that joint financing
proposals on the part of Kelso Bangert & Co. Incorporated, and
Kidder, Peabody & Co., Incorporated, are pending before two of

the nations's largest public utility corporations. These would
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involve financing a small (but individually significant from the
standpoint of employees) portion of the future growth of those
utilities by using ESOP financing to build ownership into workers,
and a large and unlimited porﬁion of the future growth of those
utilities by building ownership into utility energy consumers in
proportion to their relative energy needs. This second phase of
the proposals would, of course, require modest legislative changes
both at the state and federal level and these will undoubtedly

come before the respective state and federal governments withig

the next twelve months or so. It is important to know that the
identical techniques, so far as economic theory and economic de-
sign is concerned, were used by me in designing the financial and
ownership structure of Valley llitrogen Producers, a large chemical
fertilizer complex owned by some 8,000 or more California farmers,
the overwhelming majority of whom paid for their stock éntirely

out of dividends.. This corporation technically qualified as a
cooperative, and thus could use the necessary tax advantages to
build ownership into farmer-consumers without their being currently
taxed and without the corporation being required to include as tax-
able income the dividends it paid. It should be noted that the tax
law has subsequently been modified to make this impossible, though
its benefits to California agriculture and to the economy as a
whole were enormous. I estimate that it has saved California far=
mers as a whole well over a billion dollars in fertilizer costs in
the past fifteen years. Beyond this, it built the ownership of
productive capital into‘many farmers who had never before owned

industrial capital stock.
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AGRO-INDUSTRIAL TECHNIQUES DESIGNED UPON TWO-FACTOR PRINCIPLES

Kelso Bangert & Co. Incorporated has substantially developed
a financing technique structured upon two-factor principles for
use in creating major agricultural industries while building own-
ership of éhese diversified corporations into employees and even
into former land owners who transfer their land to the agro-indus-

trial corporation.
SPECIAL ECONOMIC DESIGNS APPLICABLE TO DEVELOPING ECONOMIES

The technique of finance, structured upon two-factor princi-
ples, applicable to particulér developing economies will, or course,
vary from one economy to another. While this whole subject has yet
to be significantly explored at the business level, it is interest-
ing to note that, after having his advisors study the books pub-
lished to date on two-factor economics, the Shah of Iran has
launched a program of building of ownership of industries into
industrial workers. The techniques employed are, I would submit,
capable of being much improved, but there can be no question of
the soundness and farsightedness of the economic goal espoused by
the Shah: broad ownership of industrial enterprise within Iran.

Kelso Bangert & Co. Incorporated, at the request of former Gov-
ernor Fer#® of Puerto Rico, prepared the design of a plan intended to

accelerate the growth of the Puerto Rican economy and to build

- 83 -



225

the ownership of the expanded economy into the employees of all
employers who elected to participate., This plan included public
employees, partnership employees, domestic servants, and indeed
every type of employee., The theory of Governor Fere!’in selecting
the final design which he chose was that, as we have expressed
above, there is danger in making capital ovnership available to
people who do not work when in fact high levels of employment are
required to expand the economy adequately to provide the general
high standard of livirny. While the "Puerto Rican Proprietary Plan”
was passed by the House of Representatives, it was never passed by
the Senate becuase Governor Fercé'lost,the Governorship to the Presi-
dent of the Senate who is presently the Governor of Puerto Rico. It
is interesting to note that Puerto Rican economic problems remain
as unsolved as they were in 1972 and, in my opinion, they will con-
tinue to be unsolved and unsolvable until broad capital ownership
is built into consumers within the Puerto Rican economy. It is
interesting to note that the Puerto Rican Proprietary Plan was
roundly condemned by one of the high priests of the conventional
economic wisdom. An account of this rhetorical battle is set forth
in the Congressional Record with an introductory note as Appendix
VI to this paper.

The important message is that two-factor economic theory is of
universal application, since man's economic progress lies only
through technological advance, and technology in general is embodied
only in capital instruments, not in human beings. There is an appro-
priate econonic design for building capital ownership into con-

sumers in any econory, and in’ any enterprise, anywhere.

- 84 -



226

THE LABOR UNION AND ESOP FINANCING

In general, it may be said that the serious study of two-
factor economics by labor leadership has not yet begun. A few
significant labor leaders have heartily endorsed the building of
capital ownership into workers, and a few have opposed the idea.

I belive that in the case of the latter, their opposition is of
necessity, the result of a failure of communications and lack
of understanding.

If it is fair to say that the purpose of labor unions is
to improve the economic status of their members and to provide
them with power to produce higher incomes. If there are in fact
two factors of production rather than one, as the labor theory of
value and its descendants, including Keynesian economic policy
maintain, then it seems certain that a labor union which limits its
jurisdiction and concerns to one factor of production alone can-
not be doing its full job for its constituents. Even more true is
this conclusion if the labor union depends solely upon the dimin-
ishing factor (relatively speaking) and totally disregards the
factor that is increasing in productiveness and in economic im-
portance-—capital.

ESOP trusts and ESOP financing are collectively bargainable
subjects under our current laws. Indeed, at the time of delivery
of this paper, one local union of two thousand members, at the ex-

piration of its contract, has formulated bargaining demands upon
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its employer and has included as one of its central demands the
establishment of an ESOP for its members by the employer company.

Perhaps the principlé fear of union leaders who have any ap-
prehensions about the desirability of making their consituents
"rich" in the practical sense of building sufficient capital own-
ership into them to enable them to live well after their retirement,
and to get second sources of income during their employment, may lie
in what they see as an analogy to profit sharing which some aging
labor union leaders have termed "anti-union.®

I respectfully submit that when labor unions begin to concern
themselves with building capital ownership into their consituents,
taking a checkoff not merely on wages, but on the amount of capital
ownership acquired by their members, their importance in the Ameri-
can society and their functional tasks in the economy as a whole
will increase enormously, while the damage they do in employing raw
physical coercion to achieve the goal of progressively more pay
for progressively less work will diminish and disappear.

In this connection, the article by A. H. Raskin reprinted
from the New York Times of September 1, 1975, included as Ap-
pendix II hereto, is significant in that Mr, Raskin points out
that "more," with leveraged inflation, now means less, and that
the goals of the labor unions must be changed if the standard
‘of living of the working man is to continue to rise. There is
no possible way out of this problem except through the use of
two-factor economic principles to build capital ownership into

the workers.
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HOW DO WE ANSWER THE SPORADIC CRITICISM OF EXPERTS
THAT ESOP FINANCING SHOULD BE ABOLISHED.

Such attitudes are based upon views that do not comprehend the
dire predicament of the U.S. economy and of all market economies on
earth that follow the example of the U.S. economy. - They are not
realistic; they are typical of the resistance of the devotees of
any discipline, school of science, or school of social science to
any change whatséever. For a superb study of this phenomena, please

see The Structure of Scientific Revolutions, by Thomas S. Kuhn (1970),

University of Chicago Press. Some extracts from Mr. Kuhn's book
are appended to this paper as Appendix VII.

As illustrative of the kind of misunderstanding that can de-
velop out of sheer resistance to innovation, we respectfully sub-
mit, with the request that it be printed as part of the record of
these hearings, my memorandum of June 13, 1974, entitled, "Should
Congress Prohibit ESOP Financing? or Should It Make It More Effec-
tive?" This memorandum is identified as Exhibit 4 to my presenta-

tion.
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DOES INVESTMENT BY THE ESOP WHOLLY OR PRIMARILY IN THE STOCK

OF THE EMPLOYER VIOLATE THE SPIRIT OF THE PRUDENT MAN RULE?

Investment by the ESOP trust wholly or primarily in the stock
of the employer does not, or course, legally violate the "Prudent
Man Rule" for the simple reason that such investment is specifi-
cally authorized by law. The ESOP, and its predecessor, the stock
bonus trust, are specifically intended by law to create or foster
employee ownership of employer stock. But does such investment vi-
olate the spirit of the Prudent Man Rule?

In 1830 (Nine Pic.) (Mass.)446) in the case of Harvard College
vs. Amory, the Supreme Judicial Court of Massachusetts, in-a—caee
ease dealing with the nature of the fiduciary responsibility of an
individual who is investing funds for another, laid down what has
come to be known as the "Prudent Man Rule." The court concluded
in general that-the proper standard of responsibility for such a
fiduciary was that of a "reasonably prudent man" investing his own
funds, with a view to preservation of the principal and optimization
of the income, in order that he could live comfortably thereon, and
perhaps even invest further. This rule has generally been inter-
preted as calling for the diversification of investments in order
to avoid the possibility that the entire trust might be radically
affected by having the single company in which it is invested get

into financial difficulty.
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I submit that the failure to carefully examine the "Prudent
Man Rule” has led to more economic disasters, in terms of numbers
of people involved, than would a total disregard of that rule al-
together.

What has been overlooked is that the "Prudent Man Rule" dealt
with by the Massachusetts Supreme Judicial Court in Harvard College
vs., Amory was a rich man's prudent man rule, It was sound advice
as to how a rich man, or a fiduciary for a rich man, should act in
order for the owner to remain rich while still living well on the
yield of his capital.

But there is another prudent man rule--the poor man's prudent
man rule. This rule was laid down by Andrew Carnegie in his bi-
ography in which he said, and I paraphrase him, "You want to be
rich? It is easy. Just put all your eggs in one basket and watch
the basket very closely." The distinquished Chairman of the Joint
Economic Committee, the Honorable Hubert H. Humphrey, in a talk
given in Stockholm, Sweden, on September 3rd of this year quoted
the great American humorist, Mark Twain, to the same effect:

"only a fool saith--Do not put all thine eggs in
one basket. The wise man saith, 'It's okay to
put your eggs all in one basket--just remember to
watch the basket.'"

Anyone who will reflect for a moment will quickly realize that
no significant fortune, American, European, or otherwise, was ever
built under the rich man's prudent man rule; all significant for-
tunes were built using the poor man's prudent man rule. By apply-
ing the rich man's prudent man rule to the poor man--the worker—-we

have in our pension systems and profit sharing plans {with the
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exception of profit-sharing plans invested wholly or primarily in
employer's stock) over the last half century managed to keep the
poor man poor with exquisite effectiveness.

The ESOP applies the poor man's prudent man rule to the man who
owns no capital. It puts him in a position of ownership in the only
company whose profits he personally can influence--by working harder,
by cutting waste, by persuading his fellow workers to do likewise,
by making suggestions for improvement of efficiency, by fighting
harder against competitors, and so forth.

Nor does it take much imagination to realize that if Congress
should gradually extend the protection of private property to the
holder of corporate stock, so that he would receive, as a matter of
property right, the proportionate full wages of his capital (his pro-
portionate share of the corporate net income) paid out periodically
and dependably, the poor man's prudent man rule would be both more
effective in relating the worker's performance on the job to his
acquisitive instinct, and would enable him to live better when he
shifts his total dependence, at retirement, to participation in
production through his capital ownership.

One of the provisions of H.R. 462 {see Appendix IV hereto)
would apply the logic of this analysis to ESOPs. It would per-
mit the Trust Committee, by consultation and negotiation with
the barticipant prior to his retirement, to diversify his hold-
ing of company stock into a portfolic that he selects or that is

selected for him by the investment advisor of his choice. Thus,
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the ESOP would first apply the poor man's prudent man rule to the
capital-less worker until it builds a viable capital estate for
him, and then it would apply the rich man's prudent man rule to
him because he would then be, in the practical sense of the word,

"rich.”
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CONCLUSION

I respectfully submit that the economies of the United States
and of all other countries with market economies which follow the
example of the U.S. economy (as most of them do) have reached a
stage of crisis of one-factor economic concepts. Because of the
high degree of technological development, and because of the grow-
ing resistance of citizens to paying for full employment through
boondoggle--primarily military industrial boondoggle--it is no
longer possible to operate a two-factor real world on one-factor
economic concepts. It can be done only in a totalitarian society.
We are moving rapidly in that direction. Recent disclosures through
investigations by this Congress show how close we have come to being
a police state.

It is time to begin to build economic power into every con-
sumer unit of the American economy. So long as the people, under
the leadership of Congress, cry out for “jobs" and "welfare," they
will get just that--jobs and welfare. And they will stay poor.
Inflation will rage along, the standard of living of all consumers
will continue to decline, alienation will rise to a crescendo of
revolution, and the economic collapse of our society will be at hand.

The nation is in peril because of the deficiency of the eco-
nomic policy under which it operates. I submit that this Committee,
more than any other Committee of Congress, is uniquely positioned to

start the wheels of change that can restore us to economic health.

ul]%}@itted,
vy Z, @/’9

Kelso
December 11, 1975
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APPENDIX I

Partial Bibliography on Two-Factor Economics and
Financing Tools Designed to Implement the Concept.

Books

THE CAPITALIST MANIFESTO, by Louis O. Kelso and Mortimer J. Adler
(Random House, New York, 1958; Greenwood Press, Westport, Connec-
ticut, 1975).

THE NEW CAPITALISTS, by Louis 0. Kelso and Mortimer J. Adler (Ran-
dom House, New York, 1961; Greenwood Press, Westport, Connecticut,
(1975) .

TWO-FACTOR THEORY: THE ECONOMICS OF REALITY, by Louis 0. Kelso and
Patricia Hetter (Random House, New York, 1967; paperback edition:
vintage Books, 1968).

Essays

"Cooperatives and the Economic Power to Consume," by Iouis O. Kelso,
The Cooperative Accountant (published by the National Society of Ac-
countants for Cooperatives), Winter 1964.

"Uprooting World Poverty: A Job for Business," by Louis O. Kelso and
Patricia Hetter, Business Horizons, Fall 1964, (Reprinted in Mercur-
io, Anno VIII, No. 8, August 1965, Rome, Italy; Far Eastern Economic
Review, Vol. L, No. l. October 1965, Hong Kong.)

"Eliminating the Purchasing Power Gap through Two-Factor Theory and
The Second Income Plan," by Louis O. Kelso and Patricia Hetter,
Income Maintenance Programs, Hearings, Joint Economic Cormittee,
90th Congress, second Session, Volume II, pp. 633-652 {(Government
Printing Office, 1968).

“"Income Maintenance Through Two-Factor Theory and the Second Income
Plan," by Louis O. Kelso. (Statement prepared for and presented to
the President's Commission on Income Maintenance Programs [Heineman
Commission], Los Angeles Hearings, May 23, 1969.)

vgtatement of Louis O. Kelso and Norman G. Kurland Before the Com-
mittee on Finance, United States Senate, 91lst Congress, First Ses-
sion, October 2, 1969, on Federal Tax Policy to Create Full Employ-
ment by Broadening the Ownership of Productive Capital,"” Committee
Print, pp. 589-705.
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"Statement by Louis 0. Kelso to the Committee on Ways and Means,
House of Representatives, 92nd Congress, Second Session, on Tax

Proposals Affecting Private Pension Plans,” Committee Print, May
16, 1972, pp. 647-720.

"proposals to the Committee on Ways and Means of the U.S5. House of
Representatives,” by Louis O. Kelso, March 9, 1973,

"Memorandum to the Committee on Finance of the U.S. Senate in Sup-

port of S.1370, a Bill to Facilitate the Expanded Ownership of Cap-
ital in the U.S. Economy, and on S.1557, Employee Benefits Protec-

tion Bill, and on Private Retirement Systems in General," by Louis

0. Kelso and Norman G. Kurland, June 1, 1973.

"Financing Economic Growth and Environmental Protection to Strengthen
the Market Power of Consumers,"” testimony by Louis 0. Kelso and Hor-
man G. Kurland to the Committee on Environment of the Interior and
Insular Affairs Committee of the U.S. House of Representatives, Jan-
vary 31, 1974,

"A New Economic Policy to Meet the Meeds of the American People and
of the U.S. Economy," proposals to the President of the United States
at the Economic Summit Meeting on Inflation convened in Washington,
D.C., by Louis 0. Kelso, September 27-28, 1974,

"ESOP Financing as a Means of Making Governmental Tax Assistance to
Business Correct the Maldistribution of the Ownership of Productive
Capital--The Chief Cause of the Inadequacy of the U.S. Economy,"
testimony to the Senate Finance Committee on H.R.2166, H.R.462, by
Louis 0. Kelso and Norman G. Kurland, March 10, 197S5.

Also of interest

THE STRUCTURE OF SCIENTIFIC REVOLUTIONS, by Thomas S. Kuhn, 1970,
University of Chicago Press.
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Legislative History on Employee Stock Ownership Plans

I. REGIONAL RAIL REORGANIZATION ACT OF 1973, P.L. 93-236; signed by
President on January 2, 1974. [Sections 102(5); 20&(e) (3); 301(e).]

A, Bills.

§.2767, reported from Committee on Commerce on December
3, 1973, by Senator Hartke. [Sections 103(5); 206(e) (3);
and 301 (e).]

H.R.9142, reported from Conference Committee on December
20, 1973. [Sections 102(5); 206(e) (3); and 30l(e).]

B. Committee Reports.

House Report 93-744, Conference Report, accompanying
H.R.9142, December 20, 1973, Pages 3, 14, 22 and 46.

Senate Report 93-601, Senate Commerce Committee Report
on S$.2767, December 6, 1973, Pages 20, 27, and 30,

C. Congressional Recrod.

December 11, 1973, Senate Floor Statements, Pages
S 22527-8 (Hatfield); S 22533-4 (Javits); S 22547-52
(Long and Hartke).

December 21, 1973, Senate Floor Statements, Pages
S 23784-5 (Long and Hartke).

February 26, 1975, Senate Floor Statement, Page
S 2625-7 (Hatfield).

D. Hearing Reports.

Hearings on S.1031, NORTHEASTERN RAILROAD TRANSPORTATION

CRISIS, Surface Transportation Subcommittee, Committee on
Commerce, U.S. Senate, 93rd Congress, lst Session, Febru-
ary 28, 1973, Pages 89-149 (ILouils 0. Kelso).

Hearings on S$.2188 and H.R.9142, NORTHEASTERI AND MID-
WESTERN RAILROAD TRANSPORTATION CRISIS, Surface Trans-
portation Subcommittee, Committee on Commerce, U.S. Senate,
93rd Congress, lst Session, November 16, 1973, Pages

908-11 (Norman G. Kurland).

- 95 -



1I.

237

EMPLOYEE RETIREMENT INCOME SECURITY ACT OF 1974, P.L. 93-406;
signed by President on September 2, 1974. (Sections 407(3)(5);
408 (b) (3); and 2003 (amends Internal Revenue Code by adding new
Sections 4975(d) (3) and 4975(e) (7).]

A, Bill.

H.R.2, reported from Conference Committee, August 12,
1974. [Same as above for P.L. 93-406.]

B. Committee Reports.

House Report 93-1280, Conference Report, accompanying
H.R.2, August 12, 1974, Pages 63, 64, 65, 67, 172, 176,
191-2, 308, 312-5, and 317.

Cormittee Print, SUMMARY OF DIFFERENCES BETWEEN THE SENATE
VERSION AND THE HOUSE VERSION OF H.R.2 TO PROVIDE FOR PEN-
SION REFORM, House and Senate Conferees on H.R.2, Part 3,
Fiduciary and Enforcement, June 12, 1974, Pages 5, 7, and 8.

C. Congressional Record.
August 20, 1974, House Floor Statements, Page H 8720.
August 21, 1974, Senate Floor Statements, Page S 15734,
D. Hearing Reports.

Hearings, TAX PROPOSALS AFFECTING PRIVATE PENSION PLANS,
Committee on Ways and Means, House of Representatives,
92nd Congress, 2nd Session, Part 3, May 16, 1972, Pages
647-720 (Louis O. Kelso).

Committee Print No. 1, Written Statements...on H.R.10470,
"Retirement Income Security for Employees Act,” Intro-
duced on September 24, 1973 (identical to Senate Amend-
ments to H.R.4200, as passed by Senate on September 19,
1973), Committee on Ways and Means, U.S. House of Repre-
sentatives, 93rd Congress, lst Session, October 1, 1973,
Pages 463-9 (Letter from Louis O. Kelso, dated September
28, 1973, to Chief Counsel, Ways and Means Committee).
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III. TRADE ACT OF 1974, P.L. 93-618, signed by President on January
3, 1975. [Section 273(f).]

A,

Bill.

H.R.10710, Reported by Senate Finance Committee on
November 26, 1974, by Senator Long. [Sections
273(d) (2) and 273 (f}.]

Committee Reports.

Senate Report 93-1298, Senate Finance Committee Report
on H.R.10710, November 26, 1974, Pages 29, 155-60.

House Report 93-1644, Conference Report, accompanying
H.R.10710, December 19, 1974, Pages 12 (Amendment to
Section 273(f) (1)] and 40, first paragraph.

Committee Print, TRADE ACT OF 1974, SUMMARY OF THE
PROVISIONS OF H.R.10710, Senate Finance Committee and
House Ways and Means Committee, Decmeber 30, 1974, Page 9.
Congressional Record.

October 3, 1974, Senate Floor Statement, Pages
S 18261~2 (Senator Long).
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TAX REDUCTION ACT OF 1975, P.L. 94-12; signed by President on
March 29, 1975. [Section 301(d); amends Paragraph (1) of
Section 46 (a) of the Internal Revenue Code,]

A,

Bill.

H.R.2166, reported by Senate Finance Committee on March
17, 1975 by Senator Long. [Sections 301(a) (1) (D);
301 (a) (1) (E); 301(d); 304.)]

H.R.2166, as amended by the Senate, March 22, 1975
fSections 301 (a) (1) (D); 301l(a) (1) (E); 301(d); and 305.]

Committee Reports.

Senate Report 94-36, Senate Finance Committee Report on
H.R.2166, March 17, 1975, Pages 55-60.

Cormmittee Print, SUMMARY OF THE MAJOR PROVISIONS OF PUBLIC
LAW 94-12, TAX REDUCTION ACT OF 1975, April 1, 1975, House
Ways and Means Committee, Page 7.

Congressional Record.

March 18, 1975, Senate Floor Statement by Senator Long
(Pages S 4223-4, S 4255); by Senator Fannin (Page S 4246}.

March 20, 1975, Senate Floor Statement by Senator Fannin
(Page S 4549-50).

March 20, 1975, Senator Long reported H.R.2166 as amended
by the Senate, Pages S 4483, S 4492-3.

March 26, 1975, ESOP Provisions of H.R.2166, introduced
into House by Rep. Ullman, Pages H 2358-9; Conference Re-
port Explanation of ESOP Provisions, Pages H 2368-9.

March 26, 1975, Senate Floor Statements, Pages S 5245
(Long); S 5263 (Senate Staff Report).

March 26, 1975, House Floor Statement by Rep. Ullman,
Page H 2382.

Hearing Reports.

Hearings, ANTIRECESSION TAX CUT, Committee on Finance,
U.S. Senate, 94th Congress, 1lst Session, on H.R.2166,
March 10, 1975, Pages 175-6 (Senator Humphrey); 199-200
{Charles L. Brown for ATT); 205-33 {Louis 0. Kelso and
Norman G. Kurland).
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APPENDIX II°

For Organized Labor, What Replaces ‘More’?

THE NEW YORK TIMES, MONDAY, SEPTEMBER 1, 1975

By A. H. Raskin

Nearly & century 330 Samusl
Gompers summed up the goals of the
American labor movement {n the singls
word “more.” Asked what labor would
want after [t got "more. his’ answer
was “more and more.” © _ .

Few forecests, especially ln thc
murky realm of economics, havs stood
history’s test as well as that laconic
response by the founder of the Ameri-
can Federation of Labor. Unlons have
grown vastly in size, scope and powsr,
especially in the four decudn siace
Franidin D, Roosavelt's

Their collective bargmung sgrae-
ments now cover so many itemy that
soma exceed telephone directories in
thickness. Union leaders “walk with

assurance through the Whits Houss asd
the halls of Congress; they push
around governars and mayors; - they
move on terms of essy familiarity
among cotporats  axecutlves, and -
barkers (and even, in many gases,
among thele own rank and file),-

The faces nt‘ng“w: chang q:&ug}:
usually with gla awnieds, tha
Gom Zn crzdo has coms Bessntlall
Unchangad  TRICU i suca. dlesiailar
after-aa 3 a3 Jann i DI

euther an; nmas 3, Hoffa
[ rermln unl| anlsm's Cen" oojactive

n_tha navansndin O 10CY, :
r n 'y w N2 YOI

2 0} t ing hag

,__U.JEU&.LLL:._LM"_L..:LE\!_
highest buck for our le?*
But or Day, for 109t

tirne, sorno leaders stoepdd 'ia tha
practices of bread-and-butter unionlsm
are finding the answer ¢o that rhetori-
cal query not at all aelf-svidaat, Ca
the contrary, the dismal experience a
trz unions have had rsecently of
negotiating down, not up, urdar the
prassurs of pinched municipal budgats
or thy daadening effect of low-vige
tmporta on thelr industries makas.
them {221 that ths answer may be
almost as miich & mystery a3 whather
Jimmy Hola himsel! i3 alive of deed.

plvotal guestlon i3 one almost o ono
in labor’s top echelon likes even to
think about: What can a labor move-
ment built on “more” find 33 & sub-
stituts reason for . being if the
n:esum—nghtmed squeeze now ‘afflic~

doctrine work?

n rlco! wages and
eﬁu through all of the Iast decade,

to give back soms of what they got
and.facing a_threeyeer Iree7n on:.

The first impact is on the job seouri-

ty of ths “pork-choppers“—tha unions’

leadership—saspeciaily In  ths

lice and fire unions, whers militancy

i delivering “more and better” has

been tho test of fitness to such an

extent In the last thres or four yewss

that one transient officer suggestad

equipping the union president's offics
with an alreraft ejector seat.

In tha ‘case of the Uniformsd Flre-
fighters Associstion, s revolving doce
might be even more appropriate.
Michael J. Mays, an ex-Golden Glovas
boxing champion, was voted out as
president two years ago on the ground
that he had not fought hard 2aough

for his man. In July he was “ted -

back again, largely because his in}atim
sucsessor, Richard Vizzlni, was. rolled
flat by the budget juzzernaut,

“The days of graat longevity among |
public sector union:leaders ars over,” .
says Kea Mcueley. prendent of tha

who got hu own job m year apo by
accusing his predecessors of doing too
Kttls to bolster polics prestigs ard pay.
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Ha predicts that thera wiil be no
more careers lke that of John J.
Dalury, who has been reprasenting
the city's snitationmen since ths
mayoralty* of Fiorello H» La Guardia.
‘The 36-year-old Mr, McFeelay was not
avm bom when the prendeul of the

m.rud bullding pohucnl fencas
City Hall and Albany.
*“The Delurys could thlnk in terms
of stsbla relations like the Southern
Democrals in Congress,” ths P.B.A.
haad nottd, “Tha naw crop all grow
up in ths 1880's when you threw a
rock and m [ bnrp.lnln; eoncndom
lsadershi
fu( You havo t\vo or thres yean w B
yroduce Otherwlse, lqmebndy ela has
ot your fob."
In thh twillght of “more,” it Is not
onlx leaders but also unions that have
to pas 13 t have you done for
me lnulq" test. An onect Tesson In
t can happen to thoss that flunk is
being provided by the Civil Service
Employess Association in New York
Stats. A strong favorits of Nelson A.
Rockafeller when ha was Goveenor, it
won bargaining rights in 1988 for
! 124,000 stata employes and $0,000
._gz.t;m in county and local govemmenta,

This yesar Covernor Carey rejectad
a fect-finding board’s recomrendation
that ths staty workers rocoive a 6
per cent waze becst. Instead, he do-
creed that they be given a.one-shot
bonus of 5230 for the year, 7Ths union
decided not to strike, Now it I3 uader
two-prongad atteck by sival usiors
ss2ldng to capitalize on rank-and-fifs
dizaffection by swallowing up its
rsmbership.

Outside the civil servica sector, the
first major casualties of what may

_%xnme permanent stagilation are two

hs country’s most respected unions
—the intréai 603 ii’g“ 23__GATDEDL

Waorkers Union and the Amolzamated

Clolhmg Workers_of_ America, each
with close to a half-mjllion members.




Both have suffered mass layoiis a
dnsucally shortened work-wesks, pri-
marily as s result of imports. That has
!\ade ﬂ\- tum 1mlom buil' by
Imemigrants ln the old uwu East. Sxdn
and the shums of Chicago, - fiercely

protactionist, It' has also cut the.
averags :ﬂg&g of their_members—
ose who stull hava 9=~t0 lovels
ess than nal osa 1n_steel and autg, .

Sol C, Chaikin, the dynamic incom.
Ing. president -.of the LLG.W.U., is
closp to despair at-the plight of his
people. He belleves the coun - must

sta Teveloning an_Incom [0

that will aim_at a- genuine redi .
tion of income, notjust in the “soak

the ric B" te of _atavistic g

"We may lnvo to nop giving any
ore money to construction, steel and
uto and give it to ths peopls at the
bottom in garment, hotel and restau-
rant, -retail trade and- all the other
places - where people: ‘are pushing,
pulling, carrying for less money than
it takes to live,* Mr. Chmkm 8ays..

cheers. ‘from the- oakmchul 1abor
hisrarchy nof will it find many echoas
at the bargaining table, where unions
representing almost 5 million workers
_will be arguing for “more” next year,
Unfonunately for workers, however,"
there is°a squirrel-cags quality to the
contract™ process even where the
‘vecession: has" brought . no” break in
the wage climb. In' the first hald' of
1975, for' instance, = firat-year ~ pay
increases .in all major settlements
averaged 11 per cent. This was-doubla -
the  anti-inflation standard- enforced-
by the-old Pay Board and -nearly:
quadrople the long-term rate of pas:

. growth In natlonal productivity. . .

Yet, evan with the r:!nforcamant af
cost-of-living escalators, ‘which "now
cover half the unionized work force,

workers have been running a lesing
race against inflation, Tne purchasing -

power of ths average weekly pay
envelope went down by 5.6 per cent

in ths Jast two years,'and tha loss

ovee 10 - cent

without the buoving effect of me one-
year cut in withholdinz taxes ir May.
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Since 1970 the average worker has
a gain of 358 per cenl in gross
ages, virtually all & it rubber. AJtar
adjustment for EEEEer prices and
taxes, only shout $1 of the $43.01 in
nominal increases could be traded in
for more meat &nd grocenu at tha"
supermarket.. -

The mstltuuonahzadon of . tbxt
treadmill bespeaks ‘a 'bmdemng of.
labor's horizons, whether or not the
pessimists are right in predicting that”
" this lczuntry rxnad;:.‘c}lxlava to adjust to a-
revolution - o ning - expactations |
after two bullish centuries. '

In Europe, where upions never 8ot
anywhere ‘close to American standards
"on the way up, the ‘almost- Univarsal’
rend i3 toward much gréatér worker
involvement in management; every-
thing from co-equal representation in
company boardrooms to employe par-
, ticipation in the design of - jobs.

Co-determination ‘on_the W

man model, now about to:become hyg
roughout Common -Market, j3

still poison to American unions. But
the United Auto Workers and a fow
others .are moving forward on joint
_experiments with their cmployers: In
’projects  designed -to- inprove the
quality of working life and ta increase
_-employs satisfaction in thair jobs.
Most unions scoff at such projects

- as boondoggles or attempts. to dafang-

" labar. Indeed, the AF.L.-CI1O. has
just® succeeded in all -but eliminating.
* references to work quality from a bill

pressuces

from a changing-wark fores are Liksly
t0 make & larau voic: in everything
having to do with the iob. & big
element in lebor's hmm. ’

A H Rm:unhcuumdttaafﬁu
‘Editorial Pags of The Timss. *

KELSO BANGERT & CO.

INCORPORATED

111 PINE STREET. SAN FRANCISCO, CGALIFORNIA 041t - [s15) 788-7454
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APPENDIX III

THE FULL PRODUCTION ACT OF 19—

EXPLANATORY NOTE

The Full Production Act of 19—, although useful as a
model for economic policy legislation based on two-factor
theory, either at the national, state, or provincial level,
has been designed for illustrative purposes to replace the
Employment Act of 1946. Since the latter act is generally
recognized to be the most important economic policy legis-

Jation in the United States, the immediate question arises *

as to why it should be superseded.

The reason is this: the Employment Act of 1946 is bot-
tomed on one-factor economic theory. It assumes that eco-
nomic goods and services are produced only by labor, and
that capital (the nonhuman factor of production) functions
mysteriously to make labor more productive, This is what
the “conventional economic wisdom™ of our day holds to
be true, but in fact, it is not true.

If the function of technology is to shift the burden of
production from labor onto capital—that is, to substitute
production by the nonhuman factor for human toil; and
if the great bulk of our wealth is already produced by
capital (rather than by labor), as our eyes tell us is the
case, then full employment, even if atiainable, is never
enough. No household can reach its maximum economic
productiveness, no matier how many members of it are

employed, nor can it enjoy equality of opportunity for
personal leisure and economic security, unless it also owns
a viable capital estate,

The Full Production Act retains the ethical principle
of the Puritan Ethic and of the Employment Act of 1946;
namely, that every houschold should produce the wealth it
reasonably desires to consume. Morally, this is beyond dis-
pute. The question is one of means. If only labor produced
goods and services, then people could only legitimately
produce income through their labor. But if there are two
factors of production (and, a fortiori, if the tendency of
technology is to improve the productivity of only one of
them: capital), then equality of economic opportunity
clearly means something more than opportunity to obtain
a job, and being fully productive in the economic scnse
means something more than employing only one's labor.
This is the ethical import of the Full Production Act, which
defines economic opportunity as the right to be productive,
either through employment (where the prevailing state of
technology requires it) or vicariously through private
ownership of the non-human factor of production: capital
—or through a combination of both.

