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THE WHITE HOUSE

WASHINGTOCN

April 24, 1975

ECONCOMIC AND ENERGY MEETING
April 25, 1975
11:00 a.m.
Cabinet Room

From: IL. William Seidman

I. PURPOSE

A. To consider the Administration response
to the farm bill.

B. To consider proposed Administration legis-
lation designed to assist the railroads.

II. BACKGROUND, PARTICIPANTS, AND PRESS PLAN

A. Background: Congress has just passed
H.R. 4296 which would increase target
prices and loan rates for wheat, corn,
and cotton. A memorandum on alternative ;
Administration responses is attached at !
Tab A. A memorandum on proposed Administra- :
tion legislation designed to help the rail-
roads is attached at Tab B.

B. Participants: The Vice President, Rogers C.B. ‘
Morton, Earl L. Butz, William T. Coleman, :
Edward H. Levi, John T. Dunlop, James T.
Lynn, L. William Seidman, Alan Greenspan,
Arthur F. Burns, Frank G. Zarb, Stephen S.
Gardner, James M. Cannon, Donald Rumsfeld,
Richard L. Dunham, John 0. Marsh

C. Press Plan: White House Press Corps Photo
Oppeortunity.
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AGENDA

A. Energy Conservation Commercial

Frank G. Zarb will report on a commercial
which has been developed to help stimulate
and encourage energy conservation.

B. Farm Rill Alternatives

Secretary Butz will review alternative
responses to the farm bill.

C. Railroads

James Cannon will review proposed legis-
lation designed to assist the railroads.




DECISION

THE WHITE HOUSE

WASHINGTON
April 24, 1975

MEMORANDUM FOR THE PRESIDENT

FROM: JIM CANNON AND BILL SEIDMAN

SUBJECT: RAILROADS (BEMERGENCY RAILROAD REVITALIZATION ACT)

I. PURPOSE

At your economic meeting tomorrow, Secretary Coleman will
seek your decisions on proposed administration legislation
designed to help the railroads.

The general issues are:

— Should you submit railroad legislation limited to

1) regulatory reform; and,
2) §$2 billion in loan guarantee;

- Or, should all or any of the following be included

A) ICC by-pass authority;
B) -‘interest subsidy;
C) additional $1.2 billion in emergency aid?

Your advisers want to alert you to the serious objections
that have arisen in the preliminary consideration of the U.S.
Railway's Association Preliminary System Plan to restructure
and rehabilitate the bankrupt railroads. A discussion of
the problem is contained at Tab B. An examination of the
need to develop alternatives which would lead to a viable
efficient and competitive railroad system is underway.

ITI. BACKGROUND

The Nation's economy depends on a functioning U.S. railroad
system. Unfortunately, over one-half of the trackage in

the country is unfit for high speed operations and accidents
and derailments have nearly doubled since 1967.

Eight northeast and midwest railroads are bankrupt (in-
cluding the Penn Central); the so-called Granger roads

in the Plains States are in precarious condition; average
rates of return are extremely low; and we have just had the
largest quarterly deficit in rail history.
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This very serious financial condition has led to a
nationwide deferred maintenance problem which will
cost between $5 and $10 billion to remedy.

Current and proposed Federal activity is concentrated
in four general areas:

. efforts to help the bankrupt railroads of the
Northeast and Midwest through the Regional
Rail Reorganization Act of 1973;

. financial assistance for all railroads to buy
rolling stock and to improve the roadbeds and
other capital investments (through direct
grants and loan guarantees);

. regulatory reform; and,

. emergency programs of grants and loans for
specific railroads (including those in bank-
ruptcy) to overcome the current unemployment,
energy and cash flow problems.

There is a strong sense in Congress that something
needs to be done to help the railroads, but that there
is a danger that the government will end up pouring
massive Federal funds into the railroads without
solving the problems.

See Tab A for additional background information and
Congressional situation.

ISSUES AND ALTERNATIVES

You are committed to sending Congress your Railroad
Revitalization and Energy Transportation Act consisting
of regulatory reform and $2 billion for loan guarantees.

Secretary Coleman has asked you to add interest subsidy,
ICC by-pass authority and $1.2 billion in additional
aid (which he calls the "Emergency Railroad Rehabilita-
tion Program").

One of the reasons for decision now is that hearings
begin on the railroad rehabilitation issue in the
Senate Commerce Committee on May 1.
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In addition to this proposed program, other very
"significant railroad issues will be coming to you
for decision. For example:

- the financial problems of the utilities may
require some form of government refinancing
and additional railroad aid may be required
in the energy independence context.

- many in Congress want to attack our current
unemployment problem by creating railroad
jobs with Federal grants.

See Tab B for a memorandum from Secretary Coleman
on the issues presented, and a paper from CEA.

The following are the specific decisions required
at this time: '

FIRST ISSUE - Should an Interest Sﬁbsidy be Added to
the Loan Guarantee Program?

Secretary Coleman recommends that an interest subsidy
be included as a component of the $2 billion loan
program. This added financial incentive might also
enable railroads who are in such bad financial
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a loan subsidy to take advantage of the program.

Under this proposal, the Secretary could agree to

pay up to one-half of the interest costs on the loans.
This program would cost up to $80 million a year

for each of the 20 years.

ALTERNATIVES

1. Propose an interest subsidy program as a part
of the $2 billion loan guarantee proposal.

Pro: Would create a highly leveraged program
which, when tied to the ICC by-pass
provision, permits the Executive wide
latitude in restructuring the railroads
of loan applicants.

Con: There are other Federal loan guarantee

' programs which have proponents arguing
for interest subsidy. It could be argued
that this is a new spending program.



2. Permit some form of interest payment, or
deferred payment, under an existing mechanism
but avoid a direct interest subsidy. (This
could involve the Secretary allowing railroads
to finance their loan under the Federal
'Financing Bank or defer interest payments in
the initial years.)

Pro:

Con:

This essentially accomplishes the objectives
of the proposal by Secretary Coleman for
interest subsidy without the obvious pre-
cedent of an interest subsidy program.

This alternative for direct interest
subsidy would likely be perceived as such
among the special interest groups who would
argue for equal treatment for their loan
guarantee programs. :

3. Provide no interest subsidy but state that we
recognize that some railroads will have a problem
participating under the loans and that we will
study the issue and propose remedial legislation,
if required.

Pro:

Con:

DECISIONS

Avoids all the problems of interest subsidy
and candidly admits that additional Federal
action will likely be required.

Results in the Congress taking the initiative
and, therefore, may result in a worse bill
than the Secretary's proposal.

1. Propose an interest subsidy program as a part of
the $2 billion loan guarantee proposal.

Approve Disapprove

2. Permit some form of an indirect interest payment
but avoid a direct interest subsidy.

Approve Disapprove

Provide no interest subsidy but recognize the

‘problem and leave options open for a possible

later proposal involving an interest subsidy.

Approve Disapprove




SECOND ISSUE - Additional (not in your FY 76 budget)
Railroad Aid to Provide Emergency
Rehabilitation.

Secretary Coleman has recommended a $1.2 billion,
15-month program to help stabilize the deteriorating
rail roadbed, as well as generate employment in
productive tasks. The proposal involves additional
loan guarantees and direct grants.

All railroads would be eligible to participate.

The program is in addition to the $2 billion loan
guarantee program described above.

No one questions the need for additional Federal
support for the railroads beyond the $2 billion
loan guarantee, regulatory reform and efforts to
salvage the bankrupt railroads in the Northeast and
Midwest. The issue is whether