The Full Production Act would declare a public policy
of extending offiuence to all households by raising their
cconomic productivencss. Because the productiveness of
labor in general has at best remained stationary through the
ages, while the productiveness and relative quantity of capi-
tal instruments has been and is constantly rising through
technological progress, the one-factor theory Employment
Act of 1946 of necessity has been implemented largely by
artificially contriving employment for its own sake, and
distributing welfare under the guise of higher wages and
fringe benefits. The Full Production Act would be imple-
mented to a substantial degree by changes in corporate
financing practices and facilitating legislation making it
possible for more and more households to increase their
economic productiveness -through purchasing, paying for,
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and thereafter employing the private ownership of produc-
tive capital in their daily lives.

THE FULL PRODUCTION ACT OF 19—

An Act 10 declare a national policy (1) on facilitating the
full employment (as herein defined) of all able-bodied and’
competent persons, (2) on the {ull participation in the pro-
duction of economic goods by all consumer units in the
economy, (3) on the proteclion of private property in in-
dividual labor power and in the ownership of capital as
the factors of economic production, and for other pur-
poses .

Be it tnaclcd by the Senalc and House of Representatives
of the United States of America in Congress assembled,

Short Tide:
secnion 1. This Act may be cited as The Full Produc-

tion Act of 19——.

Declavation of Policy:

secTioN 2. Congress declares it is the continuing policy
and responsibility of the Federal Government to recognize,
and to encourage the citizens of the United States to recog-
nize that:

A. Man is born a creative entity combining the physi-
cal auributes of an animal with the spirit and soul of 2
human being.

B. Man's creativeness imposes upon him the duty and
obligation to engage in creative work from his maturity
and the completion of his foimul education until the
cessation of his creative capacity through death or disa-
bility, subject only to reasonable respite for rest and re-
creation, and that one who so engages in such creative
work is “fully employed” within the contemplation of
this Act. '

C. The creative work of man is of two kinds, corres-
ponding in general to the two aspects of man, animal and
spiritual: one of these is the work of producing economic
goods and services to satisfy man’s need for creature com-
forts and economic security, and the other is the work of
producing the goods of civilization which administer pri-
marily to the mind and spirit of man, including the arts,
the sciences, religion, education, philosophy, statesman-
ship, and the like.

D. There are two factors or instrumentalities which
engage, or may be engaged, in the production of eco-
nomic goods. These are the human factor (which is com-
monly called “labor”) and the nonhuman factor (which
is commonly called “capital”); that capital consists of all
those things which are external to man, are privately
ownable under the prevailing system of laws, and which
are capable of being engaged in production.

E. The nonhuman factor, as the result of technologi-
cal advance (including automation), plays (and increas-
ingly since the beginnings of the industrial revolution
has played) an expanding role in the production of eco-
nomic goods and services, while the human {actor plays
(and presumably will always play) the dominant and
unlimited role in the production of the goods of civiliza-
tion. The purpose and end of all productive activity,
both cconomic and of the goods of civilization, is the
consumption and enjoyment of such goods by man.

F. Itis the policy of the laws of the United States to
~-sure and protect the integrity of private ownership of
the factors of production by the individual citizens of this
nation and by others; that in the case of the production
of economic goods and services, the functional essence
of such private ownership lies in the right and privilege
of the individual owner of each productive factor so
engaged in production to reccive, as a matter of right,
the entire net product of the thing owned; that this
principle of private property is equally applicable to
the income or wealth produced by the labor power pri-
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vately owned by the worker (the human factor) and to
the income or wealth produced by the non-human factor
owned by the capital owner; that the right and privilege
of private property in the means of production is mean-
ingless in a free economy and free society unless the
value of the income or wealth produced by a factor of
production is (except in the case of legally authorized
and regulated monopolics) freely and impartially deter-
mined by the forces of supply and demand in workably
free, competitive markets; that this principle of private
property in the means of production is embodied in the
principle of distribution of economic goods and services
(or their purchasing power equivalent), of the private-
property, free-market economy of the United States,
which is “from each according to what he produces, to
each according to what he produces.”

G. The nature and function of technology is to pro-
vide the means by which man subdues nature and makes
her perform for him the wark of produding economic
goods and services; that through progress in technology,
man transfers the burden of economic production from
the human factor (fabor) to the nonhuman factor (capi-
tal); that the promise implicit in technology is the rclease
of man from the obligation to toil for the production of
cconomic goods and services, and thus te free him to
devote ever more fully his energies to the advancement
of his civilization through the more disciplined and dif-
ficult work of producing the goods of civilization, so that
the full employment of man’s creative encrgies must
consist increasingly, as technological progress moves for-
ward, in his devoting his energies, efforts, and powers
to the production of the goods of civilization.

H. The frecedom and dignity of each consumer unit
(household) within the American economy, whether it be
comprised of an individual or of two or more individuals,
requires that each such eousvmer unit produce, and that
it constantly have the power and opportunity to produce,
within the limits of the overall apacity of tlic economy

the purchasing power cquivalent of the economic goods
and services which it reasonably desires to consume; that
the recognition of this right on the part of each house-
hold imposes upon the government of the United States
and upon the governments of the several states of the
Union, to the extent they shall by appropriate legislation
concur herein, a sacial responsiblity to foster the institu-
tions under which citizens may produce the economic
goods and services, and may acquire the private owner-
ship of the means of producing the economic goods and
services necessary to provide themselves with individual
economic wellbeing and security and to render unneces-
sary any citizen's being or becoming an object of eco-
nomic distribution based upon nced in any form.

1. The production of wealth (i.e., economic goods and
services) is a means to an end, and is not an end in itself;
that the human factor of production (labor) should never
be considered a “resource” to be “fully employed” in
the production of economic goods and services if those
economic goods and services can be produced by the non-
human factor of production; that the end to which the
production of wealth is a means is the living of a good,
comfortable, secure, creative and law-abiding life for
individual citizens, :

J. The market value of the economic goods and ser-
vices produced by a [ree-market economy within 2 given
period of time is approximately cqual to the aggregate
purchasing power distributed as a direct result of the
productive process to those who participate, either
through employment of their privately-owned labor
power or their privately-owned capital, or both, in the
process of cconomic production.

K. Any consumer unit of this economy that consist-
ently produces, either through its privately-owned labor
power, its privately-owned capital, or both, wealth and
income in excess of what it reasonably desires to con-
sume and reasonably needs to provide it with economic
security, under conditions wherein any dther consumer
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units in the cconomy are consistently deprived of the
opportunity to produce suficient economic goods and
services or the purchasing power equivalent thereto equal
to what they reasonably desire to consume and to pro-
vide themselves with economic security, is thereby seck-
ing to excessively concentrate its ownership of personal
economic power to produce wealth and thus to indulge
its greed; that it is the policy of the United States to
discourage and prevent greed where it interfcres with the
individual economic productive rights of citizens of the
United States.

L. Unlike the production and employment of eco-
nomic goods and scrvices, the production and enjoyment
of the goods of civilization is an end in itself, and the
need of society for the goods of civilization is unlimited;
that the ultimate goal of a free society is to maximize
the production and enjoyment of the goods of civiliza-
tion, not for economic reward, for they are things that are
inherently desirable and that ideally would not be
produced for economic reward but for their intrinsic
value, for the contributions to society and humanity
which they comprise, and for the achievement involved
in their creation and contribution.

M. Assuming the availability of land and natural
resources, each mature individual other than those who
sufler physical or mental infirmity is born with the private
ownership of the means (his labor power) to contribute,
in a pre-industrial, pre-automated economy, to the pro-
duction of cconomic goods and services for the satisfaction
of his creature necds and desires; that as technological
change moves through the advanced stages of automa-
tion, the burden of production of economic goods and
services falls increasingly upon the nonhuman factor of
production, thus reducing and in some cases destroying
the economic productiveness of the human factor of pro-
duction; that under these conditions, the freedom, dignity
and general aflluence of individuals requires that the
Government of the United States and the governments

of the several states of the Union, to the extent that each
of them, by appropriate legislation, shall concur herein,
promote and foster the institutions under which citizens
may maintain and increase their economic productive-
ness through their lawful and orderly acquisition of in-
creasing quantities of the private and individual owner-
ship of the nonhuman factor of production.

skcTion 3. The Congress declares- that it is the con-
tinuing policy and responsibility of the Federal Govern-
ment to use all practicable means consistent with its needs
and obligations and other essential considerations of na-
tional policy, with the assistance "and cooperation of
industry, banking, finance, agriculture, labor and State and
local governments, to coordinate and utilize all its plans,
functions and resources for the purpose of creating and
maintaining, in 2 manner calculated to foster and promote
free competitive enterprise and broad, eflective, indi-
vidually-owned, private property in capital, and the in-
stitutions and agencies necessary thereunto, and the general
welfare, conditions under which there will be afiorded full
opportunity for every househokdl, comprised of onc or more
individuals, able, willing and seeking to produce the wealth
(income) which its member or members reasonably desire
to consume, to produce such wealth and income either
through useful employment, including sellemployment,
or through the private ownership of interests in productive
capital, or through a combination of the two, and to pro-
mote the maximum production of wealth and income for
all households in the economy with a minimum of personal
toil and drudgery.

secmion 4. Economic Report of the President.

A. The President shall transmit to the Congress not
later than January 20th of each year an economic report
(hereinafter called the “Economic Report™) seting forth:

1. ‘The rate of production of economic goods and
services, the levels of participation in economic produc-
tion by the houscholds of the economy, the extent to

S¥e



GOT

which such production is being achieved respectively
through the human factor, and through the privately-
owned nonhuman factor, the levels of purchasing
power of the houscholds of the economy and the extent
to which they result from employment, the private
ownership of the nonhuman factor, and from other
sources, and the levels and compesition of production
needed to carry out the policies declared in Sections 2
and $ hereof;

2. Current and foresceable trends in the rate of
production of economic goods and services, the levels
of participation in economic production by the house-
holds of the economy, the levels of employment, the
levels of capital ownership, and the levels of purchas-
ing power of the households of the economy resulting
respectively from participation in production through
employment, through the private ownership of the
nonhuman factor, and from other sources; )

3. The degree to which the value of labor and the
value of the nonhuman fzactor of production are deter-
mined by the forces of supply and demand in worka-
bly free competitive markets or are administered,
manipulated or controlled by private persons, by pri-
vate corporation, or by public agencies, or otherwise;

4. The extent to which goods and services are being
produced by government or government-owned agen-
des or entitics or by nonprofit corporations;

5. The levels of conceniration of the ownershup
of the nonhuman factor of production, and the extent
to which greed in conncction therewith may be impair-
ing the right of all houschalds within the economy to
produce thie wealth or income which they reasonably
desire to consume;

6. The availability and adequacy of private and/
or governmental institutions or agencies for facilitat-
ing by financing and by other lawful means the pur-
chase or acquisition of capital equities by households
with sub-viable capital holdings;

7. The levels of idleness or failure to engage in
creative work within the society, and current and fore-
secable trends therein;

8. The extent to which the economically avaijlable
creative talents and energies of the citizens arc fully
engaged in contributing to the work of civilization, in-
cluding the arts, the sciences, religion, education, phi-
losophy, statesmanship, ete., the current and foresee-
able trends therein and rec dations for ch
or improvements therein;

9. The degree of effectiveness of the laws, both
Federal and of the several states, providing for the
protection and integrity of private property in the
ownership of each of the factors of production;

10. The levels of technological improvement, and
the adequacy thereof, under the prevailing state of
development in the physical sciences and in engineer-
ing to maximize the production of goods and services
within the economy with a minimum input of human
toil and drudgery;

11. The extent to which wealth and income may
be distributed within the cconomy on the basis of need
rather than on the basis of contribution to production,
and of current and reasonably foreseeable trends
therein and recommendations for the minimization
thereof; '

12, The levels of technological advance within the
various industries, and the current and foreseeable
trends therein, and recommendations for the accelera-
tion and improvement thereof;

13. A review of the economic programs of the
Federal Government and of the several state govern-
ments relating to each of the [oregoing during the pre-

ceding year and of their effect upon’the production of
goods and services, the production of the goods of
civilization, the minimization of toil, the private own-
ership of the means of production, the existence of
workable and free competition within the markets of
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the cconomy, and upon the existence and extent of

idleness or the failure to [ully employ the carcative

talents and encrgies of the people of the United States,
and of the means available for the minimization and
elimination of such idleness;

14. A program for carrying out the policy declared
in Sections 2 and 3, together with such recommenda-
tions for legislation as he may decm necessary or desira-
ble.

B. The President may transmit from time to time to
the Congress reports supplementary to the Economic Re-
port, each of which shall include such supplementary or
revised recommendations as he may deem necessary or
desirable to achieve the policy declared in Sections 2
and 3.

C. The Economic Report, and all supplementary re-
ports trasmitted under subsection B of this Section shall,
when transmitied to Congress, be referred to the Joint
Committee created by Section O. ’

secnioN 5. Council of Economic Aduisers,

A. The Council of Economic Advisers (hereinafter
called the “Council”) created in the Exccutive Office of
the President by the Employment Act of 1946 is hereby
designated as the Council of Economic Advisers under
and for the purposes of this Act. The Council shall con-
tinue to be composed of three members who shall be ap-
pointed by the President by and with the advice and
consent of the Senate, and each of whom shall be a person
who, as a result of his training, experience and attain-
ments, is exceptionally qualified to analyze programs
and activities of the Government in the light of the policy
declared in Sections 2 and 3 of this Act and to formulate
and recommend national economic policy to promote
full participation in the production of economic goods
by all households in the economy, broader and more
cffective private capital ownership, production, the ex-
pansion of privately-owned competitive enterprise, the

full utilization of the creative energies and talents of all
citizens and residents of the United States and its ter-
ritories, and the minimization of human idleness. The
President shall designate one of the members of the
Council as Chairman and one as Vice Chairman, who
shall act as Chairman in the absence of the Chairman,
The incumbents of he Council of Economic Advisers
established by the Employment Act of 1946 holding office
on the effective date of this Act shall hold such offices
in the Council of Economic Advisers hereunder, subject
to the provisions of this Act.

B. Employment of Specialists, Experts and Other
Personnel.

The Council is authorized to employ, and fix the com-
pensation of, such specialists and other experts as may
be necessary for the carrying out of its functions under
this chapter, without regard to the civil-service Jaws, and
is authorized, subject to the civil-service laws, to employ
such other officers and employees as may be neces-
sary for carrying out its functions under this chapter.

C. Duties.

It shall be the duty and function of the Council:

1. To assist and advise the President in the pre-
paration of the Economic Report;

2. To gather timely and authoritative information
concerning economic development and economic
trends, both current and prospective, to analyze and
interpret such information in the light of the policy
declared in Sections 2 and 3 of this Act for the purpose
of determining whether such developments and trends
are interfering, or are likely to interfere, with the
achievement of such policy, and to compile and sub-
mit to the President studies relating to such develop-
ments and trends;

8. To appraise the various programs and activities
of the Federal Government in the light of the policy
declared in Sections 2 and 8 of this Act for the purpose
of determining the extent to which such programs and
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activities are contributing, and the extent to which
they are not contributing, to the achievement of such
policy, and to make recommendations to the President
with respect thereto;

4. To develop and recommend to the President na-
tional economic policies to foster and promote {ree
competitive enterprise, full and cffective private owner-
ship of capital, rapid growth in the number and pro-
portion of houscholds owning viable capital cstates as
a means of increasing their economic productiveness,
avoidance of economic fluctuations or diminution of
the effects thereof, and to maintain the maximum
economic productiveness of all households within the
cconomy of the United States either through employ-
ment, the private ownership of the nonhuman factor
of production, or a combination of the two, as the
current state of technology may determine, and thus
to promote the growth and cxpansion of the purchas-
ing power of the households of the economy;

5. Continuously to study and from time to time to
formulate and to recommend to the President means
for determining:

(a3} the acual needs of the civilian economy for
employment of the human factor of production after
the elimination of all pretended or false employ-
ment, featherbedding, or employment which has
been governmentally or privately synthesized for the
sake of effecting a laboristic distribution of wealth
rather than to fulfill an actual need for such employ-
ment under the prevailing state of technology;

(b) the size (by dollar value) of capital estate
(herein called a “viable capital estate), generally
cnp:.\blc, if owned by houscholds of various sizes, of
cnabling such households to participate in the pro-
duction of economic goods and services sufficiently
to provide a reasonable degree of affluence and pri-
“vate economic security within the capability of the
economy as a whole, which determinations shall be

for the purpose of fixing rom time to time the

minimum goal of capital ownership for all house-

holds of the economy which it is the policy of this

Congress to cncourage;

(¢) the size (by dollar value) of capital estate
(herein called a “monopolistic capital estate”),
which, if owned by households of various sizes,
would tend to enable them continuously to partici-
pate in the production of economic goods and
services in excess of a level necessary to provide a
reasonable degree of affluence and private economic
security and thus necessarily to deprive other house-
holds of the opportunity to participate in the pro-
duction of economic goods and services sufficiently
to provide a reasonable degree of affluence and
security within the capacity of the economy as a
whole.

6. Continuously to study and from time to time
to formulate and recommend to the President means
for implementing the policy of the United States to
foster the institutions and conditions under which
houscholds of the economy can build their privately-
owned economic power to enjoy a reasonable degree
of affluence as a result of their participation in produc-
tion through their private ownership of one or both
of the factors engaged in production, and thercby to
minimize the extent to which such houscholds need
rely upon any form of social security or socially dis
tributed wellare within the economy.

7. To make and fumish such studies, reports
thereon, and recommendations with respect to matters
of Federal economic policy and legislation as the Presi-
dent may request.

D. Annual Report.

The Council shall make an annual report to the Presi-
dent in December of each year.

E. Consultation with Other Groups and Agencies;
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Utilization of Governmental Services and Private Re-
search Agencies.
1. In exercising its powers, functions and dutics
under this chapter:

(2) the Council may constitute such advisory
committces and may consult with such representa-
tives of industry, banking, finance, scicnce, agricul-
ture, labor, consumers, state and local governments,
and other groups as it deems advisable; o

(b) the Council shall, to the fullest extent possi-
ble, utilize the services, facilitics and information
(including statistical information) of other Govern-
ment agendies as well as of private research agencies,
in order that duplication of elfort and expense may
be avoided.

F. Appropriations.

To enable the Council to exercise its powers, functions
and duties under this chapter, there are authorized to be
appropriated such sums as may be necessary.

sectioN 6. Joint Economic Committee.

A. The Joint Economic Committee, created by the,

Employment Act of 1946, is hereby designated as the
Joint Economic Committee under and for the purposes
of this Act. It shall be composed of seven Members of the
Senate, to be appointed by the President of the Senate,
and seven Members of the House of Representatives, to
be appointed by the Speaker of the House of Representa-

tives. The party representation on the Joint Committee.

shall, as nearly as may be feasible, refiect the relative
membership of the majority and minerity parties in the
Senate and House of Representatives
B. Duties.
1t shall be the duty and function of the Joint Economic
Committee:
1. To make a continuing study of matters relating
to the Economic Report;
2. To study means of coordinating programs in
order to further the policy of this Act;

4

8. As a guide to the several commitie~s of the
Congress dealing with legislation relating to the Eco-
nomic Report, not later than March 1 of each year
(beginning with the year —) to file a report with the
Senate and the House of Representatives containing
its findings and recommendations with respect to each
of the main recommend:tions made by the President in
the Economic Report, and from time to time to make
other reports and recommendations to the Senate and
House of Representatives as it deems advisable.

4. Continuously to study, formulate and recom-
mend to the Congress means for raising the economic
productive power of those households of the economy
that are not already affluent, in order thereby to raise
their economic power to consume, including, but
without being limited to, the following:

(a) promotion of the acceleration of technologi-
cal progress in the means of producing increased
quantities and improved quality of goods and ser-
vices and the minimization of the use of human toil
required.-for such production;

(b simultancously increasing the rate of new
capital fonnation within the civilian cconomy of the
United States and the rate of production and con-
sumption therein of consumer goods and services;

(c) developing mcans of extending private own-
ership of capital to a rapidly expanding number and
propertion of the households of the economy:

.

i) through improved and/or new methods of financing
the acquisition of equity capital ownership through the
use of pure credit in such manner as to create future
savings by households devoid of present or past savings,
as well as out of current and past savings;

ii) through modifications of the estate and gift tax laws
and through discouraging or prohibiting the use of gilts,
testamentary or otherwise, or of other practices or devices,
1o unrcasonably concentrate the ownership of capital
within particular houscholds;

iii) through methods of financing new capital forma-
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tion in commerce and-industry in ways which enable
workers having subviable capital estates to purchase and
pay for additional capital i and through p
reasonable and adequate diversification in such holdings;

iv) through coordination of antitrust policy and the
policies hereby declared, including means of financing the
purchase by houschiolds having sub-viable capital estates
of assets of corporations subjected to divestiture decrecs
pursuant to the antitrust laws of the United States;

v) through fadilitating the establishment and financing
of new enterprises and the ownership of such enterprises
bya i : ber of houscholds theretofore owning
sub-viable capital estates .

vi) through the development of a system of investment
preferences on newly issued securities of high investment
quality for those households which have sub-viable capital
estates;

vii) through such other tax, credit, and other devices
or institutions as will be effective for that purpose within
the policies hereby declared, together with appropriate
restrictions on the use of such devices for speculative
purposes or to create concentrated or monopolistic capital
holdings;

iii) through the primary use of the credit system to
promote new capital formation under the ownership of
houscholds having subs-viable capital estates, and through
2 diminishing use of aredit to support the purchase of
consumer goods and services as the increased participa-
tion in production by all households of the economy
through inaeased cpital awnership is achieved.

(d) ascertaining and recommending to the Con-
gtess the climination of governmental practices
which encourage the concentration of the ownership
of the nonhuman factor of production.

5. Continuously 1o study and formulate means for

making eflective in both the legal and economic sense

the laws of private property as they apply to the human
factor 2nd the nonhuman factor of production, in-
cluding, but not limited 10 the following:
{(a) the climination, over a e ble transition
period, of the corporate income tax and other taxes
which are Ievied in such manner as to intercept the

income arising from production by the “~onhuman
factor before it reaches the hands of the individual
owners thereof, together with adjustments in the per-
sonal income tax laws so as to prevent them from
raising more than the necessary revenues required
by government;

(b) the formulation of legislation designed to
encourage or require mature corporations (corpora-
tions having reasonable access to market sources of
financing new capital formation) to pay out to their
stockholders 1009, of their net earnings, after setting
aside only reasonable operating reserves;

(c) thé development and encouragement of {reely
competitive markets within which the value of the
factors of production, both human and nonhuman,
is determined, provided, however, that the necessity
of maintaining a general high level of purchasing
power should take precedence over a competitive
decline in the value of the human factor of produc-
tion where it is not substantially offset by an in-
creased participation of the houscholds involved in
the production of goods and services through owner-
ship of the nonhuman factor of production.

6. Continuously to study, and from time to time

to formulate and to recommend to the Congress means
for facilitating the full employment of all able-bodied
and competent persons:

(a) to the extent necessary, under the prevailing
state of technology, in the production of economic
goods and services sufficient to provide a generally
affluent economy; and

(b) to the extent that the production of a high
and adequate level of production of economic goods
and services can be maintained through the full and
effective employment of the nonhuman factor of pro-
duction and the freeing of a maximum number of
individuals from the necessity of performing toil in

o
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economic production, in the production. of the goods

of civilization, including the arts, the sciences, reli-

gion, education, philosophy, statesmanship, and the
like.

7. Continuously to study and from time to time
to formulate and to recommend to the Congress means
for extending and decpening the understanding on
the part of all citizens of the meaning and implications
of the policies hercby declared and adopted.

C. Vacandics,

Vacancies in the membership of the Joint Committee
shall not affect the power of the remaining members to
execute the functions of the Joint Committee, and shall
be filled in the same manner as in the case of the original
selection. The Joint Committee shall select a Chairman
and a Vice Chairman from among its members. The
members of the Joint Economic Committee created by
the Employment Act of 1946 who are holding office
thercon at the effective date of this Act, shall hold such
offices on the Joint Economic Committee hereunder, sub-
ject to the provisions of this Act.

D. Hearings.

The Joint Committee, or any duly authorized sub-
committee thereof, is authorized to hold such hearings
as it deems advisable, and, within the limitations of its
appropriations, the Joint Committee is empowered to
appoint and fix the compensation of such experts, con-
sultants, technicians, and derical and stenographic as-
sistants to procure such printing and binding, and to
make such expenditures, as it deems necessary and ad-
visable. The Joint Committce is authorized to utilize
the services, information, and facilities of the depart-
ments and establishments of the Government, and also
of private research agendies.

E. Appropriations.

There is authorized to be appropriated for each fiscal
year, the sum of $5,000,000, or so much thereof as may

be necessary, to carry out the provisions of ti.is Act, to
be disbursed by the Secretary of the Senate on vouchers
signed by the Chairman or Vice Chairman.

sEcTion 7. The Employment Act of 1946 is hereby re-
pealed.
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APPENDIX IV

Congressional Recar

PROCEEDINGS AND DEBATES OF THE 94”" CONGRESS, FIRST SESSION

Vol. 121

WASHINGTON, TUESDAY. JANUARY 14,

House of Rquesehtatives

INTRODUCTION OF THE ACCEL-
ERATED CAPITAL FORMATION
ACT OP 1975 B .
The SPEAKER pro tempore. Under a

previous order of the House, the gentle-

man from Minnesota (Mr. FrenzzL) is
recognized for 30 minutes.

Mr. FRENZEL. Mr. Speaker, I rise’

today to introduce the Accelerated Cap-
ital Formation Act of 1975. This is a re-
fined version of H.R. 8590 which I intre-
duced in the 93d Congress.

During the last session lm great deal of

in the employer corporation. This then

No. 1

1975,

H.R.462

s Individuals and as & group can
stock of thelr employer and

allows the affected empl subject
only to the trusts paying off the loan, to,
become beneficial owners of the com-
panies’ stock.

The )
itseif to make annual payments into the

other income-ylelding assets as s new
And form of

benefit. Although treated as a tax deduc-
tion, this change would have the same
impact as an Investment tax credit in
terms of €8]

trust in
the debt out of tax deductible dollars.
The tax deduction makes it possibla
for the corporation to bulld greater
capital ownership into the employees
than it could otherwise, and the costs of
financing its growth is about the same
as if it borrowed and re-

progress in s

method known as ESOP or the employee
stock ownership plan was made. A pro-
vision for study of the ESOP plan in
restructuring the Penn Central and
other Northeast and Midwest railroads
was included as a vital sectlon of the
Raflroad Recorganization Act. In the
Penslon Reform Act, signed into Iaw last
Labor Day, the ESOP was glven special
recognition as a form of employee bene-
fit that could also be used to attract
outslde financing to meet the capital re-

of an
_In the Trade Reform Act companies
utilizing ESOP will be given special
preferences in the $1 billion program of
federally guaranteed loons to com-
panies expanding or locating in areas
edversely affected by forelgn competl-
tlon. There were at least three other
riajor pleces of legislation being con-
sidered in the 93a Congress which,
though they did not reach the floor,
contained ESOP provisions; these were
railroad improvement loans, energy de-

velopment and the Pan Am Assistance

Act.

Though a great deal of progress has
been made In recent years many people
have questioned just what an ESOP

does. Essentlally, under existing law,i

the ESOP muakes accessible to cor-
porate employees the techniques of cor-
porate finance. Without any actual
cash outlay from corporate empioyees—
as in conventional employee stock pur-
chase programs—and without any de-
duction in take-home pay or fringe
benefts au ESOP builds blocks of cor-
porate shares into employee ovnership

while providing moneys necessary for -

capital requirements. It has been used
to finance corporate expansion. acquire
new assets, accomplish divestitures or
siinoffs and fiupnce mergers, et cetera.
s‘andard ESOP incorporates a

b trust—tech

pital
however, the investment tax credit in~
creases the concentration of corporate
ownership while ESOP contributions
correct this economic factor,

‘This also rechannels corpornte prof-
its that would otherwise have gone into
ths corporate income fax base into
of the private sec-

pald-—as to in after-tax dol-
lars. After the employers stock has been
paid for in this mannper the trust can,
if desired, be diversified by tax-free ex~
changes of stock for other securities, or
by a public offering out of trust.

This ESOP method, stmply stated,
allows greater benefits to the corpora~
tion than an

tor, thus generating lower prices for
consumers, expanded private payrolls,
and s broadening base of taxable per-
sonal incomes personal  esiates
among productive workers.

Becond, the bill provides s tax deduc-
tion to oo{ponuom for the amount of

nancing techniques and permits the em-
ployee to gain a larger share of the
erganization he serves than conventional
profit-sharing methods.

The first known use of ESOP financing,

" pioneered by Louis Kelso, involved an

employee buy-out of a chain of Cali-

either directly
os taxable second incomes on stock held
in an employee’s account or which are
used to repay stock acqulsition indebted-
ness of the employees’ trust. This provi-
sion also converts taxable corporate in-
come into either taxable dividend in-
comes for m}:}‘?yeea to supplement thals
or

fornia P that was

with takeover by a major chain in 1956,
But only in the last few years has the
business world at large become aware of
this A number of

banking firms ere ploneering this ap-
proach and several major firms have
begun to recommend ESOP's to their
clients. Over 100 cor have,

elr and social
secwrity incomes or a more rapid rate o.

capital
security.
Third, the bill provides that a quallied
employee stock ownership plan and trust
shall have the tax characteristics of s
0]

estates for their retirement

largely in the last year, adopted ESOP’s

including two of our larger

manufacturers. Many smaller firms and
several major unions have adopted
P's.

In order to facilitate the use of the
ESOP technique, and thus effectively
link gaily employee performance with
the growth and operation of a business,
the bill modifles thz Internal Revenue
Code as follows:

First, the biil removes the present
statutory limitation of 25 percent of
covered compensation as the maximum
amount an employer can contribute to
2 ifled stock ownershi
plan when such payments are used to
enable the plan to repay stock aequisi-
tion debt incurred in connection with
meeting the employer's capital require-
meunts. This places the sole li on

3 of
estate, gift, and income taxes. This would
affluent to maeke

gifts to qualified trusts in order to re-
connect the ownership of capltal. with a
broader base of private individuals,
namely productive employecs sowze of
whom have contributed to the building
of the donor’s wealth. Allocations to par-
ticipants of the trust wouid become an
immediate source of taxable second in-
comes—to the extent dividends are
passed through the trusts—and a re-
tirement estate for the employse-bene-
ficiaries and their heirs. On the other
hand, Government would lose no tax
revenues since such contributions made
to charitable organizations are already
exempt from taxation, and profits from
donated income-produting property are
frequently accumiulated tax-free within
suchor

deferred
nically 2
elone or coupled with a nioney purchase
pension tru into the finaneing proc-
ess itself, In one common technique the
employees trust borrows funds to invest

ualified stock bonus trust
)

] on the enter-
prise’s canacity to service the debt out of
cash fiow. This reform reduces the cost
of capital growth and transfers in the
ownership of corporate assets, while
accelerating the rate at which employees

- 111 -

Fourth, the bill establishes a cutofl
on further contributions in behalf of any
employee when the value of the assets
that employee has acquired during his
working lifetime through one or more
ESOP's exceeds $500,000, Such a safe-




guard on rxcessive accumulations ac-
quired through tax deductions would be
cspectally important in highly capital-
intensive fodusiries and would help

foster moly widesprend and equitable
;harl:‘{l vnenhin among Americans
gene!

Fifth, the bill n.dds to the options of

Szertow 1. TITLE—This Act may be cited
ey the “Accelerated Capital Formation Act of
1975~

Srz. 2. roarost.—The purpose of this Act
13 to provide tacentives for accelerated 8-+
napcing of the formation of U.S. corporate
capital snd to encoursge voluntary means
for broadly diffusing equity ownership
among oyees of U.8. enterprises both (a)
with mpec: Lo extsting capiial by means

ESOP

are made when (.hn reure. die, or are
otherwise separated from service. Al-
though profit sharing plans are per-
mitted to make distributions’ in many
forms, the Internal Revenue Service has
ruled that distribution from an ESOP
must be made exclusively in company
stock.

Although enabling employees to ac-
sizable of

stock has obvious - motivational value,
when an leaves the

private
pm'pcny um (b) vnx: respect to newly
tal by means which extend the
xom o conventional pusiness Anancs 1o core
porate employeu .
AMINTMENT OF INTERNAL REVENTX
conEThe Tateroal Revehus Gode of 1953
13 amended by adding the following new Sec-
tion 416 at the end of Subpart B of Part I
of Bubchapter D of Chapter 11
82C. $16.—~EMTLOTEE STOCK OWNEREHT® Prax
Fusaxciso,

the plan In a monaer consistent with sec-
tion 491 (a) (4):

(B} no part of such coniributlon, bequest
or transfer is aliocated under the plan for the
benefit of the taxpayer (or decedent), or any
person related to the taxpayer (or decedent)
under the provisions of Sectlon 287(b). or
any olher person who owns more than 25e;,
In value of any class of cutstanding employer

tes under the provisions of Bection
and

securtl
318(s

(C) such contribution, bequest or transfer
is made oniy with the express -ppmu of
such emploges stock ownership pl

(¢} Treatment of Pﬂrﬂcipﬂntl. (l) Qualx.
fying employer securitles scquired by. an
employes 3tock ownership plan through ac.
quisition indebtedness tncurred by the plln
in connsctlon with the financing of capl
requirementa of the employsr ecrpnunn or
its affliates must be allocated to the accounts
o! uu pmklp.lln' emyloym o I.hc extent
eceived by

stock

(») (1) p]
plans” means a technique of cor-

and can no longer directly influence the
yield on the company stock accumulated
in his ESOP account, it is desirable to
provide the departing employee and the

remaining employees, through their
ESOP, to arrange an exchange for his
accumulated assets with other income-
ylelding assets or cash of an

nance described in Section 4373(e)
(ki) Ihlc ul.lllnq stock bonus plaos, or stock.

ments of Section 401(a) and are designed—
{A) to tnvest pnmmly in qualifylng em-
pwy 7 securtttes;
(B) to meet gemers! fnancing r:qu!.n-
ments of &

value. This bill would provide ESOP's the

same flexibility In making distributions

that is now enjoyed by profit sharing
. plans.

Sixth, the bill permits a repurchase op-
tion for plans of enterprises that ln

srowtn and transters 1o the ownenhlp ot
corporate
{0) to bunu “nto employees Dbenefictal

th. phn are lpplltd to the p.yment of mr.h

terest), in accordance with tha terms of lh.
plan 8nd lu & manner conststent with Section
cox (2)(4). -

(2) Upon retisrement, desth or other sep-
aration from eervice, an employes particips-
ting under an employee £tock ownership plan
(or bis benefictary, tn the event of death)
'will be entitled to s distribution of his pon-
forfeitable Interest under the plan (a em-

securities or other investments allo-
cated to his acoount, in ascordance with the
of such plan. If the plan 0 pro-

(D) to eelsa ouna B oihes extemiona of
crseit to scquire quulifying employer secu.
rities, with such loans an secured

wholly owned by their 50 that
stock of departing employees can remain
exclusively held within the employee
group.

Seventh, the bil! exempts lump sum
distributions of income-yielding estates
derived from an ESOP from any form of
taxation, provided the assets are held to
produce a lmhle second income for the

y by a b’ h‘ ploy
o make future nts to the pian in
amounts sufictent to enable auch loans and
interest therson to be repaid; and
(E) to Limit the liabllity of tha plan for
repayment of any such loan to payments
received from the employer and to qualify.
ing employer securitles, and dividends there-
on, acquired with the proceeds of such toan,
to the extant such loan Is not yet repatd.

(z) Ppurposes of this section, the term

if the asuts nre oonverted into mendahh
income and not reinvested wi
days, the uninvested proceeds wul be
taxed a3 ordinary income, Instead of
partially at the Jower capital gains rate
permiited under present law,

Eighth, the bil! enables affected par-
ties to seck eadvance IRS opinions on
valuations on stock or other assets ac-
quired by an ESOP where the parties to
& financing transaction which utilizes
and ESOP would be subject to serious
risks or penalties 1f the IRS, upon subse-
quent audit, disagreed with the valu-
ations or other key features of the fi-

action”

means
sued ay the employer corporation, or by an

amllate of guch employer.
(3) For purposes of this section, the term
*qualifying employer securities™ means com-
mon stock, securities convertible into
common stock, {ssued by thy employer cor-
poratia: by an amilate of such employer.
(5) Bpecisl Deductions, (1) In adition &
the deductions provided undsr section 404
(a), there shall be allowed 29 & deduction to
a0 employer the amount of any dividend
4 by such employer during the taxable

vides, the employes (or bensficlary) may elect
to recelve ll or 4 portion of the distribution
from the plan In—

(A) employer securities, other than quali-
fring employer securities;

(C) » diversified portfollo of securities;
{D) s non-transferabls annutty contract;

(E) auy combination of ths above.

. (3) An'employee stock ownership plan msy
Dprovide for the zequired repurchass of quali-
1ying employer securities from an individual
recetving s distribution thereof (f all other
of such outstanding employer securittes,
whether or not acquired through the ptan,
aro subject to repurchase from non-emplojes
sharcholders under similar circums!

14) Upon recelpt of & lump sum @istetba-
tion, as described 1n Section €02(e) (4) (A),
from en emploges stock ownership plan, un
individual may exclude from me
that part of the lstribution which consiite
of employer securities or other assets, if
income producing, held of reinvestod within
€0 davs In Income producing assets of equiv-
alent value, for the purpose of providing

year with respect to employer
ided—

(A) such employer securities were held on
the record date for such dividend by an em-
Pployes stock ownership plan;

(B) the dividend recelved by such plan is

naneing plan. This is similar to the “no
already by

the PTC and BEC.
Ninth, the bill exempts payments to

not Ister than GO days after the
close of the plan year in which 1t Is recetved,
to the emplogees participating In the phn
[

an ESOP made for
from treatment as a conventional em-
ployee benefit for purposes of any wage,
salary, deferred or other

with the plan

(C) the dividend recelved by such pln.n 1s
applicd, not later than 60 days after tha
close of the taxable year, to the pagment of

employee benefit controls or guidellnes
that might be established under execu-
tive order, regulations. or future eco-
nomic stabilization laws at the Federal or
State levels. Instead, it would be treated
as ony other form of capital spending
that would have a counter

inter-
est) Incurred by the plan for the purchass ~
of quallfying employer securities.

(2) Notwithstanding the limitatlons of
zection 404(a), there shall be allowed as &
deduction to an employer the amount of any
contributions patd on nccount of & taxable
years (as dexrlbed in sectlon 404(s) (6)) to

effect. In effect, it offers labor a !radc-
off for wage increases where wage ceil-
ings are established.

I hope that the members of this body
will carefully consider the legislation. I
am hopeful that further progress can
be made in this session.

A copy of the bul follows:

Be (¢ enarird by the Senate ard House of
Representatiias of the United Statcs of
America in Congress assembled, 3

69-174 O - 716 - 17

nu yee stock ptan, provided
Such comisibutions are spplled to the pay-
ment of

the with or other forma
of realized tncome from such assets. Upon
subsequent sale or disposition of any em-
ployer securlties or other assets distributed
by an employee £iock ownership plan to the
extent that proceeds reslized from such sale
or disposition are not reinvested within 60
days in Income producing mssets, the total
amount of such proceeds (or the falr market
wvalue of any such securiiles or assets that
wre transferred without adequate considera~
tion) shall be treated a3 ordinary income to
e individual.
) a2 employee roceiving & distribution
parsgrooh (b) (1)(B) of this Section
femriifta aubject to taxation under Section,
402(a) (1), and the provisions of Section 118
aball not spply to such distribution:

{8) A contribution by an employer which
1s deductible under paragraph (b) (2) of this
Bection, or s contribution described in para-
graph {b){3) of this Section, shall not be
included In the meaning of annual addition
under Sectlon 415(c) (2).

intcrest) incurred by the plan for the pur-
cnue of q.mu,.n. employer pecurittes.

r purposcs of sections 170(b) (1),
cqz(v.) 2055(a), and 2522, a contribution, be-
quest, or simiiar transfer of employer secu-
Tities or other property to an employee stock
ownership plan shall be deemed a charitable

(7) No to an stock
ownership plan may be allocated for the
Denefit of ny participant 1f the value of
the total
and other tavestments under the plan for .
the beneft of that participant equals or

€xceeds $500.000, less the amount of any such
sccumulation for t1t particlpant under any

to an

in section 170(b} (1) (A) (¥1). provided—
(A) such contribution, bequest, or transter
Is atlocated, purstant o th, of such
plan, to the cmployces partictpating under

112 -

of sruck 1ans,

(8) Special Protisions. (1) The aoqub-
tlon or holding of qualifylng employer se-
‘cutittes and the Incurrine of sequisition *
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indebtedness by an emplojee atock awner-
ship plan shall be deemed to sallsfy the
requirements of Section 404{s)(1) of th
Employes Retirement Income Security Act
of 1974 provided that—

(A) the requirements of Section 408(b) (3)
and 408(e) of such Act are satisfied; and
+ (B) the same standards of prudence and
fiduciary responsibiilty that carporate man-
agemient must exercise with fespect to Its
shareholders are satisfied.

(2) Dpon application by sn emplosee stock
ownerslip plan, the Secretary of the Treasury
or his deleqste shall Issue an advance oplaion
s to whether & proposed transactlon in-
volving that emplogee stock ownership plan
wiil satisty all the requirements described
in paragraph (1) of this subsection, and
any such opinion shalt be binding upon tho
Becretary.

Src. 4 —Efect of Economtc Stabiltzation.—
Payments by en emploser to an employes
stock ownership plan ga defined tn Section
416(s) (1) of the Internal Revenue Code of
1954, for the purpose of enabling auch plan
to pay ccquisition indebtedness Incurred for -
the purchase of qualitylng employer securl-
tles or other contributions to such ptan shall
not be treated as compensation, fringe bene-
fits or deterred compensation payments for
the purposes of any lawa, executive orders
‘or regulations desizned 1o control, cstablish
or stabilize

compensation or benefits, but shall be treated
as the equivalent of debt service payments
made tn the normal course of fnancing the
capital requirements of that employer.

KELSO BANGERT & CO.

INCORPORATED
111 PINE STREET, SAN FPRANGISCO, CALIFORNIA 04111 -[415] 788-7454
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APPENDIX V

SUGGESTIONS FOR REVISION AND IMPROVEMENT OF

H.R. 462 (H.R. 5577)

1. Revise H.R. 462 so that ESOP allocatiops will be made sub-

stantially in proportion to relative compensation and that debt-
financed employer stock is to be allocated as debt principal and
interest are repaid, in a manner similar to that required under

the Trade Act of 1974.

2. Provide that Treasury regulations may be prescribed to
further define ESOP.

3. Permit ESOP diversification as necessary or desirable,
with respect to providing benefits to employees and creating
a market for employer stock.

4, Provide that the special individual retirement account (IRA}
may be used to receive ESOP distribution of diversified assets,
with modified IRA requirements to allow for holding of income
producing assets with full payout of current income.

5. Extend the corporate dividend deductions to employer securi-
ties held by a former participant (or beneficiary) or by special
IRA currently distributing dividends.

6. Provide that a "charitable" contribution to an ESOP is treated
as an employer contribution for purposes of taxability and vesting.

7. Provide that newly-issued common stock transferred or sold
to an ESOP by an employer may be valued at book value if higher
than current market value.

8. Provide for immediate appeal to the Tax Court with respect
to advance opinion procedure relating to ESOP transactions,

9. Amend ERISA to clarify the fiduciary standards applicable
to ESOP transactions.
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APPENDIX VI

June 16, 1972

The political battle ncw being waged in Puerto Rico over Governor
Luis Ferre's proposed Proprietary Fund for the Progress of Puerto Rico
raises issues of fundamental significance to every individual and
every nation. The question is whether the keystone assumptions of
Keynesian economics are valid or relevant to modern industrial econo-
mies, either advanced or aspiring. Governor Ferre, in sponsoring
legislation that would enable Puerto Rican wage-earners to attain own-
ership of income-producing capital, has challenged the authority of
the Keynesian school of economics, which has influenced or dominated
iovernment policy and public opinion in western industrial democracies
for 40 years or more.

Therefore, it is hardly surprising that the dean of Keynesian
economists, Professor Paul A. Samuelson of the Massachusetts .astitute
of Technolegy, author of a best-selling economics textbook and a Nobel
laureate, has been motivated to enter the Puerto Rican political con-

bill.

troversy.

the bill properly.

iy
Sl

4

o

The

His statement was written at the request of Senate president
Rafael Hernandez Colon, leader of the Popular Democratic Party, tha
party opposing Gov. Ferre's New Progressive Party.
party dominates the House, which speedily approved the Proprietary Fund
The Senate, which is dominated by the opposition, withheld its
approval on the grounds that it did not have sufficient time to consider
Governor Ferre then called a special session to
‘provide the Senate with this opportunity.
Senator Fred R. Harris concluded that the controversy is signifi-
cant enough that his colleagues in the Senate would benefit from study
of the exchange of views between Samuelson and Kelso/Hetter.
CONGRESSIONAL RECORD item is herewith reproduced.

The Governor's

Congressional Record

Uolted Sutes . 4
of Ameria PROCEEDINGS AND DEBATES OF THE Q2% CONGRESS, SECOND SESSION
Vol. 118 WASHINGTON, THURSDAY, JUNE 8, 1972 No. 93

Senate

DISTRIBUTION OF WEALTH

Mr. HARRIS. Mr, President, one of the
great undiscussed Issues of our tune Is
the distribution of wealth in this coun-
try. More and more of our pubiic figures
finally are beginning to understand that
the distribution of income in the United
States is unfair, From time to time in
newspaper articles we now read the
troubling revelation that the top 20 per-
cent of the income bracket reccives
around 41 percent of the Nation's income
after taxes, whereas the bottom 20 per-
cent receives only around § percent.

But how inuch more unequal is the dis-

tribution of ‘wealth. According to a sur- .

vey by the Federal Rezerve Board pub-
tished in 1964, the wealthiest 20 percent
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of the population in 1962 owned 75 pers
cent—-T repeat T8 pervent—aof all private
ussets Meanwhile, the poorest 25 pereent
of all fambies had no net worth--thewr
debts enuuled thelr pssets. And ihe
wealthiest # pereent of the populution
owned Gi pereent of all private s

Unfortunately, most American ceon-
omists are not tnterested in this pich-
tem, They are lost in the clonds of macro-
economics and view wealth distrib
as an equity question whuich s politeal
most economic in nature. They, there-
fore, help to insure that no onc will taix
about it, that it will remain the great
secret of our economy.

There is, however, an ocutsider to the
profession who has attempted to force




June 8, 1972

the establisment economisls ta face up
to the problem of the unequal distribu-
tion of wealth in the United States. The
man’s name is Louis Kelso, a highly suc-
cessful San Francisco lawyer. The author
of several books and articles on various
mechanisms which would altempt to
broaden the ownership of stock and real
property in the United States, recently
he encountered a breakthrough., Al-
though economists would not listen to
him, the new Governor of Puerto Rico
would. .

Governor Ferre thus proposed the
creation of a Proprietary Fund which
would assist the citizens of Puerto Rico
to become stockholders. The idea be-
hind his fund was not crude leveling but
the creation of a mechanism which
would insure that as the Puerto Rican
economy grew, the bencfits of growth
Jvould be more widely distributed among
the population. In other words, his pur-
pose was to attempt to bring to a halt
the current system which permits those
already owning great wealth to accumu-
late even more. His intention was to
enable the little guy to have a chance to
become a property holder.

The Ferre proposal soon gave rise to
an exchange of views between noted
economist Paul Samuelson and Kelso.
Although the exchange is perhaps more

1 than & real of the
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Prise-winning professor of economics at MIT
who lectured at the University of Puerto
Rica eartier this year.)

Statement by Paul A, Samueison on House
Bill 1703, concerning the Patrimony for the
Progress of Puerto Rico (the Proprietary
Pund).

1—This statement Is preparcd at the re-
quest of the president of the Senats of
Puerto Rico, soficiting my slews on the wis-
dom of this measure. The views I express
are my own and have 1o relation to the views
of any political parties or factlons in Puerto
ico. Morcover, 1 make no pretense
expert kuosledge of Puerto Rico: I confine
myself Lo problems of broed general economlc
princtple, relating to the distribution of -
come and to economic development.

2—The general purposes of the bil} must
strike an economist as belng vaguely philan-
thropie If not grandiose. One would wish
for the typical citizen of any land both high-
er real wages and higher non-wage income.

owever, the gulding philosophy that under-
les the bill 1s that associated with the two-
factor theory of Louls Kelso (and verlous
collaborators such es Mortimer J. Adler).
Kelsolsm Is not accepted by modern scten-
tific economics as & valld and fruitful anal-
¥sis of the distribution of income, but rather
it 15 regarded as o amateurish and cranky
d. Although 1t has been put forth In more

than one book and has been around for a °

long time, the principal learned journsls of
1 the Amerl

8. Eco-
nomic Review, the Royal Economic Journal,
the Harvard Quarterly Journal of Economics,
the Chicago Journal of Political Economy—-
have

GRESSIONAL RECORD — SENATE

S 9053

venture equily Investment by guaranteed
bank loans and various gimmicks of govern-
ment guarantees and tar abatements. How
much more rash for Puerto Rito,

(b)—You cannot get something for noth-
ing in economic life. The scandsl of Jobn
Law tn an<tent France pretended otherwise,
and led 1o flasco. I fear the same in thls
case. If the Commonwealth guarantees bank
loans to purchase Patrimony stocks, it has
theredy less eredit to expend In other direc~
tions of development. What adrantage is
there in & dollaz of dividends If It slows down
the growth of productivity of real wages by
tens of dollars?

(¢)—The Commonwenith has a limited tax
base. It must not squander that base It
must expend It prudently in developing in-
dultry. Every dollar of tax exemptlon squan-
dsred on the Patrimony is that much less of
& dollsr svallable for other Bootstrap opera-
tions. Here in the states, we have much ex-
perfence. much of it sad. with venture capi-
tal efforts—the disastrous Smal! Business In-
vestment Companies with their water tax ex-
emptions, etc. All the least, very wealthy
men who can afford to lose thelr money.
should e retied on for such risky ventures.
To tempt. or coerce, the masses and the poor
into such avenues is to invite, If not dlsaster,
wt the least disappolntment, economic tnef-
ficiency, and waste.

{d)—Further, the program is open to dan-
gerous pitfalls of corruption, political pat-
ronage, sod tax avoldance. Thus, if one has
tens of thousands of dollars of capltal gatny
in & business, und even if 1t mekes no eco-
nomic sense for this to be acquired by the

there la Teason for selling

problem would require, it is i e.

In the case of Samuelson, despite hard
points which Kelso must answer, we see
again the unwillingness to face up to
“the problem of the distribution of
wealth. Nowhere in Professor Samuel-
son’s contribution is there any concern
expressed over the extremes in wealth
ownership on the island of Puerto Rico,

In the case of Kelso, whatever we may

withheld and

pproval from the doctrines of Kelsoism. Its
central tenet iy contradicted by the findings
of sclence: L2

study of trends,
by such distinguished scholars as Prafessor
Simon Kuznets of Harvard (Nobel laureate
in ecomomics for 1971), Senator and Pro-
fessor Paul H. Douglas (award winner for
his Cobb-Dotglas statistical measurement of
the aggregate production function), MIT
Professor Robert M. Solow, and numerous

. think of his we have
a man who at least is talking sbout an
important problem. I am not judging his
scheme one way or another. Neither man
goes into sufficient detzll for an cutsider
to judge the logical rather than the
polemical face of the argument. Never-
theless, T rather feel Kelso won the ex-
change and for this reason. If his scheme
iy

At the Nationa! Bureau of Eco-
nomic Research under the directorship of
Arthur P. Burns, chairman of the Board of
Qovernors of the Pedersl Restrve System,
economic sdviser to Presidents Elsenhower
and Nixon, the contributlon of labor to the
totality of GNP 1s in the neighborhood of
75 per cent, with only 25 per cent attribut-
#ble to lund, machinery and other property.

Moreover, an increasing proportion of la-

1s

faulty as sug-
gests, then X agree with a point Kelso
has meade repeatedly, namely that the
more established ecconomists should
come forward with a scheme which is
not faulty. For the problem of such gross
disparitics in ownership is a real one. It
will not go away because our more estab-
lished economists fgnore it.

Mr. President, I believe that others in
the Senate wilt benefit from study of the
Samuelson-Kelso exchange of views. 1
therefore ask unanimous consent that it
be printed in the Recosn. I nlso ask
unanimous consent that an article from
the Wall Street Journal on the Puerto
Rican plan be printed in the Recoro, as
well.

There being no objection, the items
were ordered be printed fn the
Recoro, as follow: X

(From the San Juan Star, Apr. 27, 1972}

THE ProFRIrTany FUND CRITICIZFD
{By Paul A, Samucison)

(E0iTor's NotE.—The following was re-
leased Wednesday by Senate President Rafasl
Hernandes Colon. Samuelson 13 the Nobel

bor n modern
economics, such as Puerto Rico s aspiring
to become, to Investment of “numan capital”
in the form of education and skill enric
ment. This 73-25 per cent breakdown 15 dia-
metrically opposite to the Kelso presuppo-
sitlons, which ase purely speculative and not
based upon cconometric analysis of the ob-
sorved statistics of natlons et different stages
of development.

3—Because the baslc economic principles
underiylug the proposal are fauity, 1t is like-
Iy in practice to prove & cruel disappolnt-
ment to the Puerto Rican peonle. Beyond Its
fundamental weaknesses, the proposal has
many pitfalls and loopholes that the Amerl-
can Congress would condemn it to oblivion.
Let me enumerate ouly a few of the defects
that struck me ot st study of the matter.

50 many defects appear on the surfacs.
think how many mere s coreful and 1.
formed anatysis would reveal.

(8)—TIt s o first principle of sound fi-
nance that faniilics at low income level must
not invest 5o heavily as mwre aMlucnt fami-
Hes in venture equities. Although Pucrto
Rican Incomes aze higher than they uied to
be and higher thon 1a many Latin countries,
istand incanics are lower sthl than In any of
the 50 states. It would be rash for 1

tax

to that body and temptatlon to lobby with
some future government official to have this
done. Who wilt be able to prevent this or
aven that such a of
sound faance Is taking place? To avold in-
heritance tax, some men will send far th
priest and at the same time acquire tax-
exempt Patrimony shares, only to have thelr
helrs sell off thase shares after they have per-
formed thelr loophole functions.

‘These are not vague pessibilities, As con-
sultant to the U.5. Treasury over the years
and as an expert witness before congres-
sional committees, I have had occaslon to
se¢ every chink In the law exploited In this
way, and yet I have never seen & matnland
bhi 50 carelessly drafted tn terms of provida
ing such tax-avoldance opportunities. The
Puerto Rlcan legislature is warned

4—In summary, despite the laudable in.
tentlons of the Patrimony bill, & careful
cost-benefit analysis of ita features In terms
of sctentific economics must ralse grave fears

or &
wealth anxious to clevate the standard af
living of its citizens.

Kriso ANSWERs SAMULLSON'S ATTACK ON THE
Prorrrctary Pono B
{By Louls O. Kelso and Patricla Hetter)
We xre grateful to Senate President Rafacl
Hernandez Colon, He has suzceeded in dotng
what we have fafled to do In more than &
decade of effort. He has enticed a Keynesian
economist—indeed, the dean of Keyncsian
break  the _ of
silence which the profession has drawn
around two-factor economics. Mare, he s
STUf from Professor Samuelson an admis-
slon that the conspiracy has existed.
Professor Samuelson i correct in stating
thas “the principal lsarned journals of eco-
nomic sclence.” which he procecds to name,
“have iteadfastly withheld recognition of
approval from” two-factor economic con-
cepts. The consplracy extends beyond the
refusal of the Icarned economic Journals to
publish aztictes, revisw books, or to acknowl~
cdge the exisience of two-factor theory in
any form. In the 14 years that have passed

our most affluent state, to tempt people into
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since the of The Mani-
1festo, no academic cconomist who has dis-




sgreed with 1t has scer At to accep: numer-
ous Invitations to subject two-factor cun-
cepts 1o pudlic debate and discusston. Nor
have two 2dditional books, numerous articles
and lectures succeeded in tempting the dis~
senting academic economlists Lo engage 1o
open, forthright dislogue.

The ofcial silence which the academic
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1n his opes
I hy he
 “a lone woil outside the frame of refer-
G!‘“ ©f modern econcm:. T

faults are the faults of

izselt vas gaing to put We hate had e

more compiex cconjmieiric models of the

econsmy whh eter more dublous Tesulis.
“As the mountain of licrature grous, and

1 through

ose:
e the wond 12 wakinz up to the fact

economics fraternity has carefully pi

over the vears does not mean that academic’

sconomists have not heard of two-factor
theory or are indiffaresit to the challenge it
ofers to thelr 30-year reign over men's minds
and the poticies of the
of the West. During these same years we have
acquired an tmpressite collection of private
~economic snalyses” and “critiques” written
by acsdemic economists, Not one of these
“rafutations™ has ever reached us through the
courtesy of its muthor, or through the me-

that 13 not quite as
“sclentifc” & 16 practitioners pretend.
Sweden, one of the first countries to run
its economy on Keynesian principles and
widely proclaimed ns a mocel of success. is in
deep econom:e trouble. Here is the distin.
guished economics jour:: Leonard Stk
Teporting w0 the New York Tlmes from
Stockholm:

“Public_Indignation ove: the fallure of
governments to solve the probi
fion by consentional mozetars end el

causs

dum of print.
knows that controverss spreads ideas. There
fore, he prefers to attack underhandedly hy
stealth, uslng his gell-conferred status as
“gxpert” to disparage two-factor economics
and to iatellectually inttmidate snyone of
prominence who appears likely to succumb
to this dangerous new heresy.

Even surreptitious attacks would be wel-
and vaiuable if they were addressed to

na

more unems

then is
suarsing %o force o breakup of economie dog-

nd poittical ulignmen:s throughout the
Western world. The trend 1s comparable to
the tmpact on politics and economics of per-
sistent mass unemployment In the 1930's.
But now as then, pudlic demands for im-
provemen: In economic palicy are in advance
a/ what either the

e beconse nore
and the become
more sus; 14 ts falr to ask & cruel ques-

tion: are we sceing the dectine and full ot
the economists’ empire?”

The failnre of Keynesiznism lu Grest Brit-
ain was conceded as long 3go as 1958. The
august journal, The Economist, wrote the
obltuary. It recalled that Keynes hod observed
at the end of his magnum opus. “The General
Theory of Employment, Interest and Money™:

~Practical men, who belleve thenueives to
be quite exempt from any intelioctual ln-
fiuences, are usually the slaves of some du-
funct economist.”

The Economist then delivered the coup’

de grace:

“The piquant situation today i
Kesnes himsell 13 now & defunct econue
mise”E

It is true that 1ne Econcmist only de-
taroned Keymes in order to crown Hiken
Frledman and his monetary doctrines. But
ROW the MONEIArists, alter & brief day in the
sun, are chemselves defunct. At the American

are yet prepared to cﬂer,"a

com

the actual concepts of twoe
factor economics, and to the concrete busi-
ness applications and the 1s and poli-
cles which this line of thought suggests. But
this has vet to occur, Invariably the academic
economis: constructs out of of fact
and fiction & conceptual scarecrow which, he
sssures his reader® i3 an accurate representa-
tion of Kelso's idens. With self-righteous
ostentatton, he then proceeds to demolish
this efigr straw by straw. to demonstrate of
what fimsy stuff it i3 constructed.

We had supposed that an academic econ-
omist of Prof. Samuelson's distinction would
be mbove such shabby tactics. But his state-
ment on the Ferre Fund is indistinguisha.
ble from the works cf his minor league
precursors. Like them. Prof. Semuelson has
not bothered to read tie books or articles
which set forth the ideas he presumes to

|I.Alle.| ours.|

After 40 years of the harshest redistribu-
tive taxazion in the Western worid (average
Income ax 40°, sales tax. 15 ). & Swedish
gove:ament commission in 1968 found that
taxation and socis! policles had little effect
on income distribution. and that concentra-
tion of ownership of capiial is even greater
in Sweden today then in the United States
or England. Inflation rampages ou—it was
61 in 1971,

Recently the influential magazihe, Satur-
day Review, devoted an issue 0 questioning
the relevance of Keynesian economics, Here
1s Robert A. Solo of Michigan State Uni-
versity: Dot as itlustrious an academic scon-
ommist a3 Prof. Samuelsoq. but more honest:

“It comes down 1o ti:13: she Establishment
economics that is 1aught n the untversities,

n‘the journals, regurgitated in

criticize. He does
economtcs. He doe! the me-

the councis of goverment. win ul na

chanics of the r-repnemy Fund. He does
not. by his own admission, unders:and the
economy of Puerto Rico or the aspirations
and needs of its people. Before we present
the evidence for this harsh judgment, how-
ever. we would like to make & few general
remarks about cademic  Keynesian
economist and the relationship between
Kenesian economics and the state of the
world today.

During the thirty-five years Kelso has
spent a8 » corporate and financlsl lawser
among the men who actually organize and
mansge the wealth-producing enterprises
that academic economists theorize mbout,
the only professional economists has
encountered were in staff capacities, mostly

banks. Economists, particu-
larly scademic economists, have no function
in the productive sector of the economy.
They theorize sbout ft (from s distance},
they are supparted by ft, but they are not
part of It.

The layman s Incliced to belte

he “economist”™ is the final authority on
W things economic; the economlst, belng
human. does not discournge the illuslon
that without him the macro-econiemy would
come crashing down about our ears in ruin.
Happily for mankind. however. the facts
are quite the oppestie. We think it would
help the people of Puerto Rico to evaluate
Prof. Samuelson’s contribution If we briefly
considered the subject ratter and Imita-
tions of Keynestan economics. For Prof.
Somuelson 13, of course, & Keynestan.

In his own words, “I first reststed the
Keyneslsn revolution, and wes finally won
overs Not only ls Prof. S:mueuon .

he

1

Keynestan economist. From. the same New
York Times interview, publithed shorily
ofter he was awarded the Novel

economics in 1971 »Mr. Samuelson gladly
sccepted the award as evidence of the re-

that -

outputs, has not
Savanced our ny-cu, 10 control our economy
beyond what It was in the late 1930s.

“That after the clear {ailure ¢ neo-clas-
sical and Keynesian &
niques of monetary and fiscal control, the
nation s Jeft with Nno ausier to the persist-
ent and profound economic probiems of in-

and tech..

annual meeting in
.\e“ Orleans tn Janusry of this year. Milwon
Friedman made this memorable confesston:
“1 belleve that wz economlists in recent '
years have done vast harm—to society at
Iarge and to our profession 1 pasticular—by
claiming more than we can deliver. Wa have
make
promises (which] pmmou discontent with
reasonably satisfactory results because they
fall short of the economists® promised Iand.""
the same meeting. Arthur Okun ad-
mitied, In the words of The Wall Stre
Journal, "How distressing It was for himsel{
and other Johnson sdministration fiscalists
that the 107 Income tax surcharge of foid-
1908 faited to dampen the infiationary boom.
“When we were able to call the policy tune ...
the economy did not dance to it he ruetully

Nor does Arthur F. Burns, chairman of the
Board of Govéruors of the Federal Reserve
System, seem to consker Keyunesian eco-
nomics the last word in scientlfic exactitude.
In July of 1071 he issued this understatemeu:
“The rules of economics are
not working in quite the way they used to." *

And this brings us to the heart of the mat-
tn other

ter.
Soclety imposes on “experts”
the

flation and save a P
freeze in the manner of World War I or
World War II attests to the sterility of eco-

nomic thought and ey, 4
In 1971 the distinguished journalist Edwin
L. Daie, Jr., of the New Ycrk Times, himself
an ecoromlst. brought back what he de-
scribed as & “cautionary tale” from England.
There a great debate had raged over the
questian of whether Britain shoutld or should
not join the European Common Markes.
About & week before the decisive vote in
Parltament, two letters appears in the Timed
of London. The first letter, signed by 134
full-time teaching officers of economics in
Boitish universities, predicted that the eco-
nomiéc eZects of joining the Europesn Com-
mon Market ~ar® more likely 10 be unfavors
able than favorable to Britain.” The second
letter, sigued by 142 fuli-::me teaching ofi-
cers of economics in British universities, pre
dlcted that these econoinic effects “dre niore
w0

the most rigoraus standards of accountabliity.
Soclety does not bestow honors on engineers
whose bridges collapse, nor do people queue
up to consult physiclans whose catlents
matnly end up In the cemetary. The reward
of 8 lawver who counsels his client to ruin is
not the Nobel Prize but a malpractice suit.
But economists 5o far have been excused from
having to submit thelr theorle: to the test of
emplrical reality which soclety Impases on
‘more mundane d:sciplines. In tae forty years
that have turned all economists into Key-
nesians, the diagnoses, proposals snd reme-
dles emanating from this profession have
bern ¢o: v 1 error. The insiitusional
walls between our aciual and potential pro-
power on the one hand and our pro-
_Lferating poverty and misery on the o

‘have remained. These theories display wish-
oui exception the fatal charactes’ ti which
Pasteur, who was a true scientist, declared ne
inZaliible sign of & false theory. namely

Iikels 0 be fa thaa
Brizam.”

T us d:d the informed British public res
ie verdict of the ‘experts. following
-boul 15 yeats of erudite discussion and &
writter materlal (including statis-
tics) whac prodably equated ue eaize Jizerary
uiput of the producitve, zeenth cen-
mented Eduin D:\xe He went on
that the tssue was uot the ments
of Briisin's entry into tne Common Markel.
The usue was economisis,
e United Staies we have gone
ma of ihe mone~
24 whtle the economy
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of ever new acu.
whepever such a fact t3 discovered, those
reories have to be grafted wi-h furiher
hypotaeses In order o account for them.

“True theories, on the conirary,” continued
Pasteur, “are the expression of actual facis
2nd are characterized by being able to predict
Dew facts, » natural consequence of those ui-
ready known, In « word. the cha: €teristic of
a trie theory s fts frulifulness.

With b sound theory, In other words, you
can make accurate predictions. But the “aci-
enlfic economics™ of Prof. Samuelson mnd
his colleagues 1s viriually useless for provd-
ing seliable information about the future.




The ancient R

an Senate cunsulted publtc
of sugurs before every
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Puerto Rico, through the Ferre Pian, sould

vernmens or wari these ha-
Pspletanlir tnapectors—woutd report on
the will of the gods by examining the en-
tzatls of sacrifeed antmals. Academaic -
omists are urs of our dag, although
Theis clients could probably learn more about
the future by reading ao academic econo-
mist’s entrails than by consulting his prog-
nostications and econometric models.
. Here we venture to make s modest pre-
diction. The wortd 1s abous to discover that
economics ts ouly potentlally a sctence. True-
“scientifc economles™ i two-factor theory.,
DOt Fet recognized in the circles of the aca-
demic
today i3 In exactly the same state that medi-
cine was before the germ theory of Pasteur.
Prof. Samuelson considers two-factor eco-
nomics 8 “crankish fad.* We consider his
one-factor economics preposterous quackery
-nuh enn:huma people will soon discard.
1a niready (n the proce
o3 ot ucmg just that—wnich is the real
Prof. s attack.

the first In the world to rec-
ognize that things produce weaith as well as

come ihat the Keynestans rely so nuruy on
to accomplish redistribution. Indeed, it s

d0 people and that fo an age of
technalogy, s family can rarely produce an af-
fluenc staadard of ltving for Itself through
1abar sloiie, even If all of (15 members ace em-
ployed. Each consumer unit must have the
opportunlty o produce some of Its tncome
hrough geoenhip of productive things. a3
well a3 throu,

‘evidence that labor produces 157 of

.3
the
economy’s goods and services. That llbo.' re-
ceires 757 of the economy's Lncome does not
mean that labor produced it. The statistica
taclude Iacome obtatned through organized

coercion, doles, unemployment compenisa-
tion. removed from the

has ever mumau such o pollry nor coutd
he, for his pre-industrial tunnel rrmd b

productive sector mrwgh tazation, gove
!rnm!mllly luh!ldlzed ‘boondoggle patd tor

focused on Juxt one factor of
bor, and bis ideal for humanity ts to mm s
toller out of every human belog not conlned
1o his crib or his bed. and to leave the own-
#7ship of protiferating and erer-moze produe-
tive an.plul 10 the already ri
‘The people of Puerto Rko mu.u be sierted
to ons other Ka)nuhn blind-spot before we

noomouxe Is dls‘ulud %o look like "n‘n
but actually represents non-productise maks-

vork grauts, subsidies, or othes types of hand-
uuz) .

Not & trace of criticism Is due tabor unlons
or tndividual wage-earners for this develop-
ment, The responsivllity rests squarely on

*sclentific which e,

dispose of Prof s
v criticisms of the Perre Fund.
Keynesian doctrine L totally oblivious to the
concept of private properts. I ia ndiderent

for
The fundamental absurdities of Keyne-

1ts legal to it
penom social and economic benefls, to the

sian “sclentific are
Ulustrated by Prof, Samuelson in his state-
ment,

To begin with, the Professor asserts mu
the central tenet of

een private properiy nnd

{reedom, to the economic aud soctal con-
of

the
of industrial wealth (with only s handful of

“contradicied by the Andings of tmpu'iul
science,” as personified by various Kernesian
colleagues and ins:itutions whose names he
proceeds to drop for the next 107, ltnes—in
tho belief, evidently, that the people of Puer~

o Rico will be intimidated by this fusiliace
of suthority ints relinquishing the right w
think for Prot. weutd

. »nd to the hole of private prop-
erty in power diffusion. To the Keynesian, the
income produced by capital exista only (o be
redistributed. Property, itke l’reedu-n‘ Jne.
pendence. letsure, acluence, love of and
other human desires, mre “valu " and
“ethical Judgments,” and the xeynemn eco-
fomisc is not concerned—to quate Prof.

do well to recall the wise warning of one
of hh caneuuzs. the BXlliLh tconomuz Colin
cl

Nave s remaskable e:lp.‘u:hy
wron,

Unfortunately, Prof. Samuelson has elther
dashed off his statement in careless haste, or
entrusted its preparation ta one of his stu.
dents. For he neglects to identify two-factor
economics’ central tenet. He implles that it
is the opposite of what emplrical “economic
setence™ has found, namely that labor con-
tributes about 357 to the total GNP, and
1and, machines and other property only 237 .
It Prof. Samuetson means that labor recelves
about 757 of the total Income in the econ-
omy, while capital owners receive about 257,
thia is such & universally-known fact that no
one would bother to dipute it. This statis.
tic 13 not the central tenet of

for being

et selling text-

Book—with “baste questtons concerning right

and wrong goals,” These are beyond the realm
of thelr “science.”

Property, of course, is a supreme value—Iz
15 only private property in ore's labor power
that distingutshes the free man from the
siave. Being oblivious to property. the profes-
sional ecalomist also ignores the evidence
that most human being are fiercely aztached
1o thelr property. parasites. and
strenuously resist all the plans of the profes-
sie to

thetr property. income, from labor o from
capltal. to the less productive or the nou-
productive. In the Sth edition of Prof.
Samuelsons textbook, Economies. the concept
“property” sppears in the fudex only tulce
©of these entries being “Property taxes,
A w.n of 31 pages is devored to eniploymes

1x

economics, however. Since Prof. Samuelson

not seem to be able to locate its cen-
tral tenet, perhaps he will not be ofended
if we veuturs to enlighten him.

The central o3 of two-factor
Theory is a!mply that there sré two factord
of production, people and things, and that
the function of techno! % shifc the
burden of production from the human fac-
or to the non-human. Each factor produces
wealth In exacuy the same Sense—physical,

and
empmu eloquem‘y revesls the Keynestan
blind spos
Bt ihe American economic dream—in-
deed, the universal economic dream—has
never been toil, but & defendable property
relationship between the individual and the
produciive land, siructures, and machines

on which economic wellbeing depends. The'

Keynesian “sclentific economist,” who con-
stders the rezlm of value judgme:ts none of
his afair, does uot understand that his

econonuc. political and moral. An
can legitimately and effectively engage In
the production of wealth through the ouner~
ship of either factor, of. as common sense
suggests. through & combination of buth.

This 15 & mamcutous and bisic truth
which Prof. Samuelson could not refuze even
i he undersiood the significance of what is
asserted. which be does not.

Ii is a6 & truih which neither the eco-
romic poticy of the United States nor that of
any othier nauon recognlzes. Under the tute-
lage of one-factor Keynestan “scientidc eco-
romics.” the ecoromic poliey of alt the We.
ern nations is exactly the same.
ment of the 1abor force alone is
enable ail peopte to produce an ndcq‘u‘e tr
come, It is full employment that is the
number one goal—nos the highest leve: of af-
fluence atialnable with current technology
and consistent with environmental protec-
107 33d wise resource use. The Kegnestan,
economic goal Is ndistinguishable from that

Sotlet Unfon. and its Imitators in
Cuba, Chia, etc. Its Spiriz may be sum-
mariZed in & phrase: Full totl for a1l forever.

gol of full 13 itselt
» value judgment, for if capital instruments
are the source of afuence and lelsuce, why
shiould men and women be condemned to
make thelr productive wput solely through
toil and labor? Why should economis polic:

0 1n the face of technological facta? Why
shotid the rich get more capital and thie poor
stay capital-less?

oal of the Proprietars Fund ls 1o
eventually create a generally auent Puerto
Rico. Employment opportuniiies will be
greatly increased by the new consumer de-
mand that the Proprietary Fund will help
urleash. Full employmeat should be an tm-
portant efsct of the Ferre Plan. It ts not
the goal. Its goal is greater aftuence for
Puerto Rlcans.

Mr. Samuelson states that “one would wish
higher rexl wages and higher non-wage Lnv
come for everyone. This pious sentument
confuses the SSue at the outset. The Pro-
prictary Fund eavisioned by Gov. Ferre ts
not designed 1o create just any kind of “ron-
wage ircome.” It is specifically designed not
10 create sy of the kinds of non-wage in-
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misrepresent or equirocats about technol-
©og5°s logic and function. Keynestan “sclen-
ufic economists™ assure workers that tech-.
nologs causes the productivity of thelr lador
to rise, although the facts are just the -
posite. The Keynestans, lo short, with th
one-factor myopla, have put the lorktn
their ynions in & position where, as in-
evitable technological -change robs them of
the sdequacy of thelr labor power, their

.Keynestan-misguided institutions do not re-

store and enbance that productive power by
building capital ownership into them. Kes-

nestan doctrine forces labor to demand more
pas for less work—s shord-term gain that is

‘quickly oTset by the resulting rise in the cost

of ltving.

Prof. Samuelson frequently invokes the
“findings of economic emplrical ulen:e"
d on_“statistlcal study of macroco:
trends.” Bui & real scientist looks bchlna
observed phenomena for the explanation or
cause. To ignore the role that coercive re-
disiribution plays in the natlonal income
statistics. and to assert that all the income
diverted to 1abor represents real productive
input, ls about as “sclentiic™ as reading a
thermometer vrhue helmng  blow torch un-

der the mercury b

r the xemmne basli ‘of ‘Keynesan
eaconomics, Prof. Samuelson's adrice to be-
ginning economists who study his textbook,
Economlcs, reveals his contempt for scien-
tific method:

““Satchel’ Page, & great baschall player,
one sald: ‘Never took back: lox‘ﬂ;ﬂlle ll‘nly be
gatnl on ‘This is good advice in eco-

tor ”l;luotloolh-ctmmvnnt
caused put layofls; look forward to see what.
you have 1o 4o o restors high employment.
19 13 more eficlent—and more helpful,

“Better still, this approach means you do
not hare to decide whether the pesstmists
are right who argue that inventions will kifl
off more jobs than they create, Why care? In
every case we knot that high' cmpla;mmt
without lnﬂﬂﬂ&n il requi !
fiscal policies of the correct magnitudes aud
mired economies know what needs doing.” 1t

Itallcs his.)

! ‘The Ferre Fund 1s designed to enable men
born withqut capital, or without adequate
capital, to buy it, to pay for it out of the
income it produces, to own It and thereafter
to recelve capital income In addition to thetr

wages.
“Wishing"” s one thing. Translallng the
wish into action (s anather. Perhaps Mr.
Samuelson would come forward and identtfy
those of his works (written works, that is)
whers this “wish” has been transiated
an actual proposal for enabling the mone
propertied many to obtaln capital ownership,
We have searched his w7itings carefully and
are confident that no such proposal has ever
been made or tmplled. Since Prof, Samuelson

Samuelsan and the 55 or 80 of {amilles who
monopol ownership of capital assets in

the United States and elsewhere.
As for the Proprietary Pund proving “s
cruel disappotntment to the Puerto Rican




ople.” that Is & strange prophecy. consld-
ering its source. Keynestan “scientiic eco-
normles™ hay besn disappolnting people in
one economy after anather for slmoat 40.
years. Since 1932 the have pre-
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ingly do so. In the sense cf saving toll, Fou
can Indeed get something far nothing in eco-
nomie lie. and it is U pose of the Pro-
prietary Pund to make this advantage of

&

tended to be fighting povesty. Tu actuality,.
they have inrarlably confined their attacks
o the effects of poverty, while metlculously
ignoring its cause: the low economic pro-

of

peopie unsssisted by capital ownership tn an
economy where progressively more goods and
services are by the h

available to thess who tradition.
alty do not oxn capital. That Prof. Bamuel-
son will have many of his most cherished
misconceptions trampled upon by such & pro-
gram 13 perhaps of less Importance than solv-
fng the problems of poverts for the masses
snd the of their

personal Income problems through employ-
ment (real ncd pretended) nlone, are the
chief perpeirators of fraud sod corruption.
It men cannot acquire capital ownenship
tegitimately. 1 a wortd where it is perfecily
clcar that the ownership of capital iy eritical
to their wcllbelng, then they will acquire 1t
legtimately.

The Lmportant truth is that ali schools of
one-factaor economic thinking—the “scientific

th
power for the merchants.
Prof.

factor of production owned only by s few
families nt the ¢conomy's pinnacle. As &

and with rare the
only poverty consistently cured under Key-
neslan poticies and prescriptions is the pov-

erty of Keynesian economists. Little wonder.

that Gov. Perre’s pro to sttack the
causes of Puerto Rican poverty by bullding

Prof. Gamuelson’s desperate efort to
cave the Keynesians' faces. He libelously
instnuates that Gov. Ferre 13 the modern
day counterpsrt of the 1720 {nfamous stock
swindler, John Law, who nearly bankrupted
Prance with his fraudulent schene.

As for the “defects™ that Prof. Samuelson
thinks he sees in the Proprietary Fund pro-

: darkly hints that "if the
Commonwealth guarantces bank loans to
purchase Patrlmony s°ocks, It has thereby
less credit to expend In other directions of

"~ What he over-
100ks 15 that the proceeds of the Parrimony
Fund recelved from the credit-finance pur-
chase of its stock 15 indeed invested in ecov
nomic development. That ¥ one of Lthe maln
Purposes of the Proprietary Fund,

“The Commonwealth has a limited tax
base. It must not squander that base, It must
expend it prudently in developing industry.
Every doliar of tax exempiion squandered
an the Patrimony ts that much less of a dol-
lar avallable for other Bootsirap Operations.”
Prof. Samuelson azaln reSorts to Incredible

posal, not one is weli founded.

“It i3 a first principle of sound finance
that luqulu st low {ncome levels must not
invest 56 heavily &s more affuent families in
venture equities.” The professor has managed
to overlook the fact

average worker the logic of business invest-
raent that is traditionally used by the busi-
ness corporation itself on benalf of ita
stockbolders: to provide them with goess
to nonrecourse credii on terms where it will
be used to buy newly lasued stock, the pro-
ceeds of which to thy 1on
used to mcquire bustness capitat on terms
where (6 will pay for itself. The Propristary
i

ness In the United States, does not calt for
any deductions from the worker's paycheek,
nor for investment of his savings. Thus, 1t
13 a kind of investment which enables the
man born without cspital to tmvest In the
lazgest and best managed Corporations on
terms where, when the productive capital
has paid off fts Anancing cost, hi

it, protect it, and enjoy its income. Nothing
in tha Proprietary Fund proposal, nor in any
use of two-factor theory to bulld equity
ownership into those who are born without
capital, involves any “venture equity in-
vestment” by the individual either of his
incoms or his savings. Thus Prof. Samuelson,
by misrepresenting the nature of the pro-
posal, seeks to misiead his readers and his
clients.

“You cannot get something for nothing in
economic 1ife,” says the professor. What the
professor implies here is that (1) one who
Qoes not own capital can legitimately acquire
it only to the extent that he foregoes the
use of current Income for consumption and
(2) that one cannot acquire income with-
out personal tofl. The first point, as noted
above, happens to be contrary to the basic

1. logic of capital
formation that is standard operating proce-
dure tn well el every
The second tmplication happens to be o
varlation on a favorite phrase that Prof.
Samuelson repeats over and over agaln i
his writing and 1o his lectures: “There i3 no
such thing In cconomics as o freo lunch.”

In the pre-ndustrisl past. the “no free
tunch® sssertion was true for most men.
Today, It s not true except to the extent men
continue to be victims of one-factor Keynes-
fan thinking. The essence of two-factor
theory is that there are two faétors of pro-
Auction, the human factor or labor, and the
non-human factor or cepital. Tn the sense
that men may legitimotely and properly en-
Joy Income produced by thelr privately owned-
capital, there is such a thing as o toll-fres
lunch. Indeed, the industrial world lives pri-
marlly on toli-free lunches, snd as tech
nological advance progresses, 1t will Increas-

n
of the Proprietary Fund 1 th
Lr@ustry, the bullding of the Commonwealth
fax base, the the expansion of Common-
wealth private industry. A%l of the expertiss
that has been used in “Bootszrap Operations™
wili be used In the operatlons of the Pro-
prietary Fund, with this difference: the own-
ership of the industry thus developed and
expanded will be bullt into private tndividual
citizens of the Commonwesith.

The sclentific professor, In referring to the
said nce of the United States with
“venturs capitsl efforta” 1s disregarding in
total the objectives of the Proprietary Fund.
Its function, exactly like the function of “Op-
eration Bootstrap” 1s to bring to Puerto Rico
or expand in Puerto Rico the largest, best fl-
nanced, best managed and most prosperous
business corporations that ¢an be found. The
difference is that a por:ion of thetr owner-
ship, to the extent financed the Pro-
prietary Pund, wilt be In the indlvidial Puer-
to Rican employes, withous any deduction
from his paycheck or inves:iment of his save
ings. Capital, in well-managed businesses,
Ppays far 1tself, not just orce, but repeated-
1y, The object of the Proprieiary Pund is o
assure that the first time following iavesi-
ment by the Proprietary Fund thst the cap-
1tal pays for itself, it wiit be owned outright
by the employee-investors (:hrough non-re-
courss credit) in the Proprietary Fund. The
scandalous distortion sbout “tempting™ and
“caercing” the masses azd the poor Into giv
ing up thelr limited wealth is simply “sclen~
tific” misrepresentation.

- er, the program is open to danger-
ous PItZAlls of cOTTUPLIODS, politicat patron-
age, and tax avoidance.” If Prof. Samuelson
can concetve of any greater corruption than
that fostered by the “scienific economista™
through thelr subsidized boondoggle in agri-
culture, industry. educstion, research, for-
eign aid, and elsewhere, wo would like to
kniow about it. The cheap political trick of
trying to present sound chazze by conjuring
up visions of misuse and human fraud is an
old one. The fact of the ma:ter is that those
economies which do not make the ownership
of capital available to the great majority of
thelr citizens inevitably Iovite fraud and cor-
ruptton.

The American Dream, 50 far as economics
1s concerned, is the ownership of a private
holding of capttal that will produce » private
supplement to income. The “sclentific econo~
mists” have succeeded In defeating realiza-
tion of this dream for most Amerlcans for
40 years. Without legltimate avenues to buy
capital, pay for it out of what it produces,
and to o%m It and enjoy Its econamic
security and Its suppart. to political treedom,
Iraud incvisably becomes a part of the dis-
tribution structure itself. Thua the aciivi-
ties in recent decades of the “sclentitc
economists,
of every economy to the solution of their
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n limiting the masses of cltizens,

obsolete. The “scientific
of the Keyn or

Samuelson schools, 1ike *ilentific Marxism,”
are ns non-sclentific and as contrary to reslity
s it 13 possible to be. Their theory of the
“rising productivity of labar~ (s more gro-
tesque version is called “increasing human
capital”) Is & hoax. It consists of mensuring
the output of two factors of production (the

terms

human and non-human) in af
input of one (the human) and sttributing
sll gatns, wher parisons

are made, to
the humsan factor. In reality. the gains in
productiveness are not in the human factor
but in the non-buman factor. It is capital
that 13 the source of our increasing afMuence,
and when “sctentific economists” doprl
most men of the legitimate, sffective and
speedy means of acquiring the ownership of
capital, they deny them the right to freedom,
to letsure, to peace, and to afiuence,

Gov. Luis A. Perre is & modern hero In his
earnest efort to make the ownership of
capital accessible to those Puerto Ricans
‘who are not born with 1t It may well serve
the of Gov. Ferre's political oppo-
nents to call upon the pseudo-sctentific econ-
omists like Prof. Samuslson to mislead the,
public as to the nature And purpcse of the
Proprietary Pund bill, but 1t does not serve
the Interests of the people of Puerto Rico, nor
thelr future prosperity, nor thelr Iiberty.

Puerto Rico has before 1t in the Perte pro-

there is an alternative to soclallsm, either
of the Marxian variety such a6 that found
in Cuba, or of the Semuelson Yaristy that is
gradually converting the United States
economy 1nto state capitatism. .
. FoorroTTs

1New York Times, Nov. 7, 1970, p. 2-E.

New York Times, Oct. 7, 1970, p. 67.

2 aturdny Review, Jan, 22, 1972, p. 47.

« New York Times, Nov. 7, 1971, p. 7 Pioan-
clal Section.

*New York Times, Nov. 8, 1968, p. 63,

«The Wall Street Journsl, Jon. 10, 1972,

p-1.
7The Wall Street Journal, Jan. 10, 18732,

p.1

sStatement before the Jotnt Economic
Committee, July 23,1971,p.2,

*The Life of Pasteur, by Rene Vallery-
Radot (Garden City Publishing Co, Inc.
N.Y.), p. 243

» 0,

. cit.
uThe Cost of Living, & pamphict (Hollis
& Carter, London) 1957.
11 P, 319, Economics, 8th Editton.

{Prom the Wali Street Journal, Mar. 29, 1972)
In PUERTO RICO, STOCKS FoR EVERTONT
(By Richard P. Janssen)

8SaN Juan~—To examine garden-varlely
government giveaways, one needn’t come to
Puerto Rico. To the chagrin of conservatives
and the applause of liberals, governments
sround the world long have been handilng
out everything from false teeth to flour and
benns, from welfare checks to subsidized
mortgages.

But onc does have to come to Puerto Rico
to find a government planning a glveaway
that i3 uniquely seasoncd to both lberal and
conservative tastes: shares of stock, and for
nearly everyone.

In essence. Puerto Rico is considering
opening up to the average mechanic or gaT-
bageman the same avenue a whecler-dealer
might take toward invest:nent in a corpora-
tlon with 1o cash outlny of his own—borrow
money {rom a bank, use it to buy stock and
use the dividends to pay off the loan. To make
thiz painless approach to investorhood feasi-
bie on o mass basls, the Puerto Rican author-
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1223 propoed to pre. 3
toaus, acd provide the stock thmugh asort ol
government-run natlonat fund.

If the bill being pushed by Gov, Antonio
Luts Perre 1S enacted (and prospects appear
good). It could gradually transform Pueno
Rico Into & “commonwalth” in actualtsy
well o3 name, making 15 an tsland

ery Puerto Rican with gross wages
between 6800 and $7.200 & yoar would be
eligible to buy convertible preferred shares
in the fund. In turn. the fund's professional

s would fnvest in a diversificd pott-
Tollo. 61 commereia, industrial and agricut-
tuzal operations Ln Puerto Rico

almost entlrely by capitalists, All this. eavo-
cates edmit a blt nervously, may flo
o theory that no conasry has Miiherte L
10 apply, and one that most prominent Amer-
ican economists dismizs as & erackpot dream.
ML XD30'S THEOLY

For years now. Louts O. Kelso, & San Pran-
clsco 1awyer-author, has been telling people
about his “theory of universal capltallsm.”
I3 holds that the economy would grow much
taster 1f the earnings cf capital went to the

razher than to e tiny stice of v-.uth;’lmn-
tors ﬂuMy sated with poesesso:

It the thoory takes roots in Puerto Rloo’
tush tropical climate, it just might be trans-
planied to northerly industrial nations. Cae
nadian officials are already erpressing inter-
e3t, 50:rces here say, and the more omh\m-
astic backars can envision long-poor Puerioc
Rico someday iading the US. ttesl? 10t 5
bright new era in which every worker enjoys
» sizeatle “second tncome”™ from his divi-
den

S0 what happens here 1s “Lmpartant for
the world.” sa33 Joseph A. Novax. & 41-year-
cld private tax lawyer from Massachusetts.
Mr. Novak finds himself the Xey man in the
clors to talior the thexry to Puerto Rican
conditions, His ¢ owes much to
some chance personal encounters.

3ir. Kelso met once with Gov. Ferre som

.time sgo. while on & mission Invalving &

“herently
‘course, make It foolproof, of mask s fatal

miuch nsrower ospect of his dream, &
rate emploge stock ownership plan. On the
tiplae back o the msioland. Puunger
Kelso happened to sit next to Fs
Novak, and sparked his interest. L el
mer, chance struck again. Gov. Perre tapped
Mr. Noraks law pannor 0 be his treasury
. and Mr. Novek sent the idea up
m-nu;n ‘the newly personalized channels.

The could bus tn -

“without putting up s dime~ Mr, N
stresses, because the government expects
banks to make fully guaranteed Ioans to &
ery eligibie person. And there's a free bonus
to lure eligible investors into the ptan; if
& worker borrows his proposed nm-ym Htmtt
4t 850 to buy the preferred shares, the gove
ernment will draw from & $10 m|mon appro-
priation to buy him » matching 30 of com-
mon shares.
o ith priority acconded to those at the low-
it end of the income scale, planncrs ex-
pcu theyll be able to sccommodate shout
200.000 of the 800,000 eligible investors the
first year. The dividends cn both classes of
uock will be earmarked for paying off the
k toans, st which point the preferred

to make the trip to wbe bank and to Al 'out
the loan appiication. And then the divi
ends might not be more than & few doltars
& year, or an atmost Lmperceptible few cents
a week, far from enough to bring a meaning-
ful reordering of social attitudes and eco-
nomic standing.

Despite n 1ot of local press attention, pro~
ponents are well sware that overcoming
spathy, misunderstanding and outright mis-
trust rank as major problems. “The Patri-
monlo? I know nnun[ o: u,'- shrugs Um-
Terto, Xing-cl
Testaurant here; nor o want to, aud ot

ause he’s untnittated In the world of A-
nance. “A few yesrs ago I bought stoek in &
very tamous food company, and now I hear
nothing from them—cxcept I read that they
are bankrupt.”

Unsattling for one Ferre plan fan i that
e trled to explain it to the family cleaning
woman, finally settiing lor the simptest pos.
description  that *just ke

. geciones,” Spanish for eomman stocks. Only

she hadn't heard of acciones, Other poten-
tial investors are unshakahle tn their mis-

-huu will be converted Into common and
the work can stert the
dividends,

That should take only about five years,
they figure, counting on shrewd tnvestment
dectslons and & generous array of tax sd-
vantages to produce & return to the fund of
205, maybe even 40%
take longer than five years, tho

ancually. (If 1t does,

“It is only for government em-
ployees.” instats Jusu, s part-ime watter
Who cites his credentials as a student of
political sctence as suthority. Bestdes, he
argues, “I am & wcllll.l! and this i3 a re-
actionary sham.

Somne more careful sealysts come to mucn
the

the bank Ioans and gets all the_

pags
dividends until it In turn has been paid off.)
Under the law, the Individual's cradit rece
ord would be protected against any blemish,

For earnings to be at Jeast 20% annunlly 13
ot all that unreslist: ovak Rrguies.
Some of the nvestment rm e ln small, pre-
sumatly fast-growing local ventures, ard In

t cases the fund will inslst on a “reta-
tirely high" dividend payout before Invest-
ing, The fund will be free of all taxes, and
1t can lssue tax-exempt bonds to supplement
its resources.

Thot's not all. Jf the fund owns, say. 257
{the proposed maximum control) of & corpo~
ration, then 25% of tha: cumpany’s income
fax will b tdrned orer to the fund in add!
tion 0

He almost instantly drew the
0 draft o detallsd plan, which stayed quite
secret untll the governor sprang it early
this year.

1 1t sucoeeds, the Impact could be nothing
less than “to save capitaliam,” Mr. Novak as-
serts. By giving almost everyon
the action,” he Agures, there's a
fighting chance to counter the allenstion of

. To people
to el ehares they now own In profitable ex-
isting businesses to the fund, the bil) would
make their capital galn tax-free. These Feceiv~
ing dividends on fund shares won't pay any
Income tax on them. and higher-income
residents earning up to 816,000 & year will
get an income-tax deduction for buying up
to #$100 In fund common shares under &

the young and poor, and to inspire
10 greater loyalty and diligence. Maybe, othe
€rs 4dd, 1t would even make workers less
ltkely to resort to strikes and sabotage such
3 the' much-eriticized-local telephone com-
pany bis suffered lately.

Fatlure, on the other hand, could cause at
Jeast a3 much grassroots disillusionment with,
the free enterprise system here as the col-
1apss of speculative off-shors mutual funds
has among Europe's smail stockholders.

Even if so much weren't potentially at
stake, the detalls of the plan would be in-

intrigutng, And they could, of

faw.
The baste instrument Is to be the “Pro-
prietary Fund for the Progress of Pucrto
Rico.” known popularly In Spanish as th
h‘nmonlo and tn English as the “Pei
und cety not lost on the governor's
polluc-l opponenu in this electlon year. Ev-

plan.” This might
provide many more milllons to sdd to ths
fund's bosic frst-year resources of 820
miltion.
1AZARDS CONCEDED
There are hazards, even ardent backers
concede. At one extreme, the fund could be-
come too successful. Within  few decades,
some figure, It could prosper so massively
that It would clearly be the most pervasive
force In Puerto Rico’s economy, In efect so-
cislizing or natlonalizing much of industry,
agriculture and retailing. Concelvably, the
fund's chunk of big US. and forelgn com-~
panies doing business In Puerto Rico could
give 1t the pivotal volce In proxy fights. pol-
lutlon-poilcy battles and other corporate i3«
sucs, with global reverberations,
At the other extreme. It could bo sterting
30 small that it will stay that way. Tha pro-
spective five-year wait for the first dividend

cheek could deter many from even bothering

‘=~ 120 -

same
be avoided hat the Perre Pusd e
more than a dressing up of the facade of the
body politic, ar worse still, politicking for
the working ctass vote in an elecuon year,

contends sn srticle by Richard Gillett, gi-.
“rector ! ths Puerto Rico Industrial M!
aad dowo 3. Villamil, a professar 1n the Unt:

versity of Puerto Rico Panning School.

& BASIC OBJICTION

The basic objection, these and other aca-.
demis critics contepd, fs°thst with an un.
employziens rate runuing arourd 139 there
aro other things thst Pusrto Rico needs

ong them & more progressive tax
Eyitem and greater budget outiags for houe.
ing, welfare wnd other .aervices renderod
mo: y to the poor.

Legally required profit-sharing by indi-
+vidual companies probably woutd hiave more
tmpact on worker morale thaa this “indtrect
and most likely ineffectual™ economy-wide
form, suggests the university's Prof. Ar-
thur J. Mann. He doubts 1t can do much to
redistribute {ncome: now. he calculaes, the
poorest Afth of Puerto Ricn families bave
33% of the incoms, while the richest Dtk
have 472%.

The ddvocates appear no less stncere, how-
ever, tn wanting to reach the same ends of o
mare equitabls distribution of wealth, and
10 & way that strengthens rather
weakons the free eterpriss system. Any-
way, the appest of “something for nothing”
1 8o elemontal that labor and political
leaders to the left of Gov. -Perre's GOP-
criented New Progressive Party generally
mn‘t inclined to Tisk outright opposition.

1t appears that Mr. Eclso's long-
lccxned plan for a short-cut to universal
capitallam 13 due for its first practical test,
sha¥e the thought that it is
probably just as weoll that the test take
piace on & very small hland, But it i3 also
hard to avold ths conclusion that it 13 well
for the test to be made.

—
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APPENDIX VII

Siens_of CRises In Econonic THEORY

“{oRMAL SCIENCE CAN PROCEED WITHOUT RULES ONLY SO LONG AS THE
RELEVANT SCIENCE COMMUNITY ACCEPTS WITHOUT QUESTION THE PAR-
TICULAR PROBLEM-SOLUTIONS ALREADY ACHIEVED, RULES SHOULD
BECOME IMPORTANT, AND THE CHARACTERISTIC UNCONCERN ABOUT THEM
SHOULD VANISH WHENEVER PARADIGHS OR MODELS ARE FELT TO BE IN-
SECURE. THAT IS, MOREOVER, EXACTLY WHAT DOES occur.” p. 47,

"BECAUSE 1T DEMANDS LARGE-SCALE PARADIGH DESTRUCTION AND MAJOR
SHIFTS IN THE PROBLEMS AND TECHNIQUES OF NORMAL SCIENCE, THE
EMERGENCE OF NEW THEORIES 1S GEMERALLY PRECEEDED BY A PERIOD
OF PRONOUNCED PROFESSIONAL INSECURITY. AS ONE MIGHT EXPECT,
THAT INSECURITY 1S GENERATED BY THE PERSISTENT FAILURE OF THE
PUZZLES OF NORMAL SCIENCE TO COME OUT AS THEY SHOULD. FAILURE
OF EXISTING RULES IS THE PRELUDE TO A SEARCH FOR NEW ONES.”
pp., 67-G8.

"IE THE COMPLEXITY OF A 'SCIENCE' INCREASES FASTER THAN ITS
ACCURACY IN PROBLEM SOLVING BEVARE: A CRISES IS AT HAWD.”
pp, €8-71, "PROLIFERATION OF VERSIOHS OF A THEORY ALSO FORE-~

SHADOW A PARADIGM CRISES -- THE DISCREDITING OF A THEORY,”

p. 7. -

MR. KUHN MAKES ABSOLUTELY CLEAR THE VITAL ROLE OF CRISES
IN MAKING POSSIBLE THE RECOGNITION OF INNOVATION.

HE ALSO POINTS 0UT THAT SO LONG AS ACCEPTED THEORY SOLVES
MOST OF THE PROBLEMS, INNOYATION IS UNLIKELY. (p, 76)

FroM: THE STRUCTURE OF SCIENTIFIC REvoruTions, BY THOMAS S,

Kunn, UNIVERSITY OF CHICAGO PRESS, 1979,

- 121 -
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EXHIBIT 1
to Testimony of Louis 0. Kelso

Joint Economic Committee
Hearings on Employee Stock
Ownership Plan (ESOP) Financing

December 11 and 12, 1975
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I
SUMMARY

1. The three consultants hired by USRA to critique the use
of an ESOP to finance the capital formation needs of ConRail
share one blind spot in common: in making their "negative
case" against ‘the ESOP, they are totally oblivious. of the
stark reality that the top 1% of Americans own over 50% of
all individually owned U.S. corporate stock and that conv;
ventional methods of financing new capital formation in U.S.
industries, like our railroads, will create trillions of
dollars of new industrial capital without creatiné any neﬁ

owners in the process.

2. The USRA report is silent regarding the increasing
vulnerability of companies in basic industries, 1ike energy
and rail transportation, to nationalization pressures, a
situation rooted in their extremely narrow ownership base,
leaving them with hardly any popular constituency, even among

their own employees.

3. Close analysis of today's crisis of capitalism around
the yorld, evidenced by the decline of our Northeast and
Midwest rail systems, is directly tréceable to serious
structural flaws in our business corporations, labor unions
and most particularly, in our extremely primitive modes of
financing corporate capital reguirements, which‘have failed
to provide effective access to capital ownership among’
workers without whom corporate -profitability and a free’

enterprise system cannot survive.

P
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4. The ESO? method of finance is the exclusive method.n
-available under, present Federal laws that provides a

source of funding to corporations like ConRail to meet

treir financing requirements, while building equity ownership
into all employees without any reduction in'their present
cempensation levels, :without.invading their savings, and at
no personal risk in the event any particular financing tréns-

action under the ESOP turns out to be non-viable.

5. According to its Conéressional supporters, the ESOP offered-
2 new solution for reorganizing troubled industries in general,
as well as a fundamental new direction in ownershipﬁpatterns
for the U.S. rail system and "the only alternative” politically
to eventual rail nationalization. Not a singlg mention was
made in the USRA report of the ESOP, when held up against-’
ccnventional straté§ies for financing ConRail, as a safeguard
-against eventual nationalization and.future bgilouts of basic
irdustries. Thus, the report was written without any regard

to the basic Cohgressional purpose underlying the study of

the extent to which ConRail should utilize ESOP financing.

§. Maximum application of ESOP financing principle; would
enable ConRail to be launched, from its inception, as a

1003% employee-owned enterprise, with no outside stockholders.
If successful, employees would share.ConRail's profits in
tre form of stock accumulations and dividend incomes, an
unexpected "bonus” err what they now had bargained for.

If 100% employee ownership cannot make ConRail work, than

the workers are no worse off than they are today. But none

of USRA's consultants considered this as an option for Congress
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and USPA, an innovative alternative to the status quo in
labor-raragement relations arnd a ﬁractical way of placing

in the hands of CornRail management and ConRail labor, maxi-
oum incentives as well as complete ownership responsibilities
to make the enterprise highly combetitive and profitable,
after the initial start-up period without any taxpayer subsi-

dies.

7. USRA's final system plan assumed that ConRail could not
be re-organized in any way to make it profitable, at least
for several years.” In failing to consider maximum use of
ESOP financing, USRA and its consultants proceeded upon a
conventional course, not unlike the shaky path wh;ch.led to
the demise of railroads in the first place. (In fact, USRA
actually completed its preliminary system plan even before

it hired consultants to carry out Congress‘ ESOP mandate.)

8. ."USRA's consultants, by omission, offer no solution to the
historic indifference of rail labor to management's probIem;f

of meeting competition and generating profits. If the ESOP
cannot uaite the interests of management with those of ConRail's

unionized workers, what is their alternative?

9. USPA's conéultan;s take for granted a bailout philosophy
and reflect no sensitivity to the rising hostility among
nmerican taxpayers to the rising costs of bailouts aﬁd to

the failure of new Goverrment—owned corporations like the U.S.
Postai Service. For example, E.F. Hutton assumes that the
Federal Govermnent will have to guarantee over $3 billion in
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new loans to ConRail and further assumes that present creditors
of bankrupt railroads are entitled to gain all equity increases
from the new capital that is purchased with such Federal .help.
To E.F. Hutton, if the workers gained such. equity tbrough an
ESQP, it wéuld be an unfair "windfall”, but E.F. Hutton has

no similar reservatioﬁs about providing risk-free credit to

increase the net worth of existing creditors by over $3 billion.

10. The USRA's consultants' evaluation of the ESOP is entirely
negative and is replete with éortured logic, gross distortions,
and highly biased and short-sighted comments about the ESOP,
a financing inhbbgéion which has been demonstrated successfully -
in over 100 U.S. corporations and.has been widely hailed in
" technical journals as "a major advance in corporate finance."
(See Part VI.of this memorandum for a detailed point-by-point
‘rebuttal of the USRA évaluaﬁion of the ESOP. _for exaxple,
the study: _ .
a. Ignored the growing support for the ESOP éoncept on
Capitol Hill and in the Administration (e.g.-the
. Commerce Department's ESOP Developﬁent Bank loan
to an ESOP at the South Bank Lathe Company)'and the
mushrooming use of ESOPs by large national ccrporations,
many with unions. BARRON'S recently deséribed the:
ESOP as an idea "whose.time had come” and lauded it
as "the first major answer to the Keynesian economic
pdlicy that has mesmerized much of.American thinking

" since World War II".

69-174 O - 76 - 18
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b. Failed to consider the "best case” for ESOP -- 100%
employee ownership -- and instead evaluated only the
implications of "token" use of the ESOP in a company

owned 100% by creditors of the bankrupt railroads.

€. Was incorrect in its analysis of the tax and financing

implications to ConRail under an ESOP.

d. Structured its’ profitability projections without
assessing the potential of trading-off potential
ESOP benefits for at least a portion of future
wage increasés, or the possibility of lower interest
rate loﬁnénand additional tax incentives for ESOP
financing under three new Federal laws plus several
others now being considered by Congress to encourage

ESOPs.

e. Failed to survey the attitudes of rank-and-file
workers on the ESOP alternative despite the recent
findings that American favor, by a 66% to 25% margin,

workers owning most of their company's stock.

£ Conspicuously discarded a 20-year-o0ld ESOP model
w;th'loa& ﬁmployee‘ownership and six unions =--

Peninsula Newspapers, Inc. --by failing to recognize

the nature of the ESOP as a new means of finance.

g. Found absolutely no negative evidence in the ESOPs
it studied but still concluded that there were "serious

,motivational disadvantages" in undertaking an ESOP.
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h. Is based upon a scientifically half-complete and
outdated analysis of "productivity" concepts, which
is still used to rationalize labor demands for

inflationary Qage hikes.

i..Reflect little political or philosophical understand-
ing - of the nature of "private property” in é corpo-
rate setting and the importance of broadening the.base
of corporate ownérship. V ’

3. Uncfitically accepts the status quo in regard to
present .labor/management pattérns in bargaining-over.

compensation. issues.

11. Congress should take new initiatives to encourage an
ESOP in the planning and structuring of ConRail. (See

specific recormendations in Part Vi1, below.)
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Iz

INTRODUCTION

in promoting their stock brockerage services on TV,

E.F. Hutton contends, "When E.F. Hutton speaks, everyone
listens." Hence, when E.F. Hutton, as USRA's consultant

on the ESOP as a financing alternati&e to meet ConRail's
capital formation reqdirement;; rendered-its verdict on the
ESOP, everyone must take it seriously. To the anguish

of the proponents of the ESOP and the thousands of workers

who have become capital owners through the ESOP -- many in
100% employee-owned companies -~ E.F. Hutton signaled thumbs
down. E.F. Huttén'iuled that ConRail's profits would decline .
if the workers purchased their equity through ESOP financing.-

USRA mobilized two other consultants to prove that
employee stock owne;§hip won't work ~- Towers, Pe;rin, Forster,
& Crosby and Dr. Saul.Gellerman -- but clearly E.F. Hutton is
the heavyweight in the pack, because the ESOP is essenti&lly,
according to its proponents, a radically new thrust among
corporate financing tecﬂniques. Hence, this response is
heavily weighted to counter E.F. Hutton's critique. (See
Section A of Part VI, below.for our poiﬁt—by—9oint_rebuttal
of the detailed USRA Report.) .

Geared as its operational philosophy suggests to a.specu-
lator's market -- largely manipulate@ by a small cluster of
instituéional investors -- E.F. Hutton can perhaps bé excused
for not recognizing the ESOP as a new.investor's'tool. Specu~
lators buy to sell and sell to buy. Investors buy for the
long haul, and they hold on to their investments, looking
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toward their investments for their income potential. Since
the ESO? provides 2 company its own in-house "stock exchange",
companies with ESOPs have little need for E.F. Hutton's advice
on how to gamble in the Wall Street casino.

If ConRail's profit potential will be decreased if its

.equity is ownea 100% by its eméloyees, as E.F. Hutton suggests,

then the free enterprise system is in worse shape than its
detractors suggest. If ConRail cannot earn a profit whee each
and every employee has hls fair share of ownershlp 1n the
company, then there is no legltlmate market for ConRall'
services and it should be abandoned at once.

While it is true that this industry has been badly neg-
lected and abused in the past -- and drastic surgery is now
in order to save the v1ct1m -~ new dlsc1pllnes are v1tal and
must be 1mposed if a newly reorganized ConRail will ever again
pay for 1tse1f. ' ’

Certainly, temporary subsidies are in order to. ease the
pain of the patienﬁ during the recovery process. But conti-

nuiﬂg subsidies and bailouts are like drugs, which must inevi-

tably weaken the "muscle" and self-supporting discipline of

the new ConRail and its employees. This discipline must be
restered.

Workers can no longer ignore the fact that increases
in labor costs must be paseed on either to customers or to
taxpayers. If taxpayer support is to be gradually withdrawn,
as it should be, workers will have to be placed in a position
where they will be disciplined in fhe future by the marketplace
for rail services, by tﬁeir ability to compete with alternate
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means of transportation, and by their desire to maximize profits.
They can no longer be left in the position where there is no
self-imposed restraint to demanding more and more pay, unless
thay want to upgrade their skills and responsibilities or work
longer hours. But a self-imposed lid on labor cost increases
doas not place any ceiling on the capital increases which can

be made accessible to workers of a ConRail owned 100% from

its inception by its employees. If labor costs become stabi-
lized, oxr even reduced, the ESOP will provide workers new
capital benefits in the form of annual increases in equity

ownership and dividend incomes distributed to workers and

canital formation costs. Nothing is taken away from workers

to which they are entitled, but sémething new has been added:

an opportunity to own all the capital and receive.all the pro-

fits of ConRail. . .if they and management can work together -

in the future. All revenues from ConRail_custome;; will accrue

to the benefit of of the worker-stockholders. But, by design,

the workers will be "forced" (actually, by their own self-interests)

to make the system profitable. No demand for economic ju;ﬁice

-can logically =xceed the unigue opportunity for workers to .

acquire ~-— through credit tools formerly monopolized by the

rich -— 100% of Coanil's ownership pie and thus share, if

ttey and management make the system woxk, 100% of the "wages”

of capital to supplement their paychecks and retirement cﬁecks.
Like the laws of gravit v the laws of supply and demand

cannot be repealed by human coercion. But through hard work,

diécipline, cooperationh and reasoned action, the laws of the
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marketplace can be harnessed to serve society and can
gradually again govern economic values. By opening the
cosr to capital ownership to rail workers, labor costs can
aga2in gradewally be allowed to be set by free market forces.

Labor incomes would no longer continue to be manipulated

N

rtificizlly by strikes and threatened strikes, by govern-
nent edict, o? by endless and self-defeating power stfuggles
between organized labor and rail management. ‘
GSRA and its‘consultants never fully considered the
potential of a 100% employse owned ConRail as an alternative
both to continuing its ownership by a tiny class of absentee
owners or to coh&e;ting it into a new government owned
corporation like the U.S. Postal Service. USRA and its consul-
tants have had their chance, and they found nothing positivé
to say about the ESOP. Their critique is addressed in careful
detail herein. Recommendations to the Congress for action
on the ESOP are contained in PartVvII. The responsibility

to act on the ESOP again rests with the Congress.
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III

VHAT IS AN ESOP?
An excelleﬁt description of the Employée Stock Ownership

pian (ESOP) and its companion trust (ESOT) is reprined below:

The Jonrnal of . " April 1975
COMMERCIAL BANK LENDING

ESOT and the
Commercial Banker

by Cass Bettinger
Assistant Vice President
Commercial Security Bank
Salt Lake City, Utah

EMPLOYEE STOCK OWNERSHIP TRUST (ESOT)—a new idea which,
in its brilliant simplicity, sets one’s mind reeling with its manifold implications!

Although many r s and extrapolated applicati of ESOT have
been developed in recent years, the basic concept was the brainchild of
attormney-economist Louis O. Kelso, author of numerous stimulating and highly
original books. His most recent, Two Fuctor Theory: The Economics of Real-
ity, is co-authored by political scientist Patricia Hetter and follows The
Capitalist Manifesto and the New Capitalists, which Kelso co-authored with
the well-known philosopher Mortimer Adler.

'3

Kelso's theories propose affluence as the most desirable goal of any economic
systzm and are based on the premise that there are two factors of production: (1)
tabor, mental as well as maaual, and (2) capital, the nonhuman factor. Since most
wealth is the product of capital in a technologically advanced economy and since
the vast preponderance of capital is held by a minority of the populace with the
majority relying solely on labor for its source of income, universal affiuence is
impossible. Welfare programs in Kelso's opinion perpetuate the basic problems
rather than solvs them. inasmuch as they are based vn false economic premises.
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“"No man has ever achieved affluence on a dole, nor will he," states Kelso
matter of factly.! .

The answer in Kelso's opinion is to allow a greater percentage of the popula-
tion legally to acquire capital ownership since affluence is the product of capital
or capital plus labor, but never of labor alone. ESOT is nothing more or less than
the technical vehicle whereby this universal affluencs is made possible. For the
commercial banker it is a mechanism which can greatly benefit many corporate
clients while vastly improving the position of the lending bank relative to those
clients. .

Features of ESOT

ESOT is a highly sophisticated form of qualified stock-bonus plan authorized
/under Section 401(a) of the lmerpal Revenue Code. Qualified co:_xlribulions are
" deductible from’ corporate income in the same manner as they would be to a
qualified ‘profit-shasing plan. Contributions may be made in amounts not to
exczed 15% (or up to 30% in the event that less than the permissible maximum
was contributed in past years) of the aggregate compensation paid orotherwise
accrued during the taxable year to all employees covered by the stock-bonus or
profit-sharing ptan. Contributions may be made in stock, incash orina combina-
tion of the two. : : .

Analysis of a hypothetical ESOT

To demonstrate how an ESOT can simultaneously benefit_the corporate

" borrower and the lender, a hypothetical set of circumstances will be examined

illustrating, first, increased cash flow and net worth and, second, facilitation of
debt repayment, under the plan, as well as other important benefits.

Incressed net worth and cash flow

- Let us assume that XYZ Corporation is a good bank customer-with total
annual payroll of $1,500,000 and annual pretax earnings of $400,000. A compari-
son of operating resuits for one year with no qualified plan, a standard profit-
sharing plan and an ESOT is shown in Table 1.

Under the ESOT plan net worth is increased to a far greater degree than with
the normal profit-sharing plan since funds contributed to the trust are investedin
the stock of the company itself. Nevertheless, an ESOT can, if and when shares
of the employer corporation are not available, invest in mutual funds, bank
certificates of deposit, insurance contracts and other qualified investmentsinthe
same way as a normal profit-sharing plan. .

'Louis O. Kelsoand Patricia Hetter, Two Furtor Theory: The Economics of Reulity (New York:
Vantage Bouks, 1967), p. 26. -
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TABLE 1
COMPARISON OF OPERATING RESULTS
No . Profit~ .
Ops Year Qualtied Plan Sharing Plan ESOT

Net Before Taxes $400,000 $400,000 $400,000
Contribution 0 225,000 225,000

{15% x $1.5MM) .
Net After Contribution 400,000 175,000 175,000
Est. Fed. and State 216,000 94,500 94,500

Taxes (54%)

Alter-Tax Earnings 184,000 80,500 80,500
Tax Savings and Incremental

Cash Flow 0 121,500 121,500°
Incrementat Net Worth 184,000 80,500 305,500™

*$218,C00 — $94,500 = $121,500
*°$225,000 + $80,500 = $305.500

.Another difference bellwecn the ESOT and the profit-sharing plan per se
which may well be of interest is that the ESOT may receive contributions from
the corporation even though a tax loss resuits, thus making it possible torecover,
by means of a refund, taxes paid by the corporation in prior years. For example,
let us assume for simplicity that ABC Corporation has an annual ‘qualified
payroli of $2,000,000 and net income for current and prior years as follows:

Yesr . Pretsx Income Fodarsi Texes
1974 $100,000 $ 41,500
1973 80,000 . 31,900
1972 70,000 - 28,400
1971 _ 50,000 17,500
$300,000 R $119,300

If, as in the previous examples, our corporation contributes an amount equal
to 15% of payroil for 1974 ($300,000), the following would be appropriate in
accordance with IRC Section 172:

Balance Not

’ Year Income Daduction Loss Losa Carrybeck Taxsble
1974 $100,000.00 {100.000) (200.000) [}
1973 80,000.00 { 80.000) (120,0C0) o
1972 . 70.000.00 ( 70.000) { 50,000} 0
1971 50,000.00 (_50,000} (___ O 0

$300.000.00 300,000

The net result to the corporation is a fully allo.wable tax refund of $119,300.
This hypothstical example is, of course, based on simplified figures. Bankers
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and their clients with the usuul professional assistance, augmented by the aid of
an ESOT specialist, must carefully unalyze all relevant data pertaining to each
particular case to determine optimum feasibility.

Facilitation of debt' repayment )

Let us now assume that the XY Z Corporation decides to undertuke a major
cxpansion program requiring finuncing of $1.5MM repayuble over a seven-year
period. As the banker unalyzes the feasibility of the project, management depth
and competence, the customer’s indusiry trends. cash flow and funds flow
projections, ratios, money-market conditions, ete., it is determined that the risk
is a sound one and that the loun can and should be made.

At this point the banker wili endeavor to structure a puckage that will provide
his bank the highest possible yield with the greatest degree of security, whife at
the same time meeting the client’s needs to the maximum. If at this point the
banker has in his repertoire of services a practical knowledge of the ESOT, he
can work with his customer to determine what additional benefits might accrue
through implementation of the plan.

Further pursuing our hypothetical case, let us assume in addition to annual
payroll of $1.5MM und pretax earnings of $400,000, an approximate 7% atinual
“return on the invested equity (very conservative by SEC studies). On this basis
the annual income of the corporation will be increased from $400.000 to approx-
imately $500,000. If we also ussume, as in our first example. aggregate effective
Federal and state income taxes of 549, liquidation of the entire $1,500,000,debt
obligation would require the potential borrower to generate pretax earnings of
$3,260,000. Therefore, with pretax income of $500,000. it would take slightly less
than seven years to repay the loan, well within the company’s guidelines (for

plicity we are ing stuble income and are not considering interest).

_ If an ESOT is structured fur the X YZ Corporation, and the money is bor-
rowed directly from the bunk by the ESOT, with an appropriate corporate
guarantee, as shown in Graph i. the X YZ Corporation may then utilize the loan
pruceeds for its expansion program. As contributions are made annually to the
ESOT, they are applied to debt servicing as shown in Graph 2.

Since the annual contribution in the foregoing illustration is $225M (15% of
annual payroll of $1.5MM), it would take approximaltely the same amount of
time to repay the loan. The important difference is that the debt has been repaid
withpre-tax dollars. Therefore, it hus been necessary for the corporate borrower
to generate only $1.500,000, rather than $3.260,0600. A seven-year analysis of
comparative performance is shown in Table 2. The substantial increases in
cash flow and net worth are readily apparent and vividly itlustrate the tremen-
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dous benefits to the borrower as well ax the resultant improved position of the

lender.

GRAPH 1

BORROWING STRUCTURE

r

CORPORATE GUARANTEE

A. Stock Sold B. Stock Pledged
{optional)
xz xvz P BANK
Corporation D. Stock ESOT C. Loan
Purchased ’
GRAPH 2
DEBT-SERVICING STRUCTURE
Annuat
- Instaliment
XYz E. Contribution XYz BANK
Corporation ce ESOT | Stock Released
Held for Y
Y (it originally
pledged)
TABLE 2 .
ANALYSIS OF SEVEN-YEAR PERFORMANCE
Over Seven Years ) Without ESOT with ESOT
Net Before Taxes $3.500.000 $3.500,000
Coatribution {(15% » $1.5MM x 7) ! 0 1.575.0C0 _
Met After Contribution . 3,560,000 1.525.000
Est. Fed. and State Taxes (54%) 1.850,000 1,039,500
Atter-Tax Earnings 1.610.000 885,500
Loan Repayment 1,500,000 .0
Net After Loan 110.000 885.500
Tax Savings and Incremental Cash Flow 0 850,500°
Incremental Net Worth $ 110,000 $2,460,000°

“$1.890.000 ~ $1.039,500 = $850,5C0
"*$1.575.000 + $885.000 = $2,460.560
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Benelits to employees

Shares are held by the trust for the uitimate benefit of the covered employees,
thus creating for them, through dividends from the shares, a “*Second Income
Plan,” a vital part of the Kelso philosophy. In essence, the employees have
graduated from mere laborers to laborer-capitalists. As Kelso states in The Two
Facior Theory, **Thus, in the macrocosmic sense, the Second Income Planisa
method for building simultaneously (1) the individual power of the people to
produce wealth and, therefore, (2) the legitimate power of the masses to con-
sume it.”’* Employee motivalion is thus vastly increased and the result should be
improved worker productivity. Apparently persuaded by the Kelso philosophy,
Senator Paul J. Fannin of Arizona introduced a bill in Congress last year to
encourage consideration of the ESOT plan on a broader scale.?

Disadvantage

The only real criticism of the ESOT plan is the charge that it results in equity
dilution. This is not usually the problem, however, that one might immediately
assume. Although a given shareholder’s percentage of ownership might de-
crease, given the rapid growth in net worth the actual value of the decreased
percentage may actually be much greater. While numerous factors would regu-
late the actual dilution, an analysis by Kenneth P. Veitin The National Under-
writer luded with the that: “*Generally speaking, however, it
appears that the claim of no dilution is valid.”* :

Conclusion

ESOT offers numerous benefits, many of which are beyond the scope of this
paper, as is an in-depth discussion of the full range of social, political and
economic implications of Kelso’s **Second Income Plan'" and related theories.
Our purpose has been to introduce the ESOT concept and to examine the
potential benefits inherent to the plan for the corporate borrower and the lending
institution.

When already bankable loans are made to an ESOT rather than to the corpora- '
tion directly, repayment may occur with pretax doilars, with the substantial
benefits previously identified. Dilution of stock is not normully a problem.
Nevertheless, since an ESOT must be tailor-made to specific circumstances, the
dilution factor may be fairly well quantified in advance. '

Ybid.. p. 47.

Michael T. Malloy, *"Riches for All"" in The Nutional Observer, May 25, 1974, p. 20.

*Kenneth P, Veit, ** Keho Revisited: A Technical Look at Novel Planfor Raising Capital,’" in The
Nutivnal Underwriter, April 24, 1971, )
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It is, of course, imperative that the corporate officers. together with their
banker, attorneys, accountants and an ESOT specialist analyze in depth the full
implications of the plan. Inasmuch as ESOT is a sophisticated and complex tool,
the importance of securing the counsel of a qualified ESOT specialist cannot be
understated if it is to be implemented properly and utilized toiits fuilest potential.
Where this procedure has not been followed. problems have resulted. Where this
is accomplished it will, in many cases, be evident that the benefits to borrower
and lender alike are substantial. O

Anather highly informative discassion'of ESOT, analyzing in great-
er detail the specific notes of bath the Commerical Banking and Trust
Depuriments, is that by John O. Todd, **Employee Stock Ownership
Trust=Opportunity for Banks.” in the August 1974 issue of Bur-
roughs Clearing House.—Ed.
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iv-
WAAT IS THE LEGISLATIVE CONTEXT SURROUNDING THE ESOP PROVISION

IX THE NORTHEAST AND MIDWEST RAILROAD REORGANIZATION LAWS?

The Regional Rail Reorganization Act of 1973 directs
the United States Railway Administration (USRA) to design
a final system plan for reorganizing the Penn Central Rail-—
roaé and other bankrupt Northeast and Midwest rail syétems
in 2 panner which creates "a financially self-sustaining
railway system in the region which also meets the service
nesds of the region and the Nation." (Sec. 206(e) (3) (F)).

In his floor statment of December 11, 1973, Senator
Russell B. Long. clearly outlined the choices available to
Coangress and the USRA in designing the financial architecture
of the new regional rail system:

- "What an irony of history that our railroads -- the key
to the rise of America to industrial and agricultural
greatness, and now even more vital to the development
of a freer, more prosperous, and more environmentally
hospitable economy yet to be built -- took the wrong
turn over a century ago, leading the rest of American
industry headlong into pinnacle ownership, the concen=
trated ownership of capital.

"Our railroads today have been the first to arrive at

a deadend in that road. We,the members of this Con-—

gress, more than a century later, are now given a second

opportunity to provide a prototype design for the pattern
of ownership of the American economy.
- "We could take the first course and furtHer exacerbate
the already 1ntense1y concentrated ownership of produc—
tive capital in the American economy.

"0r we could join the rest of the world by taking the
second path, that of nationalization.

"Or we can take the third road, establishing policies to
diffuse capiteal ownership broadly, so that many indivi-
duals, particularly productive workers, can participate
as owners of industrial capital.

"Mr. President, the choice is ours. There is no way to
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to avoid this decision. Non-action is a political deci-
sion in favor of continued, and indeed increased, concen-
trated ownership of productive capital.

"hich of these three ownership alternatives make the
most common sense, the most political sense, the most
social sense, indeed, the most moral sense?"

After Senator Long completsd his statement, Senator
vance Hartke, Chairman of the Senate Surface Transportation
Subcommittee and floor manager of this legislation in the

Senate, responded:
n[rihis is probably one of the most innovative ideas
presented. in.this bill... . .Individuals that would,
under normal circumstances, appear to be opposed to this
kind of operation, seem to be sympathetic to it. . .
Not only is it possible that this. could lead the way
in the railroad industry, but also, this could be the
beginning gpot for giving to other major industries
in the Nation." (CONG. RECORD, Dec. 11, 1973, p. §
22552.) ’ -

Senator Long provided ﬁSRA with a comprehensivé“new
pérspective to guide their planning of the ConRail final
system plan, when he ‘raised the guestion:

"Why did one of the most important railroad systems in
the world, located in one oI the most highly populated
and highly industrialized areas of the world, possessing
a labor force that was more than adequate both in numbers
and in skills, fall into shameful disrepair and finally
bankruptcy?"” :

He answered his own question:

"Cne must necsssarily coaclude that the causes lie with-
in the institutional arrangements -- the financial designs
__ of the railroads themselves, and within the institu-
tional relationships between the railroads and governments,
both Federal and State.

"It is not the task of Congress to restore the losses
# stockholders of the bankrupt system. Rather, while
protecting the property rights and values that remain,
it is the task of this Congress to so guide the organi-
zation and restructuring of the railroad enterprises and
£ their relations with government, that they will in
the future run efficiently and economically, will take
£ull advantage of our internally available fuel supplies,
and will provide a model of enterprise to which we can
100k for answers to the industrial malaise that mars
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_ other areas of our economy." (CONG. RECORD, p. § 22548.)
In his floor statement, Senator Long advised the USRA:

"If our railroads fail to build substantial ownership.
incentives and the discipline of the profit systen into
its workers in the fuLLre, they will never again earn

a profit. Nationalization will inevitably follow. And,
since railroads have always been pacesetters in our .indus-
trial network, in the best and worst of times, we will
have laid the foundation for eventual nationalization

of our airlines, trucking, agriculture, mass media,
telephones, energy development and production, manufac-
turing, and the rest of our enterprise system. Everyone
will be on the Government's payroll. . . .

"I think it will be a grave error. . .to hand over auto-
matically all new common stock to existing creditors and
to delay in building substantial equity ownership into,
the railroad work force. How fast and how much owner-—
ship we build.into workers will directly determine the
odds that wé can avoid nationalization. . . . .Only in
this way can Congress demonstrate that the misguided and
short-sighted notion that railroads cannot provide low-
cost quality service at a proflt w1ll not become a self-
fulfilling prophecy. PP .

"In S. 2767, the Senate offered a new ownership alter--
.native, an employee stock ownership plan or "ESOP", de-
signed to correct defective corporate finance and concen-
trated ownership patterns. in our railroads. Not enough
of the conferees, particularly our House colleagues, had
sufficient opportunity to study and fully understand this
innovation and its far-reaching implications for saving
our railroads. Organized labor and railroad management
also need more time to acquaint themselves, the workers,
and the public generally on this new thrust. ' The ESOP,
however, still remains a key feature of this legislation
and will be studied and, hopefully, fully implemented

-by the railroads coverad by the final bill."” (CONG.
RZCORD, December 21, 1973, p. S 23785.) (Underscoring
- added.) .

Senator Hartke then reinforced Senator Long's point:
"This approach is not only a new approach, but it is a
plan to make our democratic system work for people who
work for a living. . ." (p. S 23785.)
Having mandated that USRA conduct a study of the ESQOP

as a means for saving the railroads from government ownership,

Congress has since proceeded to provide even greater encour-
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to the ESOP and its unigue ownership-spreading capacity.

In the pension reforms signed by the President on Labor ﬁay
1974, ESOP's were given special recognition within the tax

laws as a unique technique of corporate finance, separate

and apart from standard employee benefit plans. VWhen the trade
:eférm legislation was passed, éreferentialAtreatmént was

given to corporations receiving Government-guaranteed loans
from a special $1 billion fund to aid companies locating )

or expanding their facilities in trad?-impacted areas, provided
that they established and used the ESOP as a conduit for at
least a portion of those loans.

A major Cohgréssional boost to encourage ESOP financing
over traditional modes of corporate finance came in the Tax
Reduction Act paésed‘in March 1975, when a épecial ESOP invest-
ment tax "bonus” of 1% beyond the temporary 10% investment
credit Congress provided to businesses that add qualified
capital investments. Hence, what had always previously been
a tax benefit to the capital-owning few,'now contained a
"carro;" to corporate management to try the ESOP as an alter-
native approach to their needs for new capital formation, A
az-economi?ally-beneficial departure from:.the status-guo in
corporate financing patterns that few majbr corporations
took note of until they saw how the winds on Capitol Hill were
blowing.

Undoubtedly, the most important political advance for
the ESOP concept is contained in the Accelerated Capital
Formatioﬁ Act,'now bafore the House Ways and Means Committee
with a highly diverse, bi-partisan base of 92 co-sponsors,
including 10 members of the Ways and Means Committee. (H.R.
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462, by ¥Mr. Frenzel and Title III of the Jobs Creation Act,
5.R. 7240, ky Mr. Remp.) Jeral§ ter Horst, President Ford's
f£irst Press Secretary, reported on August 30, 1975 in his
nationally syndicated ‘column that this bill provides a viable
compromise between the Administration's proposed package of
incentives to encourage corporations to add to their capital
investments and those members of Congress opposed to providing
new tax benefits for the rich. ter Horst found that people

ir normally opposing camps on Capitol Hill were supportive of
the ESOP and had ‘joined forces in backing the Accelerated -
Capital Formation Act, which so-sweetens the-incentives .to working
Arericans and tpgir employers that ownership-concentrating
patterns-of:corporate’ finance would gradually.wither away
in.-favor:of -ownership-spreading metﬁdds,pf capital formation,
starting with private sector employeés through the ESOP.

It is interesting also to note that several Democratic’
aspirants to the White House have bequn to make the ESOP and
the goal of spreading capital ownership among working people a
central focus of their campaigns. Former Governor Reagan is
also waving the banner of the ESOP. And undoubtedly the poii—
tical climate in Washingéon will be affected by the recent
findings of the respected political pollster Peter Hart that
Americans are seeking major changas in our economic system,
that by a 66% to 25% margin, Americans favof workers owning

most of their company's stock; yet, and this is important in

the ConPail context, by a 81% to 13% majority, Americans

reject Government ownership of major corporations.

It thus appears that ‘the ESOP cohcept —- now increasingly
accepted by labor and managerent -— is an idea whose time has
arrived.
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WHAT IS LABOR'S ATTITUDE TOWARD THE ESOP?

In MOTIVATION AND PRODUCTIVITY, Dr. Gellerman, one of
+ha consultants hired by USRA, made one perceptive observa-
tion about most American labor unions. On page 270, he
stated:

"Finding themselves, so to speak, with their attacks
repulsed and their home- territory under mounting pressure,
American unions are for the first time in their history
becoming advocates of the status quo: They are now find-
ing it to their advantage to attempt to control change or
even to prevent it.” :

Oon page 286 of his book, written in 1963, Dr. Gellerman recog-
nized the need for a new alternative to the status‘gggf—ﬁhich
the ESOP provides—-if'long and bitter strikeé are to be avoi&ed
in many industries: ‘

"The employees who are exposed to displacement. . .are

" likely to perceive the prospect as a life-or~death strug-
gle in which no suitable alternative to the status quo
is available to them. They will therefore insist that
generating profits and meeting competition are manage-
ment's problems and not theirs, and that the attempt to
nmake them pay for technological progress by sacrificing .
their security is an injustice that must be resisted to
the last gasp. Unless convincing égg'attractive alterna-
tives are offered them, the not-too-distant future 1is .
1ikely to witness a series of long, bitter strikes in
many industries.” (Underscoring added.)

To parsuada every labor leader in the United States that
the ESOP is a “"clear and convincing alternative”, one that.
could bring management and themselves together on issues of
competition and profits, is, of course, easier said than
‘done. Those comfortable with the status quo have_nO'motiﬁétion
to listen to new ideas, let alone accept them. Nevertheless,
pressures from the rank-and-file and the 2merican people
generally are now being directed at labor leadérship, seeking

constructive new alternatives to labor's former game plan.
-23-



Political pollster Peter Eart recently conducted a poll
finding that 56% of Americans agreed with the statement,
"The increases that labor unions have gotten for their workers
are too large.” Union memhers find that pay increases qgo
richt into higher prices. And by a 66% to 25% margin, Ameri-
cans favor the developrent of "programs in which emploYees
cwn a majority'of the company's stock.” (WASHINGTON POST,
Rugust 31,.1975, p. A2l)

On July 21, 1975, BARRON'S announced in its lead article
that the ESO? is an idea-"whose time has come.” Since the
first ESOP was implementeq in 1956 to achieve an employee

buyout of Peninsula Newspapers, Inc., the concept has been

-

lonog in coming. It is now wideiy ﬁeing hailed among finance
experts and the news media as "a major ‘advance in éapita;ism."
One labor leader, Qho approached the ESOP with the skepticism
of an "unreconstructed wobbly” until he viewed the recent
"6) Minutes” TV program on the ESOP, read more aﬁput it anad
decided: "Our next labor agreement will include an ESOP
for our members (possibly after a lengthy strike or lockout."”
Since management also will share in the bénefits of an ESOP,
the probability of management resistance to the ESOP is slim.
%o unionizeé company with an ESOP has evér had a strike. .
Peninsula Newspapers, Inc. involved six unions. Union locals
whose members receive stock through ESOPS include the UAW, the
Maczhinists' Ynion, the Laborers' Union, the Steelworkers, and
others. .
Some labor leaders recognized the enormous potential of
the ESOP long before it became popular and before Congress

gave its official "stamp of approval” on the ESOP concept.
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in the reil reorganization legislation and three subsequent
major Congressional enactments.

In 1967, Walter Reuther, speaking before the Joint Econ-
onic Ccamittee, supported "stock distributions to workers" as
a me2ans "to democratize the ownership of America's vast corpo-
rate wealth” and as an alternative to inflationary wage.increases.

In 1968, .Harry Bridges of the International Longsharemen's
and Warehousemen's Union gave his nod of approval to the new alter-
native oifered by the ESOP by joining the Board-of Pirectors
of the Institute for the Study of Economic Systems, a non-profit
research and educational foundation devoted to spreading under-
standing of univgrsal capitalism and various means, including
the ESOP, for achieving a more democratic base of capital owner—
ship throughout the world's economies.

In 1971, the Executive Committee of SETUFCO, the banana
workers' union representing the 3,600 field workers of United
Fruit of Guatemala, studied and adopted universél capitalism
as their union's new game plan. United Fruit was under a U.S.
anti-trust divestiture decree to sell its Guatemalan plantations.
The banana workers wanted to buy the properties for themselves
and ranagement through ESOP financing. Del Monte, the competing
bidder for the properties, gained appfoval from the Guatemalan
Governmant over t%e the bid by the banana workérs. A final
resolution of this situation is still in the air, in the light
of recent WALL STREET JOURMAL articles revealing possible pay-
;ffs by D2l Monte to former top govermment officials in Guatemala.

In Februaiy 1972, Joseph Curran, then President of
the Mational Maritime Union testified before the Senate Merchant

Marine Subcomnittee in favor of an ESOP for saving the passenger
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ship irdustry. §ix taxpayer-subsidized vessels, including
the United States, the Independence and the Constitution, were
up for sale to foreign buvers who wished to use them for
carryirg American passengers in the vacation cruise business,
one of the fastest growing industry's on the Eastern seaboard.
This involved a loss of 5,000 jobs directly, 250,000 jobs
indirectly and millions of dollars in Axerica's balance of
payrents. Haéing outpriced themselves in the world labor
mérket, Curran stated that his members would be "prepared.to
reduce crew size and tighten work rules to increase worker

productivity and reduce labor costs by &s much as 50 percent?®,

as tha trad;-off for Congressional permission to reorganize
that industry tﬁréugh an ESOP. Curran lost that round, when
he was unable to efﬁectively communicate the ESOP concept to
the subéommittee's chairman, Senator Russell B. Long, now
the ESOP's most effective advocate on Capitol Hill.

The NMU has not dropped “its interest in the ESOP. The
National Council of the NMU held a two-hour discussion on
November 6, 1974 on the.ESOP as a possible bargaining issue.
Shanﬁon Wall, the NMU's present head, has written, "Our interest
continues. It may well be that the ESOP principle can provide
a much-needed stimulus to the free enterprise systeh. We are
studyirng ways to apply the principle to some phase of thé

marifime inéustry to prévide benefits to all concerned --
mariéi;e workers, management and the nation.”

Articles on the ESOP have appeared in a number of union
journals. A series of excellently written articles on the
ESOP went out rmonthly to the members of Great Lakes Seamen's

Union, Local 5000 of the United Steelworkers of America.

(July to December 1972 issues of COMPASS.)
—2 6_
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Meambers of Steelworkers Local 1722 joined with the manage-
zent of the South Bend Lathe Company, a néme brand in the 4
nachine tool industry, to oull off a deal that is being
widely heralcded within the Ford Administation’s Economic
Development Admninistration as a major turn-around in
national strategy for saving jobs in economically‘depressed

areas. NEWSWEER, BUSINESS WEEK, INDUSTRY WEEK, THE WALL

STREET JOURNAL, BARRON'S, THE WASHIVGTON POST, IRON AGE,

[

he Mike Wallace "60 Minutes" TV program, and others have
rought the South Bend Lathe Story into national prominence.
According to the September 1, 1975 issﬁé of NEWSWEERK, "Six
moaths ago, South Bend Lathe seemed like a suré bet to join
the dreary list of business failures that have turned that
northern Indiana city into an economicﬂdiSASter area. . .
Ansted Industries, the firm'sAparent concern seriously
considered liquidatfﬂg the operation." Now, under an ESOP
strategy orchestrated by the investment banking firm headed
by Louis Kelso, the 500. employeés were able to raise $10
mllllon in cash to buy 100% of the equity, without- taking

a dollar from their savings or reducing their paychecks and
4at no personal risk to the workers. The workers were willing
to take a 15% cut in pay to make the purchase, but this was
urnecessary. So far, the ownership change is working smodthly.
July production suddenly jumped 10% and expenses from poor
workmanship plunged 70%. COne interesting feature to this
story that shculd be noted is the tremendous flexibility
" and keen sense of reality among union members and their
leaders when they were put under pressure by what seemed

like a hopeless case. Upon closing of the deal, Amsted
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terminated the pension plan for employees, making the@ 1008
vested in all benefits acquired in their behalf up to that
point. But the new company could not afford to make payments
both-into a2 new pension plan and into an ESOP, if the acquisi-
tion lcans were to be repaid. In the face of reluctance by
officials higher up in the Steelworkers" Union, 100% of the
local's rembership came out-in favor of the ESOP, thus allowing
management to forego costly pension contributions, which are
a staple in every collective bargaining packege. This is‘
probably unprece?ented in labor circles,.but it is én indication
of the problem-solving potential of an EéOP, when creatively
designed and implemented. The attitude of SBL management
regarding the éSbé is reflected in this statement by J.
Richard 3oulis, who is continuing on as president:
"For the next couple of months my biggest job will be
employee communications. I want the imagined wall between
managers and ther wque;s torn down."” )
Many already recognize the difference at SBL. BUSINESS WEEK
interviewed 24-year—old Jon Mortrud as he wired a'computer—
'contzolled machine. He told the reporter: i
*The biggest fear was the liquidatioﬁ.  Now I feel very
secure. And the harder I work, the more 1'll get. Every-
body will be watching everybody else to make sure they're
working hard. "
Then, according to the reporter, "feeling the stares of his
fellow employees as they waited for him to finish the wiriﬂg,

Mortrud turnedrquickly back to his work." (BUSINESS WEEK,

August 11, 1975.)

What is the attitude of railway labor toward the ESOP?

No onehas ever put this question directly to individual

rembers of the unions involved in ConRail. But if an impar-
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tial survey was conducted, one would expect rail workers to
respond enthusiastically, like union members who already.
own most of their company's stock and the 66% to 25% majority
of Americans who favor employees owning most of their company's
stock.

Emong rail labor leaders there is a split over the ESOP.
C.L. Dennis, President of the Brotherhood of Railway Clerks,
representing about one-third of the union members affected
by CorRail, is an enthusiastic supporter of employeée stock
ownersnip. When a group of employees purchased the Chicago
& North Western Railway, Mr. Dennis sent this message to
the WALL STREET.JOURNAL:
"In my opinion, the effort of the employe group is one
of the most refreshing ideas to come down the tracks in
a long, long time. Employe ownership, it seems to me,
has much to offer in strengthening our railroad system
‘in the areas of labor-management -relations, and of giving
the employes the opportunity to participate in a more
meaningful way in the fruits of the capitalistic system.
Certainly, it is an encouraging development in the midst
of talks about nationalization of railroads, which X
think is misguided and unfortunate.
"Tn short, here's a new idea, a fresh approach that de-
serves to be tried. If it works, and I believe it will,
everyone--the workers, the industry, and, most importantly,
the general public--will be the winners. And isn't that,
after all, what capitalism and free enterprise are all
about?" ’
_Other union officials involved in ConRail view the ESOP
as a possible threat to the status guo in their relations
with management. According to Mr. Al Chesser, President of
the United Transportation Union, "It sounds good, but I'm no
expert in finance and neither are most union leaders." But,
without ever hearing an explanation of how an ESOP works and

how it might be applied in the ConRail situation, the UTU

and other rail labor executives (other than Mr. Dennis)
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took a negative stand against employees' acquiring ownership
of ConRail, when they met in February 1975 in Miami Beach.
Feadback from the meeting indicated that the rail executi&es
present feared the ESOP as a possible threat to the "wage system”
and the "work rules" they were used to bargaining over for the
past century. ©None of them took a stand against continuing -
taxpayer subsidies of the railroads or nationalization.

It is worthwhile noting that before the ESOP provision
was injected into the ConRail legislation, the press reported
that a few promiAent railroad executives and a few rail
exscutives worked out a deal on how the railroads would be
re-organized, witﬁ-the taxpayers picking up most of the tab.
Iﬁ fairness to those rail labor leaders involved, the introduc-
tion of the ESOP at the last- minute, spoiled the deal. It
was deliberately introduced as a way to overcome the tradi-
£ional conflict paﬁ%érns.Qithin this industry ana build a

true alternative to nationalization and perpetual bailouts

g; the é;xpaieéé. Given their limited patience with new ideas
and complacent attitudes toward the present state of the rail
industry, those who fear the ESOP will have to be better
educated by the Congress, the media, and, hopefully, by the
rank-and-file workers. In a sense, their fears are justified.
Inevitably, worker-shareholders would never tolerate some

of the anachronistic and costly "work rules” being retained
today. But the ESOP offers organized labor a much bigger
“wage system” than they ever bargained for in the past; the
ESOP adds the "wages of capital" to bargaining over the "wages
of labor"; after 100% of the revenue pie, whaé is there to

add? The ESOP offers new horizons and new benefits for labor

leaders to seek for their members. To éomg, this is toq
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much of a challenge. But old-timers in the labor movement
suggest that labor has always opposed innovation, at least
jnitially. For example, pension plans and profit sharing
we:e'once forcefully opposed by labor leaders. Now they are
accepted as a matter of course.

Under the ESOP, there will be a major structural advance
in the evolutionary development of the business corporation
as a social iﬁsitution. It will similarly produce important
advances in fhe democratic labor union as a social institution.

They are both in primitive stages of their evolutionary devel-

opament, and, as a consequence, society is suffering and the
economy is not working xright. Peluctantly, those who view
the future throhgﬁfa rear-view mirror may, by force of today's
crisis of U.S. industry, have to learn new ways. They will
have nothing to lose but their complacency.

Perry'Prentice of TIME, Inc. observed:-

"Business and labor are both in the same boat and it is
almost suicidal for workers to think they can prosper

by making it less profitable (or completely unprofitable)
to employ them. The most glaring example of this kind
of suicide is the Maritime union which was so successful
in getting all the wage increases it demanded that tha
American flag vanished from the seven seas. . . .
Railroad labor has been almost equally successful in
pricing itself out of the market. . . .

"2dnittedly these may be extreme eoxamples of labor
pricing itself out of work, but union leaders would

- be wise to recognize before it is too late that they
are harnessing the profit motive to disemployment when
they force wage increases far in excess of productivity
gains. . . .

w_ . _[5]uccess will depend on . .. .every worker
[realizingl -that his own bread:is richly buttered on
the same side ‘as-his employer's and-will. have a maximum
incentive to maximize productivity and minimize waste
in order to increase his own income."
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VI

CZTAILED POINT-BY-POINT REBUTTAL OF USRA EVALUATION OF THE ESOP

As stated in earlier sections of this rebuttal, the three
cutside consultants hired by USRA to evaluate "the extent prac-
ticable' an Imployee Stock Ownership Plan or "ESOP" coqld be
utilized for re-structuring the Northeast raii system, started
from a position of limited appreciation and possible misunder-
standing of the legislative background behind the-ESOP provi-
sions in the Regional Rail Reorganization Act of 1973, . Leaving
aside their lack of experience with -the ESOP as a new financing
vehicle (and in parficﬁlar its applicability in a reorganiia—
tion situation like the railroads here), none of these consultants
even mentioned that both Senator Long and Senator Hatfield, the
legislators spearheading the ESOP initiative in Congress, proposed
the ESOP as 'the only alternative to na?ionalization" of the
deteriorating Northeast ahd Midwestern rail system. Without the
ESOP "escape hatch", most astute political observers recogﬁize
that the remaining provisions of the rail act represent, at best,
a bailout of creditors and workers displaced by automation and .
cwindling profits, and a continuing drain on Federal taxpayers-—--—
one smai} step before nationalization becomes inescapable. Others
would suggest that nationalization has alfeady occurred, in fact
if not by name--but politically such a bold assertion is still
untenable. None of the consultants concerned themselves with the
political ramifications of nationalization, the threatening issue
that motivated the unanimous adoption of the ESOP provision in the-'
rail bill when it was first introduced before the Sénate Commer ce

Committee on the final day of mark-up on this landmark legislation.
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Being insensitive to the political context surrounding
the ESOP's baptism as a legislative problem-solver, the USRA
consultants gave no consideration whatsoever to the possibility
that 100 percent of the initial common stock of CONRAIL could be
financed through imaginative use of ESOP financing techniques,
making the employees, as beneficiaries of stock acquired by their

ESQP trust, sole owners of the new system from the outset. None of

USRA's consultants saw the big picture; as presented by the proponents
of the ESOP in the Senate floor debates of December 11 and December 21,
1973. Rather than basic innovation their eyes were glued to the
status quo. To USRA's consultants the ESOP is viewed as some sort

of a Ygimmick', a "tax loophole" a '"token fringe benefit"”, a threat
to the interests of creditors, on the one hand, and rail labor
leaders, on the other. To the Senators sponsoring the ESOP, it
represented a "major innovation in corporate finance'", a fresh
approach to reconciling the interests of creditors, organized labor,
rail users, and already overburdened American taxpayers. To the
Senators ESQOP offered a meéns by which 100 peicent of future rail-
road‘profit; would accrue to the benefit of railway workers, assuming
good management and a totally new'CouRail reorganizafion strategy
based upon the built-in disciplines and responsibilitieé as well as
the rewards of full employee ownership pértiéipation;

The USRA consultants also viewed the ESOP within a static
political context. They assumed that Congress remained as un-
familiar with the ESOP as was the case when the rail ﬁill passed in
Decembér 1973. Nowhere did their report note that Congress gave

its "stamp of approval'" to the ESOP on three major pieces of
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legislation since then, in the pension reforms, in trade reform,
and in the investiment tax credit increases under the Tax Reductio.n.~
Act of 1975, Further measures to improve the attractiveness of the
ESOP to employees and corporations would have suggested themselves
to USRA and its consultants, had they approached the ESOP in a more
open-minded and creative way, For example, the provisions of the
Accelerated Capital Formation Act, H.R. 462, and the Jobs Creation
Act, H.R. 7240, now before the House Ways and Means Committee with
92 House co-sponsors, would offer additional tax incentives ‘to
rail workers and CO&RATL, which would overcome some of the limitations
in the use of the ESOP under present laws. Suggestions for in-
novations in Federal Reserve policies, aimed at reducing interest
rates on bank loans for meeting the capital needs of basic industries,
like the railroads, are also being advocated by ESOP proponents.
Limiting their argument to a synthetic "negative case' against the
ESOP, none of the USRA‘consultants bothered to acquaint themselves
with the creative possibilities for solving the structural problems
that led to the demise of the Northeast rail system, if the ESOP
concept was applied to the limit. Not a single good point was made
in favor of the ESOP. Such unanimity among expert consulants is
indeed a ;arity.

Vihen one reads the report of USRA's consultants against
a background of the legitimate Congressional fears of nationalization
o this basic industry and of a realistic possibility that, from its
inception, CONRAIL could be owned 100 percent by its employees,
legitimately and without taking a cent from their paychecks or

savings, and without costing the taxpayers a single cent more in
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subsidies than is nov planned under USRA's current plan, then
TSRA's "Evaluation of the Employee Stock Ownership Plan as Applied
to CONRAIL"™ falls like an elaborate castle of sand. )
To assist the reader in this point-by-point rebuttal of
the USRA's evaluation of the ESOP, we will divide this section
into three main parts to conform to the reports of the three
outside consultants hired to carry out Congress' mandate for a?
ESOP study. The first section will deal with E. F. Hutton's repért
on the ESQOP as a method. of capital formation for CONRAIL (Appendix B
of the USRA Report, plus Exhibits III and IV.) The second section
#ill deal with Dr._Siul Gellerman's report on the motivational
inplications of ESOPs in the CONRAIL situation. (Appendix C of
the USRA Peport.) The third section will deal with the report of
Towers, Perrin, Forster & Crosby (TPF&C), who served.as project
coordinator and expert on employee benefits. Although TPf&C wrote
a "Technical Review of the Employee Stock Ownership Trust'" (Ap~
pendix A of the USRA Report) and the basic ieport itself, including
all exhibits except Exhibits IIXI and IV, which relate to E. F.
Hutton's work), it is clear that TPF&C's analysis and conclusibns
rest heavily on the E. F. Hutton and Gellerman reports, and thus -
#ill be rebutted last.
A. THE E. F. HUTTON REPORT, "Evaluation of the Use of an Employee

Szock Ownership Plan as a Method of Capital Formation for ConRail",
dated av 12, 1975 (APPENDIX B OF USRA REPORT)

1. Bias against making corporate credit for capital formation-

accessible to workers.

Cn page 13, E, F. Hutton revealed its own pre-disposition

tcvard the ESOP as an alternative to conventional kinds'of corporate
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I= addition, present creditors would gain exclusively the benefits
0f equity enhancement of $3.5 billion as ConRail pays off the costs
0f its new capital formation made possible through the Fedcrally
guaranieed loans. Conventional debt financing creates new capital
but a2dds no new owners after the financing process is éé;pleted.

In contrast,“if the same government-guaranteed debt
firancing were channeled through an ESOP on a 100 percent empioyee-

wred ConRail, the capital would still be expected to pay for itself,
but with a difference: after the loans are repaid, the additional
equity ownership and profits would be spread among all employees,
while the value of-pfeferred stock or debt securities held by

today's creditors would not be diminished.

E. F. Hutton's double standard of what constitutes a
'"windfall" and a 'free lunch" perhaps merely reflects ité present
constituency--the top 1% of the Americans who today own and trade
tarough stock brokers 'like E. F. Hutton ovef 50% of aii‘igdividually
owned corporate stock. Rail workers--like others among the 9; percent
of American; who have little or no ownership stake in U. S. corpora-
tions--would under this double standard remain deprived of access
to corporate credit and the benefits of the tools of corporate

finance. Such access determines not only whether capital formation

P
(77}

feasible--that is, that it is a self-liguidating investment
segcured by its future earnings--but also who will own that capital
after its formation costs have been paid for.

In fairness to E. F. Hutton, however, who should gain the

venefiis of capital ownership arising from Federal guaranteed loans
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underwritings, which investment bankers, like E. F. Hutton,
would rorm2lly be engaged to perform:

"Since in the early years ConRail's viability will
require massive Federal guarantees of debt, it is
clear that the U. S. Government will have provided
the means by which ConRail might ultimately achieve
profitability. When profitable, the equity of ConRail
could conceivably be worth many billions of dollars.
For example, if ConRail were to earn the $381,736,000
it is projected to earn in 1985 and have a market price
of five tines earnings, the value of the equity would
be $1.9 billion. This would clearly be an enormous

R windfall for the 70,000 to 100,000 employees of ConRail,
who would never have contrlbuted tovard the purchase
of the shares, even at the low price level which
would currently be required." (Underscorlng added.)

COMIENT: (Clearly, E. F Hutton has no aversion to massive Federal
guarantees of ConRail's debt (estimated at $3.5 billion by 1985,
page 10.) - .

Under any form of debt financing, these loans are expected
to be amortized with future ConRail earnings. Othérwise, the loans
are not "feasible" and therefore not made. In fact, all corporate
financipgs, ESOP or otherwise, are predicated upon the prospects
of the Susiness being able to repay the costs of financing.

Under conventional debt financing, creditors of the bankrupt
railroads would not only receive new ConRail securities equal fo
their bankruptcy-adjusted claims, but, in addition, would gain.thé
"enormous windfall"™ of $1.9 billion that E. F. Hutton predicfs in
equity aﬁpreciation as ConRail’s earnings ihprove; as sole stock-
holders of ConRail, the former creditors would be insulated from any
personal risk for non-payment of ConRail loans and would no@ be
required to make any cash contributions toward purchasing ConRail's

new plant and equipment underwritten with Federally guaranteed loans.
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I~ addition, present creditors would gain exclusively the penefits
07 equity enhancement of $3.5 billion as ConRail pays off the costs
0 its new capital formation made possible through the Fedcrally
suaranteed loans. Conventional debt financing creates new capital
but a2dds no new owners after the financing process is cd&pleted.

In contrast,ﬂif the same government-guaranteed debt
firancing were channeled through an ESOP on a 100 percent emgioyee-

—red ConRail, the capital would still be expected to pay for itself,
but with a difference: after the loans are repaid, the additional
equity ownership aqd grofits would be spread among all employees,
while the value of-preferred stock or debt securities held by
today's creditors would not be diminished.

E. F. Hutton's double standard of what constitutes a
rwindfall” apd a "free lunch" perhaps merely reflects ifs present
constituency--the top 1% of the Americans who today own and trade
tarough stock brokers 'like E. F. Hutton ovef 50% of all individually
owned corporate stock. Rail workers--like others among the 9; percent
of Americans who have little or no ownership stake in U. S. corpora-
tions--would under this double standard remain deprived of access .
to corporate credit and the benefits of the tools of corporate
firance. Such access determines not only whether capital formation
is feasible—--that is, that it is a self-liquidating investment
sacured by its future earnings--but also who will own that capital
after its formation costs have been paid for.

In fairness to E. F. Hutton, however, who should gain the

tenefits of capital ownership arising from Federal guaranteed loans
g
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to CorRail--rail creditors or rail employees -- is a fundamental
rolitical and economic question, which E. F. Hutton was not asked
T0 addéress., That E. F. Hutton does not speak for the majority of
~zericans is reflected in a recent finding by pollster Peter Hart
that “only 17% favor the present economic system; 41% want major
changes. [And] by a 66% to 25% margin, Americans favor employes'
cwaing most of their company's stock." (WALL STREET JOURNAL,
‘Yashington VWire:, August 22, 1975, p. 1)

2. Is tte ESOP ''the only alternative' to nationalizing bankrupt

railroads? .

E. F. Hdégon was totally silent on this point.
COMENT: The proponents of ESOP suggested that leaving the ownership
of the rzils in the hands of a relatively tiny absentee ownership
group was no longer A viable alternative aﬁd would only perpetuate
The artificial class divisions and conflict patterns between workers
and capital owners and the breakdown in management accountability
that crippled the profit potential of these railroads in the first
place. (see arguments of Senator Long in theé CONGRESSIONAL RECORD
of December 11 and 21, 1973.) The industrial class struggle between
U. S. labor and U. S. capital traces back to the origins of our
railroads. Because of the primitive nature of conventional
Tecknigues for financing rail capital needs over the last century--
~h2 self-liquidating logic of investment finance was never extended

<o rail workers--there has never been a unity of ownership interests

w

zong rail workers, managers and owners., At times they have all

"3
™

ulied in separate directions, leading nowhere and allowing less
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energy-efficient modes of tran;portation to leave the rails behind
for serving society's needs. ESOP financing could have generated'"
such a unity of interest had it been instituted by the railroads
from the beginning, or, at least, when the first signs of decline
began to appear. The very process of reorganization offers CONRAIL
an opportunity to launch a new beginning.

3. Would the ESOP decrease the profit potential of ConRail?

On page 11, E. F. Hutton states that, "The establishment

of an ESOP would decrease the profit potential and possibly
lengthen the time befoge ConRail becomes a profitable entity. The
magnitude of theée:;%fects would be in direct proportion to the size
of the ESOP plan utilized.'" Earlier on that page, E. F. Hutton
accepted uncritically the conclusion that, "In its projections USRA
does not foresee ConRail becoming profitable until 1978."
COMMENT: E. F. Hutton carries the power of negative thinking to
absurd heights. *
' As Senator Long stated on December 21, 1973, '“When people

plan for failure, the odds increase that they will fail. ... .If we
assume that‘the rail systems, . .cannot be operated at a profit and
therefore neglect to provide sufficient profit incentives for
workers,-they are unlikely to earn any profits. . . .In business,

the formula for making a profit is simple: Maximize revenues and
minimize costs. Being so capital-intensive and inherently efficient
“and 1ow-§ost energy users compared to competitive modés of tranéporta-
tion, railroads have been historically natural profit makers . . . . .
Clearly, not having the same opportunities to accumulate growing

ownership stakes as the few who today own most of today's railroad
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stock, workers have had no incentive to make the simple formula
for profits work. In fact, our ownership system. . .was structured-
to lead to ever-decreasing revenues and services and ever-increasing,
non—market-diéciplined costs. And if our railroads fail to bpild
substantial ownership incentives and the discipline of the profit
system into its workers in the future, they will never again earn
a profit."
Clearly, USRA and E, F. Hutton disagree with Senator Long.
Clearly, neither USRA nor E. F. Hutton can conceive of

tne possibility of rail management and non-management workers,

including their union representatives, working together--out of
enlightened self-interest and a shared stake in the goal of profit
maximization--for such needed reforms as:

*Eliminating obstacles to more rapid rates of capital
investments

*Procuring more highly automated rail equipment
*Rate de-regulation

*More flexible treatment by the ICC and state regulatory
bodies

*Equalization treatment where competitive modes of

transportation have received special subsidies or
unfair economic advantages in the past (or in the
alternative, make those competitors pay the costs
of the capital advantages they receive)

*Reducing the interest costs of commercial loans on
ESOP-financed rail capital to "pure credit'" charges
of about 3% to cover (a) risk to credit insurer that
loan may not be repaid; (b) reasonable profit and
loan administration costs for lenders; and (c)
administrative costs of the Federal Government (See -
nev Federal Reserve strategy proposed by Louis 0.
Kelso in his presentation to the White House Summit
Meeting on Inflation on September 27-28, 1974 and in
his testimony with Norman G. Kurland before the Senate
Financial Markets Subcommitte on September 24, 1973)
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*Lifting remaining tax barriers to ESQP capital

fornation (See The Accelerated Capital Formation

Act, mentioned earlier, now before the House Ways

and Means Comnmittee with 92 co-sponsors)

Clearly, negativism and "tunnel vision" thinking impaded
USR3 ard E. F. Hutton from ever fully understanding and grasping
tke far-reaching and comprehensive structural changes possible,
wtere, again in the words of Senator Long:

"Each worker would be placed in a position where

his own efforts toward cost minimization and

increased production would directly influence

the size of his dividend checks and the valus of

the capital estate he can acquire during his working

lifetime. .From the public's standpoint, we could

reasonably anticipate that strikes and slowdowns,
antiquated work rules, featherbedding, resistance

to automation, and unreasonable wage demands——all

seemingly unsolvable problems up to now--would

gradually disappear once workers are placed in a

position to realize how these activities not only

work against the interests of consumers as a whole,

but also against their individual self-interests.™

(CONG. REC,, December 21, 1973, p. S 23784-5)

In dealing with the issue of profitability, E. F. Hutton
totally disregards the point that, if Congress and the USRA follow
its recommendations, employees will have no more incentive to make

" ConRail a profitable enterprise, than they had under the railroads
tkat went bankrupt. They will be faced with none of the disciplines
and responsibilities that go along with the potential rewards of
omxnerstip. They will have no effective means to acquire sufficient
ovnership so that ConRail's profitability is directly relevant to
ezch arnd every member of the work force. And, if Congress and USRA
follows E. F. Hutton's recommendations, the workers will never gain
such incentives and responsibilities. Nationmalization will be

irevitable and nationalization offers workers even less incentives
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to make Con2ail meet its costs than at present. The deep pocket
of Uncle Saz will always be available to bail out the railroads.

It will be like a bailout of New York City. The rail unions will

ot

becone another form of public employees union, Certainly, this
is not what Congress intended when it mandated the commissioning
of an ESOP study.

4, 1Is the ESOP more costly than 2lternative modes of financing

ConRail's capital formation needs?

From a technical standpoint, E. F. Hutton committed an
even more serious error than in its short-sighted perspective on
the implications té'éonRail profitability of ESOP financing. On
page 13, E. F. Hutton concludes:

"There is no present financial advantage in the
establishment of an ESQP." .

And on page 11, E. F. Hutton states:

“The costs [of ESOP financing] exceed any of
the charges related to other financing modes."

COMMENT: ESOP financing, as explained in detail earlier, is the
only technique in the field of investment finance, which both
enables a corporation to (a) attract extermally borrowed funds to
meet its capital requirements and (2) treat the entire debt service
payment--both interest and principal--as a tax-deductible business
expense. Uader a conventional loan only interest is deductible.
Tor a company in a 50% tax bracket, each $1 for repaying principal
can carry twice the debt load or repay a loan twice as fast through
an ES0P as under any form of conventional debt financing.

ESOP financing, while resulting in the issuance of

.

stock to the employee trust, expedses capital investment and so
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lowers tax-reported or apparent income. .Ordinary direct debt
financing of corporate growth, in effect, capitalizes the invest-" -
:ejt'(i.e., purchases it in after-tax dollars) and requires the
corporation to pay corporate income taxes that would not be paid
under ESOP financing arrangements. Straight debt financing thus
takes disposable working funds out of the corporation that would
otherwise be retained and presumably used productively for the:
proportionate berefit of all stockholders. 1In fact situations
where rmanagement is presented with a comparable choice, it usually
prefers the expense rogte over the non-expense route, because in

Y

such instances thbe gpparent reduction in earnings is in fact an

increase in tax savings and an increase in corporate disposable

cash or equity dollars retained and %t work in the corporation.

An example is accelerated depreciation authorized by the tax laws,
The sophisticated investor is not mislead by apparent

earniﬁgs per share, an-academic accounting point upon which E. F.

Hutton is resting its case against the ESOP. The expérienced

lender and corporate stockholder focus their attention instead on'

corpvorate disposable earnings or after-tax cash flow per share.

¥ithout cash flow there are no funds to repay creditors and no
dividends for stockholders. For example, assume thgt XYZ Corpora-—
tion reports earrnings of $1.00 per share and has loans outstanding
requiring arnual repayﬁents of principal equal to 50¢ per share.
An intelligent appraiser would not value that stock based on the
"gross'" earnings per -share of $1.00, but rather on corporate
disposable earnings of 504 per share. It is misleading for E. F.

Hutton to suggest otherwise.
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1f a company is in a 50% corporate tax bracket, the same

31 of pre-tax earnings can do the work of $3 if the company's debé .
reqguirements are serviced through an ESOP. It finances $1 worth of
capital benefits for its employees' retirement, it're-captures $1

of taxes that would have been paid under conventional direct debt
financing, and it pays S1 of principal on debt for meeting its needs
for new plant and equipment or, in the case of ConRail, for pa§ing
off creditors of the Penn Central and other bapkrupt railroads.

%ith an ESOP, a company can handle twice the debt load or repay

its debt twice as fgsy,as conventional debt financing.

E. F. Hufton's claim that ConRail will not ﬁe profitable

“bich would be refuted under the approach to reorganization proposed
by Senator Long and others) and that therefore ConRail will nof pay
apy tazes, is also based on dubious assumptions, to be discussed
yelow. But even if the corporate income tax were rescinded entirely..
or integrated with the~persona1 income tax, tpus making all taxable
corporate income taxable to individual shareholders, the financing
_of corporate debt through an ESOP would still "cost"-no more thén
repayment of a conventional corporate debt, yet would still provide
2dded capital benefits for allocation among ConRail enployees.

5. 1Is equity financing 2 viable alternative for ConRail capital

formation?
On page 4 of the E. F. Hutton report, listing the assump—
tions of Table I and Exhibit I of its report upon which E. F. Hutton
" pased its comparative analysis of ESOPvfinanéing, debt financing, and

equity financing, assumption 8 states:
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"The corporation can avail itself of any of the
three a2lternatives."”

COMENT: On page 6 of its report, E. F. Hutton contradicts the
above assumption:

"At the present time, conditions in the equity

securities markets are such that only major

corporations can sell equity securities through

the traditional underwriting channels., Under

such conditions, for many companies the only

practical equity financing is through an ESOP."

E. F. Hutton contradicted its own assumption again on
page 10:

"The ‘ability-of ConRail to obtain capital from private-:

sources independent of Federal guarantees depends on the

credence placed by the financial community on the projec-—
tions developed and in their assessment of the treatment
of the creditors of the existing bankrupt railroads. It
is our opinion that without a Federal guarantee ConRail
as presently conceived will be precluded from raising
funds (other than direct mortgage indebtedness) in the
private sector until it has an operating history which
demonstrates a capability of profitable operation.”

Not only is the sale of new stock to the public totally
unrealistic in the case of ConRail, by E. F. Hutton's own admission.
it is a highly unpopular mode of finance for many reasons; Less
than 5% of all new capital raised in this country in any year over
the last several decades has involved primary offerings of common
stock. The sale of new stock is a non-financeable transaction. An
irmedizte cash payment must be made out of one's savings or earnings,
thus effectively making it unaffordable for most Americans. Unlike
corporate investments, common stock can never be purchased in the

narket under terms where it will pay for itself.
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On page 11, E. F. Hutton states that "the creation of
an ESOP will reduce the ability of ConRail to obtain equity capital-
tarough the sale of equity to the public.” 1In see—saw fashion,
E. F. Hutton continues to raise a straw-man unsupported by the facts
. . .and tken straw-by-straw demolishes its own argument and the
basis of its own analysis. The ultinate objective of the reorganiza-—
tion process is to scale~down present claims of creditors to the
point where ConRail can commence its operations on a viable footing.
Assuming that ConRail's capitalization is properly structured at
the outset, so that‘ip begins as a viable operation, and assuming
that any debt fina;c;ng is based upon realistic projections of
future ConRail earnings, any and all future financings may be
transacted "in house" through the ESOP, without the need to go to
the so-called public market. The ESOP constitutes ConRail's own
"stock exchange" for raising its expansion capital and for purchasing
outstanding securities-issued to creditors of the bankrupt rails
and from its retiring employees. Under a 100% employee-owned
ConRail, it is far less expensive to sell new equity issuances to
ConRail's ESOP than through an expensive and time-consuming public
underwriting of new equity securities, should there ever be any
advantage to ConRail of "going public" and subjecting the value of
its stock to the whims and manipulations of outside speculators
a=nd large institutional investors.

Since an equity financing is unrealistic by E. F. Hutton's
o=n adnission and since ConRail employees are unlikely to be able
to afford any significant amount of ConRail stock through payroll

deduction plans, stock option plans, typical stock purchase plans,
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= fron public stockbrokers--all requiriﬁg purchase with after-
personal-tax dollars rather than pre-corporate-tax dollars--—

£. F. Hutton's attempt to compare ﬁSOP finanging with equity

financing (Table. I and Exhibit I-of the E. F. Hutton report amd- - --
Tchibit III of the USRA report) is entirely an academic exercise.

Froa the standpoint of future ConRail employees, upon whom ConRail's
future profitability will rise or fall, the advantages of an Esop -
saould be obvious.

6. Does the ESOP limit the borrowing capacity of a corporation?

On page 9 of its reppr?, E. F. Hutton states: .

"As an ESBé financing is categorized as a debt, it

1imits the borrowing capacity of a corporation. A

lending institution or debt investor will consider

the fixed nature of the corporation's obligations

to the ESOP before lending it additional funds."
COMMENT: This statement is absolutely false. Loans to an ESOP,
hecause of the company's guarantee of all ESOP debts, are always
tied directly to the company's borrowing capacity. What the company
can borrow is always less expensive if the ESOP borrows the funds
and services that debt with tax-deductible cash contributions from
tre company. Because the ESOP increases the after-tax cash flow.
of the company, from which all debt repayment must originate, ESOP
financing actually increases the company's borrowing capacity.

Among the ways that ESOP financing increases a company's
after-tax rate of return, besides that of enabling the company to
treat the repayment of loan principal as a tax deductible expense,
are the following:

*The same $1 saved in taxes for servicing debt saves

the company $1 in added retirement benefits. Cash
that would otherwise be siphoned outside the employee's
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company for gambling in second-hand securities
of other compznies purchased from speculators
in the open market, is available to meet the
company's own capital needs. Under an ESOP
all the savings accrue to the benefit of
employees rather than institutional middle-men.

*The same $1, as a tax-sheltered benefit for
enployees, offers a potential trade-off for at

least a portion of future demands for increases

in wage levels, which would be immediately taxable
to workers,would increase operational cost and ~
would make the company less competitive.

*If ESOP objectives are effectively communicated to

- enployees, without overselling it, corporate cash
flow has a high probability of increasing from
reduced waste, featherbedding, strikes, over-manning,
and resistance to automation,. :

*The Esops puts all employees in a position where they
have a property stake in increasing profits to the
maximum, rather than keeping themselves in a permanent
propertyless class whose interests must necessarily be
antagonistic to corporate profits. .
In actual practice, lenders recognize these advantages of

ESOP financing over conventional debt financing and increasingly
nzve been eager to increase the security of their loans by recom-

aending the ESOP route.

7. How will the ESOP affect ConRail productivity?

On page 4 of the E. F., Hutton report, it is assumed that
"no effect” should be "given to greater productivity resulting from
the [ESO?] plan." This assumption, based upon Dr. Gellerman's report
which will be dealt with below, was also a basis for E. F. Hutton'é
conclusions in Table I and Exhibit I that earnings under ESOQP
financing would be less than under equity and conventional debt

" financing.
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COMMENT: The term "productivity' is a slippery term inasmuch

as overall corporate productivity (output per manhour") is a

nix of capital productivity and labor productivity. Dr. Gellerman
has placed himself in an analytical trap by attributing all output
solely to tae labor factor (management and non-management workers).
Oace in this trap, every increase in output due to more efficient
rail equipment serves as a justification for higher wage leveis.
Yet increases in pay levels still go directly into costs and are
tnerefore counter-productive for meeting the costs of new capita1~
formation and for enapling the company to become more competitive.
The ESOP allows co&%ény to escape from this trap by making the output
of capital accessible to its workers, without raising lébor costs.

It is somewhat surprising that an investment firm like
E. F. Hutton, engaged as it is in capital formatibn problems, fell
into the same trap as a consultant whose experience is limited to
the far more irexact and unpredictable field as forecasting human
behavior.

In terms of increasing capital productivity, as discussed
above, the ESOP would increase cash flow for -expanding rates of
investment in new and more efficient capital imstruments and, if
properly communicated, should reduce labor resistance to automation
and technological change. It is true that thié is difficult to
reasure, since no one has yet studied the amount and efficiency of

new capital formation that never takes place because of organized

labor's understandable opposition to labor-saving technology where

outsiders own all the capital. The ESOP, by connecting workers
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céirectly to the yield and productivity of capital, while

cepriving worker—cwners of the yield of capital during the BN
period that the cost of their acquired capital is being repaid,
should result in some increases in the productiveness of capital.
43 owners, all increases in capital productivity will legitimately
belong to them.

Incredsing the labor productivity of ConRail's labor
force is another matter. That involves motivation, which to some
cegree at least should be improved by systematically connecting
wOrkers, as owners, to the capital formation process énd to waste-
reducing discipliﬁég ;ssociated with being owner-employees, Qhere
211 ConRail's profits will be shared among themselves. They will
becceme less tolerant with inefficient and wasteful management and
non-productive co-workers. Self-interest will also generate self-
restraint regarding demands for higher wage levels and fringe benefits,
Here again, however, academics have not studied the impact of
employee stock ownership upon labor productivity.

Some insight on this issue can perhaps be gained from
studies conducted by the Profit Sharing Research Foundation among
12 major department store chains. Based on Forbes 22nd Annual
Report on ircerican Industry (January 1, 1970), the Foundation
reported that the 5-year annual earnings per share growth of
conpanies which "quite heavily invested their profit sharing assets
ir own~company Stock" exceeded non-profit sharing companies by
75%. (See "Does Profit Sharing Pay?" by Bert L. Metzger and
Jercme A. Colletti, Table 48, p. 76 and letter from Mr. Metzger
to the Institute for the Study of Economic Systems, dated July 19,

1973.)
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In any event, E. F. Hutton's assumption that the ESOP
=111 nave 'no effect" on increasing the productivity of ConRail
labor a2nd ConRail capital seems to defy both common sense and
legic,

3. Does the ESOP encourage a dilution of the company's stock

relative to other ConRail stockholders?

On page 7, E. f. Hutton states:

"The principal financial disadvantage of the ESOP

method is its impact on income and the dilution of

the interests of existing shareholders. . .[T]he

shares in an ESOP will dilute overall earnings per

share as they are deemed to be outstanding for

computation of earnings per share."
CONLENT: If ConRail is re-organized along the lines proposed by
ESO?'s Senate sponsors, this question would never be raised,.
‘Terough the ESOP, 100% of ConRail's initial common stock could be
acquired for the benefit of all ConRail employees and all newly
issued ConRail common stock could also be acquired through ESOP
financing to meet the growth and modernization capital needs 6fA
ConRail. What conceivable harm couid result to ConRail employee~

" stockholders under these circumstances, no matter how dilution is

defined? The employees have nothing to lose but their propertylessness.
Acd there are no conceivable economic benefits an employee can gain
froz ConRail that will exceed his fair sharé of 100% of the company's
capital pie. ‘

E. F. Hutton, however, deserves a response for'situafions'
where employees have no ownership stake in their company or own less .

tkan 100% of its equity. (See also "Comments" to points 3 and 4

atove.)
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"As E. F. Hutton knows, self-liquidating credit is the
logic of corporate finance. Typically, capital pays for itself,
iz 3 to 5 years in well-managed businesses. Every financing
involves rmaking investments in assets that are expected to produce
additional proceeds that will justify that investment.

Although there will be a temporary earnings dilution
from the issuance of new stock for financing corporate growth °
tarough an ESOP, that dilution is soon restored by the expected
yield on the igvestment itself (i.e. capital productivity increases),
the tax savings comp?rgd to conventional borrowing, and the'yield
of any cash flow ggiﬁs;that are retained in the corporation.

As E. F. Hutton should realize there is no scientific or
infallible way to predict the effect of ESOP financing with respect
to any particular corporation. The relevant measure of earnings
dilution is whether "after-tax cash flow per share" increases or
decreases, as a result, of an ESOP. Where corporate sales and
earnings increase and corporate costs decrease as a result of ESOP
financing, cash flow as well as earnipgs per share can mount
steadily, benefitting current stockholders as well as worker-
stockholders. And in the real world this has generally been the case.
One example not involving an ESOP but still a case open to all
eaployees was Overnite Transportation Company. It was done the hard
way: tae workers paid for company étock out of their after-tax wages;
tze coapany did not obtain a source for mﬁjor financing of its>
growth on pre-tax dollars as under an ESOP; and the employees did

ot zain the opportunity to use the same rationale that the corpora-

[

tion itself uses for investing, namely investing in things which are
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sxpected to pay for themselves in a reasonable period of time.
vevertheless, here are the spectacular results, as reported in

tha Wall Street Journal of February. 22, 1972: After two consecutive

sears of earning declines before Overnite sold stock to its employees
in 1970, claims on damaged or lost cargo dropped by 80%; profits
rose 75% to $1.28 a share; ;he next year profits rose another 95%
to S2.46 a share; the price on Overnite stock registered an 125%
ipcrease on the New York Stock Exchange, the leading percentage
gainer for 1970; in 1971, the stock soared another 145%; earnings
as a percentage of revenue grew during that period from 4.6% to 11%,
a2 striking improvement that can only be traced to improved operating
efficiency.

The productivity improvements and operating efficiencies
that one would expect from spreading ownership among workers is
only part of the story of why an ESOP tends to improve earnings
per share, Other factbrs that must be taken into account are:
reduced coéts; including tax savings, in meeting the company’s
_ fipancing needs; an easier way to rémove worker opposition to
auiomation and caost-saving technology; a less expensive retirement
srstem not subject to the speculative fevers of the public stock
z2rket aﬁd the overhead costs and commissions of stock fraders and
lzrge institutional investors; a built-in trade-off for inflationary
wage and fringe benéfit demands which lead to price increases a;d
lost merkets; a unique way of placing each worker in a position

+=ere his own efforts toward cost minimization and increased
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croductiion will directly influence the value of the capital estate
wzick ke can acquire during his working lifetime; reduced like-
lirood of strikes, slowdowns, and featherbedding; more harmonious
union-nanagenent relations; and a permanent mechanism structured
into the architecture of a corporation, which combines within a
single package a means for comprehensive, long-range planning and
resolving of financing, retirement, compensation, and employeé
motivation problems. These are only a few of the factors that
should be taken into account in trying to predict any earnings
dilution that might result from installing an ESOP. If the
Overnite example is not persuasive enough, common sense will rule
in favor of the ESOP.
Dées the ESOP involve any other kind of economic dilution?
Yot at all. If General Motors, for example, expands its
productive capacity 20% and finances this new capital by sale of
naw stock at market price to its employees under ESQP financing,
the equity of ‘existing stockholders is not diminished in the
~ slightest., Fach new share of stock issued results in investment
of the proceeds in new productive plant and equipment, The pre-
existiag stockholders own exactly what they did before the expansion--
narcely, all the General Motors equity that existed up to the date
of tne new stock issue. For every dollar of new stock, a dollar's
w=orth of pnew productive capital has been added.
There is, however, a possible dilution of voting power,
i votes on ESOP-held stock are passed through to ESOP participants,

an option which is open to management and employee representatives.
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But one would think that this is a dilution that is socially
desiradle, particularly for the largest and most powerful of

U. S. corporations. The great corporations of America, effectively
o=ned by 2 million families, have a narrow voting control., Little.
~onder that they are so vulnerable politically, not only in this
country but wherever their assets are located throughout the world.
The saze corporations--vastly expanded and owned by 60 million
American households--would be accountable to a broadened ownershib
constituency and broad voting control. That is precisely what
ought to be. Certainly, from managément's standpoint, the more
broadly ownership is diffused, the better.

The ESOP is a legitimate means for breaking ué the
monopoly access to new capital formation now enjoyed by existing
capital owners. But when you stop to think about it, why should
those who own the economy's existing assets automatically acquire
ownership of all futuré assets forever and ever? Why shouldn't
private and individual ownership of the means of production be as

. widely diffused as the power to vote? The ESOP is intended to
protect existing ownership against dilution. Indeed, by tightening
up the 1qws of private property, it is designed to reduce dilution
suffered by existing stockholders. But it is also intended to
create tens of millions of new stockholding families as it brings
atout the building of the future U. S. econémy.

9. will dividends on ESOP stock reverse the cash flow advantages

to favor conventional debt financing over ESOP financing?

on Table I of its report, E. F. Hutton compares ESQP
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financing with debt financing and points out that, under the

I3SQP, “Cash flow is reduced by dividend payments, if any, on the
rewly issued stock." Taen in its Exhibit I, it compares ESOP
unfavorably with debt firnancing with figures that show that

“Cash Flow After Dividends" for ESOP finmancing would amount to
317,853 as ccapared to $18,010 under debt financing.

COMMENT: Notwitastanding the fact that a fair comparison of

cash flow effects would be before dividends, E. F. Hutton's
fipancial cozparison is hiéhly misleading from several standpoints.
First, the analy;is_itself never takes into account the possibility
of ConRail bveing ldbi—cwned by its employees from the outset.
Second, although it is desirable that ConRail's ESOP begins to

pay out divicdends as soon as possible, if no dividends are declared
until the ESOP repays a significant part of its debt obligations,
after-tax cash flow will again favor the ESOP method, Third,
dividends are fraquenfly used to accelerate the repayment of the
ESOP's debt, thus reducing interest costs and building equity
ownership faster into ConRail employees. And fourth, cash dividends
to eiployees may be necessary as a non-inflationary offset to
pressures for pay increases. Cash flow is the source of proceeds
to pay for a company's capital needs, or, to the extent that stock
acquisitior debt of the employees trust is repaid, to provide active
and retired employees with second incomes in the form of dividend
checks, E. ¥. Hutton's analysis omits any mention of these ‘

realities.
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19, Are the tax advantages of ESOP financing nullified

i ConRail has no earnings during its initial years?

Oa pages 10 and 11 of its report, E. F, Hutton states:

""The advantages of the ESOP method of financing over
alternative methods stem primarily from the provisions
of the Internal Revenue Code which enable a corporation
to deduct contributions made to the plan from taxable
income. Consequently, ConRail's expected tax position
is a key consideration. .

"The [Preliminary System Plan of USRA] indicates that
based on expected results and the opportunities for
favorable tax treatment, ConRail will be in a position
to eliminate or defer taxes for most of the ten year
planning horizon (1975-1985).

"Therefofé};the tax advantages to ConRail of the ESOP
firancing are non-existant until ConRail becomes a tax-
paying entity. Traditional debt financing will provide
an equivalent amount of capital at the same cost, . . . .
COIMINT: A closer reading of USRA's Preliminary System Plan
suggests there is no certainty that ConRail will be allowed to
eliminate or defer corporate income taxes during its first 10
years of operation. Apparently, this decision is still in the ﬁands
of Congress, the Internal Revenue Service, and the courts. On
pages 205-206 of the Preliminary System Plan, USRA states:
"The failure to indicate income taxes on the financial
statéments may not materially affect the cash flow req-
uirements of the Company. . .because opportunities for
" favorable tax treatment could result in the substantial

elimination or deferral of income taxes during that
[10-year] period.

"If additional analysis determines that the tax basis of
the acquired assets of the existing railroads exceeds
the cost of these assets to the Company, and if under
existing tax laws or through special legislation the tax
basis of the acquired assets can be carried over to the
Company, tax savings through increased depreciation and
amortization deductions should be realized.
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"If operating losses from early years of the Company's
orerations are projected, they should be available for -
carryover to reduce or eliminate income taxes in subse-~
quent years. If the Company is permitted to maintain
its tax records on a pure betterment accounting bhasis

. . . .income for tax purposes may be considerably less
than income for financial statement purposes- for a
considerable period of time. Also, tax liability may be
further reduced, if accelerated depreciation methods are
utilized for tax purposes. No provision is made on the
financial statements for the deferral which would arise
under these situations in which income for financial re-
porting purposes exceeds income for tax purposes because
analyses estimating income for tax purposes cannot be
conpleted until the tax basis has been established for
the assets acquired.

Uader existing law, substantial investment tax credits

should be.generated during the rehabilitation program.

Sudject to' carryover limitations, these credits should be

available to reduce income tax liabilities in later years."

Given the many "if's", "could's", and "should's" in the
above-quoted portions of USRA's financial projections for ConRail,
the tax advaantages of ESOP financing might still be crucial to the
firancial kealth of ConRail, particularly if the tax loss carryovers
from the bankrupt raiiroads are not transferred to ConRail.

I1f ConRail does not achieve a positive cash flow, of
coﬁrée, it will have no funds to repay principal on its debts,
whether through an ESOP or through conventional debt financing.

If it does have positive cash flow to repay loan principal, repaying
it tarough the ESOP will build equity into the employees rather than
into the creditors of the existing railroads.

There also is a tax advantage that E. F. Hutton totally
ignored, Pre-tax dollars are still preferable to after-tax dollars
for repaying loan principal, even during years that ConRail pays
ro taxes. ESOP deductions can help reduce taxes in later years
vader the 7-year tax loss carryover provisions for regulated

transportation companies.
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i1, In the event of default on an ESOP debt, what happens

t¢c the stock purchased by the employees' trust?:

On page 3 of their report, E. F. Hutton states:
"In the event of default by the Trust the lenders could
- sell the stock. If the proceeds are inadequate, the

corporation is obligated to repay the balance of the

loan. However, this security interest is not meaningful

because the Trust's default would have been occasioned

by a prior default by the corporation. In the event.of

such default the equiity securities would have only nomi-

nal value, This problem is further compounded by the

fact that most ESOP financings are done for either

private companies or companies with extremely thin

trading markets, making realization upon sale of large

amounts of equity difficult.”
COMMENT: These quofédgcomments reflect E. F. Hutton's inexperience
w#ith ESOP financing. For example, loans to an ESQP are never made
o the basis of the credit-worthiness of the ESOP or that of its
beneficiaries or on possible changes in the value of stock. Loans
are always made on the general credit of the corporation, the quality
of its management, and assets of the corporation that may be pledged as
security to support the corporation’'s ability to generate enough
future cash flow to make sufficient contributions to the Trust to
enable the Trust to meet its capital acquisition debt. The corpora-
tion's obligation to the lender takes the form of a guarantee of
the ESOP's debt. 1In general, therefore, the pledge of stock is
irrelevant from the lender's standpoint and many lenders do not
require that pledge. If an ESOP is properly designed, any outstanding
debt of the ESOP cannot be secured by stock already paid for and
2llocated to the ESOP accounts of the employees. 1In other words,

ESOP loans are non-recourse with respect to other assets of the

ESOP or with respect to the employees themselves. What E. F. Hutton
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f2ils to poirt out, however, is that non-recourse self-liguidating
corporate credit has always been used when a corporation o
acds new asseis, Under conventional modes of finance access

to corporate credit is limited to former owners. Through the ESOP,
access to suca credit, for the first time, has been extended to a
corporation's employees. "No more, no less., In the event of dgfault
oz such corporate credit, problems between the lenders and the
corporation are no more difficult to handle than if the loan bad
bzen made directly to the corporation. Whether the stock is npt
traded, thinly traded or heavily traded is of minp; significance to
ESOP creditors. .

12, 1Is stock sold to an ESOP before the ESOP's capital

acquisition loans have been arranged?

On page 11 of the E. F. Hutton report, it states;
"Again, further sales to the ESOP would be limited by
debt capacity of ConRail in the absence of Government
guarantees, and the I. R, S. requirements that the
corporation have the ability to borrow equal amounts

in the capital markets."

. COMMENTS: Here again, E. F. Hutton reflects its unfamiliarity with
ESOP financing. It has put the cart before the horse. Stock is
aever sold to an ESOP until the ESOP has the cash to pay for it.
Tke loan and corporate guarantee must always be arranged first,
which, incidentally, is one of the vital safeguards that the ESOP
financing meets conventional feasibility standards. Furthermore,
there is no I, R, S. requirement that the corporation have the

ability to borrow; no lender will make a loan to an ESOP if the

ccrporation lacks borrowing ability. And it makes no difference
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if the ESOP borrows in thne conventional capital markets or
£rom the Government, as will be the case for CopRail.

13 I1: existing unsecured creditors receive some of the initial

CcnRail common stock, with the remainder sold at "fair market

orice' to an ESOP, will the ESOP lose its I. R. S. qualification,

{7 the value of the creditors' stock is reduced in a subsequent

1T

adjudicaiion of their claims?

According to E. F, Hutton, on page 12 of its report:

"in such a case, .the sale to the ESOP, which must be at
'fair market value', would have to be the same price
utilized in determining the value of the shares given
to the creditors. If this value were to be reduced

by subsequent adjudication it would presumably have to
be lowered for the ESOP. At the very least, the plan
would lose its Y. R. S. gqualification.” (Underscoring
addad.)

COMMENT: Here E. F. Hutton displays either excessive anxiety or
lack of imagination, or possibly both.

If the issuance of common stock to creditors is handled
properly and the ESOP ;s properly designed in integration with the
issuance of securities to existing creditors, there should be no
problen in terms of possible I. R. S. diséﬁalification of ConRail's
ESOP. .The I. R. S., gquite properly, écrutinizes ESOP financing to
orotect employees. It is not unreasonable and does not act to
deprive employees of benefits made available to them under Federal
lavws. ‘

There are several ways to prepare for the contingency
that creditors'! claims might be subsequently reduced by a future
acdjudication. First, if the number of creditor shares are kept

constant and therefore the value of individual shares outstanding

-61-




327
dzclines, tze company will simply have to issue more shares to
t=a ESOP to adjust the value of all shares issued to the ESOP
i¢ the amount of the loan proceeds that were invested in newly
issuved CorRail stock. Another option is to keep the value of
ail initially issued shares constant and place in an escrow.
account 'the number of shares whose value is equivalent to the
vzlue of the creditor's claims that remain in dispute until
a final adjudication has been rendered. Thus, shares left
over in the escrow account can be returned as Treasury stock,
without affecting the yalué of the stock sold to the ESOP.
Other options mightuglso have suggested themselves to E. F.
#Hatfon had it been more motivated to see the ESOP in a more

positive lYight.
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B. THE SAUL GELLERMAN REPORT, '"Analysis of Probable Motivational
Effects of Employee Stock Ownership Plans on Railways in
Reorganization', dated April 25, 1975 (APPENDIX C OF USRA REPORZl

1. Gellerman's attitude toward innovation in the field of

employee motivation.

Before undertaking his analysis of the ESOP, Dr. Geller-
man might have.taken, this word of adv1ce
‘"To'understand an opposing viewpoint opens the possibility
that one's own ideas may have to be re-examined, and for
many people this is too disquieting a prospect to be risked."
The author of.these pearls of wisdom is none other than
" Dr. Gellerman himself in his book, MOTIVATION AND PRODUCTIVITY
(page 292).
Dr. Gellerman's credentials are closely tied to the approach:
to employee motivation upon which he has built his reputation as a
consulting psychologist. On page ii of the Gellerman Report, his
solution for saving the Northeast rails is revealed:
"Apart from whether ConRail adopts ESOP or any financial
incentive plan, the purposes of the Act are more likely
to be .achieved if one sets out to establish a modern,
sophisticated personnel department.™
Dr. Gellerman's expertise on the subject of how to motivate working
Americans is réfiected again in his conlusions. On page x he states:
"In the long-run, non-financial motivators--unglamorous
as they are--probably represent the most effective approach
for achieving the motivational purposes of the Act.
"For this purposes, it is recommended that ConRail develop
a modern, fully professional personnel department with
several specific capabilities--one that could be a model

for the industry.

“Financial motivators should not be introduced for several
years." (Underscoring added.)

To his credit, Dr. Gellerman is much too modest to suggest who
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ConRail should hire to design such "a modern, fully professional
personnel department", which would operate-on the premise that
"financial motivators should not be introduced for several years."
Clearly, Dr. Gellerman's reputation as an expert on
“"non-financial motivatérs" is threatened by the EéOP. It takes
"him 179 pages of text, plus 10 more pages of "Executive Summary",
to make his case that: ‘ By ’
"ESOPs would probably be ineffective in ConBail and
it is recommended that it not be used.” (Page x of
the "Executive Summary".) ..
.His attackron the ESQR as it has been abp;ied, on the political
and economic theories underlying the ESOP, and on the motivatiouns
of its proponents, is full of oﬁissions, distortions, innuendos
and emotionalisms. As will be pointed out in this rebuttal,
Dr. Gellerman's report is hardly an objective analysis of the ESOP.
It is rather a non-scholarly and feeble attembt to state "the
negative case'" on a higﬁly complex but radically new‘subject on.
. which he has been superficially‘expoéed. - V
Dr. Gellerman's bias against the ESOP is best illustrated
by the non—scientific procedure he used to prove his point that
the ESOP will be ineffective in motivating ConRail workers,
indeed, thét building the benefits of capital‘ownership into rail
workers at no personal cost or risk might be worse from a
motivational standpoint than providing them né capital benefits

at all. He pever bothered to learn the opinions of rail workers

oa the subject. (Given his pre-disposition, it is just as well
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that he did not.) He never even surveyed the opinions of other-
American workers who own no significant capital in the companies
for which they work. 1In fact, he did not even bother to survey
workers from over 100 companies which have applied the concept
of ESOP financing, one as early as 20 years ago.

Significant employee ownership of stock in their companies
has been achieved in thousands of cases by means vastly less )
effective and more costly than through ESOP financiﬁg. However,
since the goal of employee.stock ownership is the same as under
the ESOP, though theApggns are different, one wonders why
Dr. Gellerman never bothered to interview or survey employees who
acquired their company's stock through such profit sharing frusts

"as Lowe's.Companies, Inc. of North Wilkesboro, N.C. (where a
warehouse laborer who never earned more than $125 a week in his
17 years with the company recently retired with $660,000) or
Sears Roebuck (whére at the end of 1971 the employees' trust
held $3.3 billion in Sears' stock or 20.7% of all Sears stock and

>phe avérzge Sears retiree had an account valued at $73,000).

From Dr. Gellerman's standpoint, it is fortunate that he did not
ask the right questiohs to the people who might benefit from ESOP
financing.' Much to his dismay, he would havé discovered what

pollster Peter Hart learned:
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"Only 17% of Americans favor the present economic

system; 41% want major changes. By a 66% to 25%

margin, Americans favor employees' owning most of

their company's stock." (WALL STREET JOURNAL,

August 22, 1975, page 1.)

Dr. Gellerman would have gathered considerable evidence
on the motivational impact on employees of equity ownership
participation by consulting with the Profit Sharing Research
Foundation. In the Foundation's publication, DOES PROFIT
SHARING PAY?, a survey of 10 major department store chains ’
revealed that companies that quite heavily invested‘their
profit sharing assets.in their own stock greatly out—perf&rmed
the non-profit sharers (a superiority of 152% in company earnings
per employee and 105.4%_in the earnings per share index). The
head of the Foundation, Bert L. Metzger, has stated that "eight
to nine million employees are al;eady participating in equity
ownership through 150,000 deferred profit shariﬁg plans" and
that "Kelso's concepts éan speed up this process.” In Mr. Metzger's
view, "To the extent that workers' shares of profits can be
- channeled back into stocks to give the workers ownership and
{dividend] income (without interferring with his consumption patterns)--
to that extent the'motivational impact is doubled or tripled.' Mr.
Metzger could have supplied Dr. Gellerman with substantial evidence to
support £hese conclusions. But Dr. Gellerman did not want to be

bothered with the facts.
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Dr. Gellerman claimed that there are many '"serious motivationa;
disadvantages for ESOPs in this case'", citing, among other things,
nlack of evidence of effectiveness." (p. x of Gellerman's Executive
Summary.) Dr. Gellerman discredits himself on pages 105-112 of his
report, covering his survey of 12 ESOP companies. Not a singleﬁggzgé of

negative evidence is offered against any of the cited ESOPs. Of the S

companies with unions, 3 "never had a strike" (p. 105) The 2 which
suffered strikes "prior to ESOP have not had any since.” (p.107)
“The principal'tangible change reported was a reduction in turnover."
(p.108) "A few disadvantages were cited but they were negligible.”
(p.106) Employees '"are willing to work longer hours and harder than
before" and "job applications have significantly increased)" (p.111)
Dr. Gellerman conveniently studied ESOPs that were only recently
established, which is not surprising given the bold departure of ESOPs
from conventional employee benefit and capital financing programs. All
;nnovation involves a period of gestation. Because of the limited nature
of his sampling, he concluded:
"{Elxperience with the ESOP has not yet offered con?incing
proof of motivational advantages. Whether they ever will
is moot. Therefore, claims for the motivational prowess of
ESOPs are, at best premature. (Underscoring supplied by
Gellerman) On the other hand, they don't seem to have done any
motivational harm, either. The best that can be said for them--
and this is important--is that they have probably achieved the

primary purpose for which they were established, which in most
if not all cases was financial, not motivational." (p. 107)
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This is a far cry from scholarly evidence of "serious motivational
d:sadvantages", as Gellerman asserted on page x of his Executive
Sumsary.

Gellerzan's relentless pursuit of the negative case against the
ESOP, blinded him to a study of the one ESOP that could have provided
hir & case study with almost 20 years of experience. He dismis;ed the
czse of Peninsula Newspapers, Inc., the first épplication by Louis O.
Kelso of the ESOP concept, merely because the financing vehicle
in that case was thengpployees' profit sharing trust, rather than thg
more effective ESOP vehicle, the stock bonus trust. The company is
19C% employee—owned; What makes it apn ESOP is that it is a technique
o7 finance which enabled the employees to buy-out close-holding owners
oz corporate credit, without taking money out of their pockets or

aychecks. The plan covers 500 workers, including members of six
separate unions. (See ﬁROFIT SHARING, August 1973, published by the ~
Profit Sharing Council of America.) Dr. Gellerman might have learned
something aboui motivation had he interviewed the workers of that
company. But apparently in the 12 years since he wrote MOTIVATION AND
PRCDUCTIVITY, Dr. Gellerman forgot the "possibility that one's own
ideas may.have to be re-examined, and for many people this is too

disquieting a prospect to be risked.”
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2. An independent scholar's assessment of the Gellerman Report.

Dr. Raymond A. Ehrle is the Associate Director of New Project
Daveloprment of Teledyne Economic Development Corporation and Professional
Lscturer at George Washington University. He has authored more'than
79 articles,. reviews, research reports and monographs covering a
vazriety of topics, including several on manpower and motivational issues.
After reading the Gellerman Report, Dr. Ehrle wrote:

In going through his comments, I find that I might agree with

some of them and disagree with others and could make comments
accordingly. But if I did, I would fall into the same trap

thinking, i.e., either analytic or synthetic. Gellerman uses

an analytic approach and succeeds in looking at all aspects

in a piecemeal manner. This is the essential problem with

the ESOP concept. In order for most people to understand it,

they must break it down into small parts and in so doing, destroy it.
People are either able to grasp the totality of the ESOP point of
view from a global perspective, or not at all.

3. The Myth oi Rising Labor ?roductivity: A Convenient Moral Ration-

alization for Income Based on Clout, Not Reward Based on What One Produces.

The following comments on Con Rail productivity are intended to
upplement those made previously in point 7 of our rebuttal to the E.F.
Eizion Report.

In Chapter 7 of the Gellerman Report (pages 113-114 of the full
rzport and pages vi-viii of his Executive Summary), Dr. Gellerman
lizerally loses his academic head. This involves his critique of
Two-Factor Economics, the theoretical justification for ESOP financing
waficn challenges many basic assumptions that economists and social

scientists like Dr. Gellerman have based most of their writings.
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ir —reading on their theoretical assumptions, Kelso has hit a raw
nerwe. If he is right, those who advise policy-makers on basic
economic issues are wrong.

Two-Factor Economics deals with how wealth is actually
produced znd how it should be distributed--if a free society is to
rerain productive and free--not how wealth becomes redistributed when

"nezsic ecoronic institutions operate defectively. Two-Factor Theory
off;rs logic and theoretical order in a subject ruled by theoretical
disorder, mythology, -.and inability to make accurate predictions and
provide reliable information about the future. .

One such myth dispelled by Two-Factor Economics is the myth
of rising labor productivity. To Dr. Gellerman, the word "productivity”
azé "motivation" are virtually synonymous.

Dr. Gellerman has lost touch with the realities of "productivity".
H= seems incapable of uéderstanding that, ecénomically, machines(are_
not the extensions of the workers who operate or tend them, but of the’
-people who own them, and as a consequence of their ownership, are
eatitled to receive the income their property produces. Unless the
warker is identified with these capital instruments, they are not his
frieads and heipers but his enemies and competitors. This is why
vorkers tzke a dim view of conventional attempts to raise productivity

a2¢ why thae very word has negative connotations in the public mind.
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Pzter G. Peierson, former Secretary of Commerce, was quite right

w7sn he wrote: "It appears that most Americans harbor a deep mistrust
o> scheras to raise productivity, associating them with speed-ups on

the assembly line and harder work for the same pay." Ard Frank Pollara,
tae AFL-CIO'S Assistant Director of Research, told The Wall Street
Journal: "3ut when you're talking about productivity, you're really
talking about cutting the number of jobs, so workers will 1ook on this
with suspicion." Here speaks the gut knowledge of American workers,
learned from long, bitter personal and class experience. It will not be

overcome by slogans and education campaigns but by different institutional

arrangecents.

To Gellerman, if overall productivity levels iucregse, organized
labor is automatically justified in negotiating for higher wages and
fringe benefits. But under Two-Factor Economics, such a demand may be
counter-productive and unjustified. Such a demand may be inflationary,r
Sich a demand may violate the basic principle of economic justice
that one's rewards should be based wholly on what one produces, and not
o1 one's "muscle power' to make a claim over thevfruits of Someone
else's capital or labor.

Overall corporate productivity (defined as "output per man-hour")
idvolves avbinary, two-factor procesé. Wealth is produced, in other

words, by both labor and capital -- and only capital's productivity is

by technological advance. (It is one's ownership of his labor
zaver cr of his "tools", i.e. capital, that determine the rewards that

k2 is entitled to receive for his participation in production
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Redistrizution is & direct attack on one's ownership of capital or Bﬁe's
ownzrship of his lazbor power).
Output is a blend of labor productivity and capital productivity.
(7a2 Bur=sau of Ecozomic Analysis of the U.S. Department recognizes. this
dis<inction; see article by John A. Gorman in the March 1972 issue of
STRVEY OF CUPRENT BUSINESS.) : )
On page 1183-0f the Gellerman report, he totally misrepresents

Two-Factor Zcoronics by asserting that it holds that "the only way for

peocdle to be productive is to own capital.'" Two-Factor Economics, as noted

o

zrlier, recogrizes both capital and labor as essential co-equal

fzctors of procduction. In contrast, Dr. Gellerman himself is a one-factor
tinker. Taere is nothing in Dr. Gellerman's writings that recognizes
cazpital as a co-factor of production, or that a person may just as

legitimately participate in production through his ownership of .productive

(2]

zpital as through his broductive toil. To Dr. Gellerman, capital - ':--
ovrership is irrelevant as a means for legitimating one's income.

Dr. Gellerman traps himself analytically by attributing, by his
oznissions, all output solely to the labor factor, that is, to the

izputs of either management or non-management employees. Once in

ck
1

2is trap, tkere is no rational limits to one's share of corporate revenues

[

zror automatically is entitled to the whole pie, with nothing left
over to pay the costs of capital formation or to reward capital owners .

afz2r those costs are met.
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But, contrary to Dr. Gellerman’s mono-factor, myopic view
of tre industrial world, increases in productivity may or may not
bzve anything to do with whether employees have become more highly
motivated. It may come about where jobs are eliminated. It’'may come
abciut when tﬁe.company adds more efficient plants and equipment. It
mey result from improving the "invisible structure" of the corporéte
organization itself or by adding new patents or marketing techniques.

It mey result from mnew routing decisions by the ICC.

¥War is this two—factqr division of productivity so crucial?

Two-factor econéﬁié analysis offers a mofe realistic and less con-
flici-prone basis for dividing up csrporate revenues between labor
and capital. By opening up genuine opportunities for workers to gain
lagiiimate access to the "wages of capital", it then becomes possible
to gradually restore the laws of supply and demand as the means of
go%erniuv a corporation's internal reward system. Under an ESOP, the
discipline of profits replace the anarchy of force and counter-force
in the division of thg fruits of industry. . Every employee's rewards
Eould, as was once the caée, be based upon values objectively determined
b7y the free, open and democratic forces of the marketplace, rather
tazn on loose, subjective standards or by one's ability to wield economic
or political clout.

Uader an ESOP organized labor will no longer be justified in
cyusezing income from someone else's capital (where the divisioﬁ of
a zompany's profits is at stake) or from someone else's labor (where

union pressure is exerted on government to redistribute taxpayers’
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izcomes in tke form of higher subsidies, "created jobs”, training
grznis, etc.), simply because union members want "more".

Two—fgctor economic tools, like the ESOP, do not limit a worker
from increasing his income based upon true increases in his labor’
productivity. Uniquely, without raising labor costs, the ESOP
rmares acces;ible to each worker the fruits of Eéé éﬂé éépital. "As a
worker, he can increase his wages in increasing the value of his human
efforts. And, by acquiring the owneréhip of additional capital
formation, he will also_share automatically in the productivity increases
of capital. Thus, &5£kers can get "more" when either their capital
or their labor produces more, not otherwise. For Dr. Gellerman to
suggest otherwise is to relegate workers indefinitely to a propertyless
status znd to endless class warfare, subject only to the laws of the

Jungle, where rule by force replaces rule by reason.

4. Does Labor's Share of GNP Reflect a Just Income Distribution Sysfem

1o be Followed by Con Rail?

In his attempt to discredit Loui§ Kelso's contention that" the
-more technologically advanced the economy, the greéter the input
coatribution of capital to tétal output", Gellerman (on p. 115) turas
to Dr. Paul Samuelson, winner of the Nobel Prize for his contributions

TO econorics.
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Vhen Kelso was asked by former Governor Luis Ferre to design a

d

corietary

Fund for the Progress cf Puerto Rico, Dr. Samuelson challenged

K=>so oa his insight into how wealth is produced and how income

distribution policy should be structured.

Saniuelson and other leading economists maintained that "the

contrit

verty

ution of labor to the totality of GNP is in the neighborhood of
percent, with only 25 percent attributable to land, machinery and

(and) an increasing proportion of labor productivity

.is attributable in modefn economics... to investment in ‘human capital'

in the form of education and skill enrichment."

1972, p. S80353)

(Cong. Record, June 8,

Because this argument should directly affect the

structuring of the reward system of Con Rail and the legitimacy of rail

lator's future demands on Con Rail management and on the American

taxpayers,

it is important to offer Kelso's rebuttal to Samuelson,

as

thet debate appeared in~the CONGRESSIONAL RECORD of June 8, 1972

(pages S 9052-7)

5 Cntestreeataly, Prot SazgelSon ms enaer

‘tlAc” economista™ assure workers that tech-
nalogy causes the productivity of thelir labor
to rise, although the facts sre just the op-
pcslhe 'ma Eeynestans, io short, with thelr

of whas
Las found, mamely that labor cone
sbout 73% o ths total GNP, andi
macnines and otkher arozerty only 255

.ax.c.son ea™s that jabor

myopia, bave put the workers
and their unlons in a position where, 23 In-
evitable technological chsuge robs them of
tho adequacy of thalr labor powsr, thelr

cl t=s Tl tecorts L3 the econ-|
m;!al CFners receive apout 255,

do not re~
s‘ore and enhance that productive power by
bullding capital owzership into them. Key-
nesian docirine forces labor to demand more
Pay for less work—a short-term gain that is
qu‘ck.y o!set by the resulting rise in tha cost
of Living.

“ Prol. Ssamuelson l'eqxenny invokes the

ot

‘0 e guten him
Al prepesition of two-factor

mEDCion ot "n.‘a :_:m:z: the owner-
7 € &£32r-Za2iar, OF, 83 COMIOD $€318
hrough 8 of both.

. science™
based o

- Eeynesiad v&cten< ™

" come that the Keyneslans reiy 20 beavily on

‘,to accomplish redistribution. Indsed, it is

. precisely such kinds of non-wage Income that

" bloat the statlstics Prof. Samuslaon cites as
evidence that ladbor produces 75% of the
scanomy’s ard services, That labor re-
ceives 75% of the economy's income doss not
mean that labor produced it. The statistics
includs income obialned through

doles,
tion, redistributed incoms removed from the
productive sector through taxation, gov-
paid for
by u.xplyerl (incoms channeled through

trends,’ 5 But a real sclenttst looks be'hmﬂ
observed
cause. To ignore the role that coercive re-
distribution plays 1a the natlonal tncome
statiziics, and to sseert that zll the income
diverisd to labor represents resl productive
inpus, 1s about as “sclentific” as resding s
thermometer while holding s blow torch un-
der the mercury bulb.
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coed, ths Uy a h
never beed toll, bud a dzfecdable property
Telatlonah'n betwren tha mﬂﬂd:ﬂ azd the
. . B
on whick ecotomic wellbeing depecds. The
Esyn2sian “sclentific economist,” wko con-
siders the realm of valus judgmensts noce of
his afalr, does not undersiald that his
sacrosanct goal of full employ=ent {3 itzelf
o value for 1f eapiial
are the sowrce of afluence acd lelsurs, vhy
ehould rien And women Le condexced to
maxe thelr productive inpui solely through
toll and labor? Why shouid econsriic policy
2y in the facas of technological facts? Why
s rich get more capiial axd the poor
-less?

T2e important truth 13 that all schools of

'--are obsolste.

Teg—it
P

12 oze's 1abor power

F=stes to feo-ms2 Iron the

2 ecomomIst t0 redistibute
iZcce, from Wdor or from
2 les3 productive or ths none
=1 <=e gib editicns of Prof.
00K, = txe concept
TPTIRATTF” azzeals in thp indez only twice,
222 0f thase 2ITies Telng “Preperty taxes.”
e to employsect,
1gms t8 davoted to e55 :

T p

d T
';u;f,_-",' Siogiesily reveals the Keynmian
tinst soot. :

Bzt ths A—erical ecozomic drear—in-

The ‘“sclentific
ot the K or K L

Tnder tae tute-

1sge of 28 2
nomics,” the economic pollcy of all the West-
emn uations Is exactly the sams. Full employ-
meat of the 1abor (orca alons s relied upen to
exable all people to produce an adequate i~
come. It 1s full employment that is the
pumber one goal--not the highest lovel of al-
Lfiwence aitalcable with current technology
acd oomstatent with environmental protec-
tion and wisa resource use. The Keynestan
goalis from that

of the Sovtet Union, and tts imitatars in
Cuba, China, etc. It3 spirit may be sum-
marized in n phrase: Pull toll for all forever.
Puerto Rico, through tha Perre Plan, would

. be the first governmant in the world to rec-,

ognize that things proQuce woslth ss well as
do people and that in an age of accelerating

sctools, like Marxism
ere aa 202-sclentific And a3 contrary to reality
a3 1t 13 possible to be. Thetr theory of the
“rislog productivity of labor” (a more Bro~-
tesque vension ts called “1acreasing human
captial™) Is 8 hoax, It corsists of measuring
the outpul of two factars of producton (the
human axd non-human) 1% termy of the
13put of one (the human) and attriduting
all gains, where. comparisons sre made, to
the human fscior. In reslity, the galns in
productiveness are not in the human factor
but in ths non-human facter. It is capital
that i3 the sourte Of our tncreasing afiuence,
and when “scltentific econmomiyts” deprive
most men of the legitimate, efectit snd
spe2dy means of scquirtsg ths ownsrsalp of
capltal, they ceny ther tho right to freedom,
to'lelsure, to peace, and to aRuence.

5. Is the ESOP A Free Gift?

® family can rarely produce aa al-
fluent standard of Uving for itself through
lsbor alozis, even if all of its membars are em-

* ployed. Each consumisr unit must have the

opporttaity to produce same of i3 tucoms

employment. No Eeynassiaa
has ever suggested such a policy, nor could
be, for his pre-industrial tunnsl mind is

" focused on just ona factor of production, la-

bor, and his ideal for humanlty 1s to make &
totler-out of every human being not confined
to s cTib or his bed, and to leave the own-
ership'of prollferating and ever-more produc-
tive.capital to the already rich. —_

On pages 89-93 and page 140, Gellerman suggests that

bscause the ESOP involves no personal risk, Con Rail employees

would not be as concerned with Con Rail's profitability»as investors

wac buy their stock for cash.

all capital formation acquired by debt financing is a "free gift»

the same sense that employees gain equity through ESOP financing;

iz both cases equity is gained at no personal sacrifice or risk to

eir eventual owners.

Here is Mr. Kelso's response to the "free gift" charge as made

br Professor Samuelson:
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sariation on & fsvorils phrase that ‘zivlg
Samuelson repests over and over a;su I
Lis writieg and 1a his Jectures: ?"r‘;h T
suck thing 17 conOrlcs s a Xr:e :-:no P ee
In the pre-lndusirial past, tro mo e
tunch” assertlon was tn:a. for x-n ;t men.
Today, It Is Dot true except SO the -n:_h e
continue to ba victims of one-factor ‘yn
{sn tninking, Tha essencs of wo;;.cwrm-
ey e e s facior or Jabor, 804 tho
zetton, the buman ot ,
g:n-‘mmm factor or capital. In thelu:;t
teat men may legiiimstely azd properly

Joy Incorce produced by thetr privately owned
capiial, there 13 such A thing as a tol-frew
lunch. Indsed, the Industrial worlq ilves pri-
marily on toU.fres lunches, and as tech-
a itwm

ingly do s0. Ia the zense of saving toil, you
can indeed zet something Yor nothing in ecom
Domic UZe, axd 1 i3 the purposse of the Pro-
prietary Fund to maka this, sdvantage of
techuoology evallable to theoe who tradition. |
ally do not own capital)

If equity acquired by workers through ESOP financing is a "free

gift”, then what would Professor Samuelson and Dr. Gellerman call the

wages of firemen on diesel locomotives? On page 11 of the Gellerman

Report, it states that since 1964 "railway employment (industry wide)

sarunk by more than 20% while total railway wages rose by more than

40%.

enployment cost decreases.”

In other words, wage cost increases more than cancelled out

Since there is no evidence that labor

productivity in the railway industry increased in that period, would

Professor Samuelson and Dr. Gellerman characterize these wage cost

increases as "'iree gifts"?

There is a difference, however, between

wage increases and ESOP benefits. ESOPs do not increase operating

costs.

Wage costs do and are therefore inflationary.

6. Gellerman's View of Employee Motivation If Con Rail is

Nationzalized.

Like E.F. Hutton and Towers, Perrin, Forster & Crosby, Dr. Gellerman

tctally ignored the probability that Con Rail will eventually become

naticnalized, if present labor-management relations continue on their

Ddresent course. He never explains how his approach--non~financial

ircentives and a more modern personnel department--would help or hinder
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t=e razilroad Irom becoming self-sustaining and avoiding nationalizgtion.
His head-in-the-sand attitude toward the ESOP as a buffer against

nztionzlizatior reminds one of the story of the ARAMCO executive when

o
o

was. asked how he felt about his company being ngpionalized by

Szudi Arabia. He replied, as might be expected from any non-owning
bureaucrat, "¥hat's the difference who signs my paycheck?” If Con Rail
executives take on a similar attitude when it gets underw;y, why should
Corgress expect anything less from non-management workers? If Con Rail
carnot be operated so that it can cover its own costs, if Gellerman has

his way, there is alwéys'the American taxpayer to make up the difference.

7. Is there an analogy between the distribution of stock under the

ESC? anc the distribution of land under the Homestead Acts?

On pages 125-8 of his report, Gellerman attempts to refute
Senator Long's description of the Esop as a"Homestead" program for
incdustrial wWworkers:

"The analogy is attractive since Americans tend to romanticize

the yearsof the Homestead Acts. But is does not hold up under

close scrutiny. The way homesteading farmers behaved is not a

reliable guide to how today's industrial worker will behave

uncéer the ESOP."

Gellerman here missed the point being made by Senator Long. The
Szrator used the Homestead analogy to illustrate that when Government
directly intervened to influence the patterns of capital ownership in the

eccnomy, the American economy flourished like never before and never since.
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Tre thirty year period from 1865—1895 was a period of full employment,
nzriening of U.S. currency, 2 rising sense of individual self—déte;mipation
a-4 nope, and 2 flowering of industrial innovation. The distinguisﬁing
fszture between agricultural development in the United States as opposed
+to that of Latin America and Old VWorld societies then at the same level
o° =conomic development, like Czarist Russia was that the Homestead Acts
e=azbled ordinary people, for the first time in history, to acquire
ospership of the means of production, which in an agrarian society
is principally land.

In his floor speech of ‘December 11,1975, Senator Long suggested
tzat this "private prépéfty" approach to agricultural development 7
explains why American farmers were motivated to become more efficient
azé raise their productivity to heights far beyond that of their
European ancestors and of their counterparts in Latin America and
R:ssia where crop conditions were virtually identical. American family
farms ard American farm corporations have today become so efficient
tazt with less than one-tenth of one percent of the agricultural workers
of the entire globe, America farmers produce about 25% of the world's
agricultural output.. America's privately’owned agricultural base,
tacugk not without its difficulties, is still the root source of our
aifluence.

Senator Long pointed out that jand is necessarily finite. But the

jm<ustrial froatier, made possible when our highly productive farmers

w2~z zble to free others from farm work, offered a frontier bounded

caly by the limits of our technology, creativity, energy potential,-
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still abundant resources, willingness to work, and our desire to

overcome econoaic scarcity in our midst. The Senator pointed out that

we missed a great opportunity when the industrial frontier was first
opened—-particularly when railroad corporatiors were first granted land

axd assisted in their initial financing--to have launched an industrial -
counterpart of the Homestead Acts, which would have widely diffused

the ownership of newly formed industrial capital. Having missed -

tais opportunity then, the era of industrial warfare in America began.
Instead of Americans”ﬁuiiing together, our railroads, and the rest of
izdustry which followed their financing patterns; created billions of
dollars of new and more efficient plant and equipment for over a

centu;'y without broadening its ownership base, thus dividing the owners of
capital from workers without property. Today the top 1% of Americans

owc over 50% of all individually owned corporate stock. ‘Most Americans
have no stake in fhe corporations that produce most of our ﬁealth. Is

it any wonder that not just our railroads, but modern corporations all over
‘the world are in political trouble? Few workers have any stake in their
profitability. Gellerman is apparently totally oblivious to thése
rezlities -when he refuses to consider the possibility of the ESOP
ackievierg for Con Rail what the Homestead Acts did for U.S. agricﬁlfure.

€. It is true that Con Rail employees have no control over their

sazres neld by an ESOP trust?
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Oz page 174, Dr. Gellerman asserts that "the inability of
ecployees to coatrol their share would significantly dilute whatever
positive motivational effects ESOPs might have."

CO.niENT: Here agairn Dr. Gellerman shows his ignorance about the

ESC?. Tae main advantage from the emplqyees' standpoint ‘for keeping
tre sharas in the trust until they retire is because the trust shelters
ttem from personal income taxes on their capital accumulations. - Stock
ccotinues to accumulate in their ESOP accounts while they work. When

- stock is actually disﬁuféed, workers, who can'then sell their shares
beck to the ESOP if they desire, must then pay taxes on their stock
_as they would for any type of "deferred compensation.”

On the other hand, the question of who votes the stock in the
explcyees' trust accounts varies from company to company. In large
companies with significant employee stock ownership, voting power
orn ESOP-neld stock is generally passed through to the employee~
siockholders as the stock is paid for. The issue of voting pass-through,
in ary evént, is a negotiable issue between labor representatives and
maragement as it should be.

From a motivational standpoint; dividend payout policies are vastly

ore significant than the issue of who votes the share, in terms of

]

mzesiripz mapagemeat's effectiveness to their employee-stockholders.

Tae so-called “bottom line" of the company's profit-and-loss statement
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becones a matter of personal concern under an ESOP to each and every’

worier when he accumulates enough stock that his potential "second income”

1 make a difference to his standard of 1iving. And along with the
berefits go the responsibilities of ownership, which Gellerman
paternalistically ignores.

9. Are railroad workers willing to trade-off paternalistic "guérantees"

o "job security" for an opportunity to participate in ownership

an¢ work toward potential sélf—sufficiency through the ESOP?

"Jost people simply do not worry about post~retirement economic

o

s2curity until retirement comes into view, "Gellerman stated on page 123 of
his report. The criteria for this statement are so subjective that even
Gellermen has contradicted his own earlier view. In his book,
MOTIVATION AND PRODUCTIVITY (1963, p.67) Gellerman remarked:

"Tte worker's time perspective is longer than the incentive

planners believe it is: he thinks ahead to the effects of

increasing his production...”

Elsewbere in his book (M&P, p.68):

"...workers simply do not sell their labor without reference
to the future or to non financial consequences."

Yet in discussing future benefits under an ESOP (p.88 of the Gellerman
report) he commented: "The asset will probébly be a mere abstraction for
pscple unfamiliar with assets, until it is within reach.”

Why Gellerman has changed his attitudes toward workers in the
12 years since he wrote HOTIVATION AND PRODUCTIVITY is not clear. His
rresert class bias is clearly that of an anti-labor executive.
aroughout his critique of the ESOP, he is condescending and patronizing
toward rank-and-file workers. He doesn't believe rank-and-fine workers

wazt to own Con Rail through an ESOP. After having been hired by USRA
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to look into the question, as we pointed out earlier, Gellerman

nav=r bothered to approach rank-and-file workers directly on the quesé&on.
Apparently, a railroad worker is a breed of American different from

the 656% to 25% majority who favor employees owning most of their

ccmpany's stock. Gellerman would place Con Rail employees in the

13% to 81% minority who favor government ownership of large

corporations. (WASHINGTON POST, August 31, 1975.)

10. How important is a program of education and follow-up

comunications to gaining maximum effectiveness and motivational

advantages out of an ESOP?

On one point, we agree with Dr. Gellerman. On page 75 of
his report, he states that "any novel and/or complex plan will require
an elaborate, carefully planned program of education and follow-up
corpunications." He could not be more fight with respect to the ESCP.
The basic idea behind the ESOP is childishly simple. Ownership
for workers now. How to achievé that result calls for pighly
skilled professionals. Certainly, the kinds of "experts" hired by
tae USRA have so little experience in implementing an ESOP, particulariy
iz situations where there has been a long histori of labor-management
confrontation, that they could only confuse workers and cause them to
view the ESOP more as a threat than 2 benefit. No doubt that among
propertyless workers there is considerable ‘suspicion to overcome.
But it is unfortunate that USRA and-its consultants have in thié
report added to that problem. Hopefully, in the future USRA will be

more careful.
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THE TOWERS, PERRIN , FORSTER & CROSBY (TPF&C) REPORT, "An
Evaluation oi the Employee Stock Ownership Plan As Aoplwed

to ConRail", dated May 12, 1975 [Basic USRA Reporkt, Including
APPEZNDIX A ("A Technical Review of the Employee Stock Owner—
ship Trust™) and “Final System Plan Draft", dated Juns 13,
19751 j

Towers, Perrin, Forster & Crosby (TPF&C) is a national
consﬁltiig'firm specializing in the area of executive compen—
sation. As might be anticipated, like the two other USRA
consultants on the ESQP, TPF&C's viéwpoint reflects that of
corporate managément, not one that is oriented to finding
ﬁew ways of overcoming the traditional "we/théy“.harriers
between managemént and organized labor. Since the ESOP lS

<

new and did pot flt into TPF&C's conventlonal approach .to

.corporate compensatlon problems, they were put on the spot

of having to justlfy to their clients why~--if the ESOP was
so good——they never_proposed ESOP financing as an alternative
to typicai cpmpensation-seheﬁes. 'As might be predicteqd,
TPF&C tried to make a negative case against the ESOP and, like
their colleagues in this USRA project, missed their.target:
completely.

As men;ioned earlier, TPF&C served as project coordinator

but rested its analysis and conclusions heavily on the E.F.

Hutton Report and the Gellerman Report. Hence, its rebuttal

comes last.

TPF&C's primary bias toward iewarding executives, as
opposed to rank-and-file émployees, is amply demonstratedA
throughout its report. For example, on page 41, TPFsC states:

"Another significant feature of ESOPs is the fact that

-shares of stock are generally allocated in proaort101

to earnlngs. A.successful ESOP would therefore increase
the impact of salary differentials. . . .It could also

result in the union's bringing pressure_to bear on
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management to restrict management salaries in order

to increase short term earnings. This pressure would

ironically be more likely if the ESOP were indeed suc-

cessful in encouraging employees to seek ways in which

corporate costs could be reduced.”
It is interesting that like all compensation spescialists,
TPF&C is less interested in cost reductions than in pressing
their favorite compensation package. "Any restraint on
executive salaries and fringe benefits that resulted from
widespread employee stock ownership is obviously threatening
to TPF&C's approach to the problem of who gets what. Had
TPF&C been more interested in saving ConRail from becoming

nationalized and safeguarding the interests of American

taxpayers, they might have welcomed such restraints on

excessive managemgnt salaries, while recognizing that once
all rank-and-£file workers become profit-oriented, good
management is more crucial to them than ever before.
Out of self—interest.gemployee-stockhbléets,will support téé pay
for top management talent. But TPF&C's excessivé concern for
' manageifent's. ‘interests -is’self-eyident.
On page 32, TPF&C again revealed its pro-management bias.
In support of its recommendation that a qualified Employee
Stock Purchase Plan allowing up to a 15% discount to. those paving
cash for their company's stock, TPF&C admits that "under
normal circumstances, this approach results in participation
of approximately 20% of the eligible group. It is important

to note, however, that this 20% would probably represent the

mors highly motivated indivicduals at ConRail and would there-

fore maxinize the plan's impact.” (Emphasis added.) ' Not only
is TPF&C insensitive to the motivational importance of owner-
ship to all employees, but they add insult to injury by treating
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exployees as secondé class citizens, inherently less motivated
than top executives. It hardly occurred to TPF&C that lower-
raid employees could not afford to buy their company's stock,
no matter how motivated they were.

TPFaC, given.its:background as compensation experts geared to
tradiéiénal employe= reward systems, could hardly be blamed
for not recognizing that ESOP benefits do not add to corporate
costs and are not really “compensation" in the sense of pay
for one's work. The ESOP is tied directly to the debt service
obligations for meéting the company's capital reguirements.

It is realistic (and theoretically sound) to look at payments
nade by the emplb?eg into the trust (éléng,with'dividends) as
part of- thé yield on the trust's original investments. Thus,
in economic theory (as distinguished from tax theory), the
contribution is simplf the preferential dividend that enables
tﬁe invaestment on noglfecoﬁfse credit (as to the ehployee) to
pay for_itself in pre-tax corporate income tax dollars. It
amounts to a relatively full payout of the "wages" of capital
to enable the new beneficial owners—--the employees—-~to pay
for their new capital out of what it produces. It is not a
_comorate cost since corporate growth financed ir the conven-
tional way would cost as much or more—-and would rot benefit
employees at all. (Note that TPF&C treats ESOP erroneously
as an additional expensea on pages 15 and 27 of its report and
on page 22 of APPENDIX A.) In a nutshell, the ESOP merely
extends to working people what top wealthholders have always
had working for them: access to non-recourse corporate credit

for gaining equity ownership of self-liguidating investments.
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in the sections of TPF&C's report relating to the mechanics
of ESOP financing, corporate finance and tax issues TPF&C simply
followed the criticisms of E.F. Hutton.. Our rebuttal of E.F.
Eutton's réport covers the same ground and will not be repeated.
In the portions of TPF&C's report on issues of employee
motivation, the same errors committed by Dr. Gellerman were
made énd nééd not -again: be refuted.. Additional shortcomings in
the TPF&C report are as follows:

1. Arxre "second incomes" through ESOPs a means of redistri-

buting wealth in America?

TPFsC's comment that the ESOP is a means for redistributiﬁg
income and wealth .(page 35) suggests that it canﬁot distinguish
between socialism and capitalism, Paying higher salarie; éér
no additional work is redistribution. The ESOP takes no wealth
or income away from those who produce it and therefore is not
redistributive. The -ultimate result oprroducing ﬁew capital
formation along with new owners gradually will bring about a

more equitable distribution of capital ownership and capital

incomes, not a redistribution of present wealth.

2. Is the ESOP geared to"increasing productivity through.

stirnulated consumer demand”? (Page 35 of TPF&C Report.)

Here again TPF&C shows its ignorance of Two-Factor
Economics and the purpose of the ESOP. The ESOP aims at -
stiﬁulating increasing rates of capital investment in the -
private sector, thereby stimulating production. The last.
thi;g we would advocate is artificial stimulation of con-
sumar demand, which like TPF&C's recommendations is. :inherent—
ly inflationary. Under the ESOP, second incomes are directly

tied to incomes generated from the productivity of capital

and are therefore deflationary.
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RECOMMENDATIONS TO CONGRESS

1. The Regional Pail Reorganization Act of 1973 should be
amended by deleting the requiremegt of Section 301(e) that
cormmon stock be issued in the initial capitalizatioﬁ to the
estates of the railroads in reorganization. Instead, these
estates should be issued "securities other than common stock

of equivalent value in exchange for rail properties conveved -
to the corporation pursuant to the final system plan.” All
initial common stock should be issued to an ESOP for the benefit
of ConRail employees.in amounts equal to initial capital loans.
2. USRA‘s’valudtion of creditors’ claims should be approved
and creditors would be issued new nén—voting preferred stock

or new debt securities of ConRail equivalent in value to their
claims. Additional securities equivalent to disputed claims
would be placed in an escrow pendiﬁg final adjudication by

the courts on the valuation issues. ' .

3. 'All Federally guaranteed loéns to meet ConRail'é capital
requirements (inéluding working capital, modernization, expansion,
rail repair, and even debt securities to creditors) should be
financed through ConRail's ESOP so that 100% of initial ConRail
cormon stock will be acguired immediately by the-employees'
trust and allocated to individual employee accounts as those
loans are repaid. Because of present Federal tax deduction
ceilings on the amount of such debt service payments (15% .of
cozered payroll), debt repayments above the ceiling can be

made directly from the corporation rather than through tﬁe

ESOP without impairing the employees' 100% ownership status.

4, Congress should consider amending the Internal Revenue
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Coda to permit unlimited corporate tax deductions (to the
extent that external corporate loans ‘and future cash flow
for amortizing those loans are available) to ConRail for
(a) Debt service payments paid as ConRail contributions
to its ESOP; and
(b) Dividends paid on ESOP-financed stock which are channeled
either for accelerating repayment of stock acquisition
debt of the ESOP or, after such stock is paid for and
allocated to the employees' accounts, for providing
taxable "second incomes" to ConRail employees and their
families while they work and after their retirement..
(similar provisions are contained within the Accelerated Capital
Formation Act, H.R. 462, and Title III of the Jobs Creation Acﬁ,
HR. 7240, which now have 92 House CO-sponsors, including 10
Ways and Means Committee members.)
4. - Congress should-permit private lenders to have included in
the interest rates charged to ConRail on goverhﬁent—guaranteed
loans an amount to cover a special government premium for
insurance to cover the risk of non-feasibility of any af such
loans, with the investment risks on each issuance of Esof_or
ConRail debt securities determined actuarially by competent
private insurance and bond security analvsts.
5. Congress should require a reduction in interest rates on
capital formation loans to meet ConRail reguirements, through
methods which do not affect taxpayers and would not be included
in the Federal budget. For example, Congress should permit
zualified banks that make capital acquisition loans ‘to ESOPs,
to diséount the ESOP loan paper directly with the Federal Reserve

at a discount rate not exceeding 0.25% (to cover the Federal
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Paserva's admninistrative costs), thus enabling ConRail to

ow "pur2 credit" interest rates, probably 3% to 5%

Y
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e
9
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at the maximun. [Since accumulated savings are not involved
when the Federal Reserve generates "pure credit" into capital:
invasitmants of well-managed basic industries, the "cost of
rmoney" or interest will consist only of (a) risk (to be covered
by the proposed credit insurance premium), (b) profit for
lendars accepting and administering loans, and (c) the Federal
adzinistrative co;ts (covered by the proposed Federal Reserve
Giscount rate). Lower interest rates will speed up ConRail's
reccrery to a profit-paying status and the rate of diffusion

cf

emrloyee stock participation in ConRail.]

6. Congress should remove the rate requlation authority over
ConRail by the ICC and State regulatory bodies in order to
provide ConRai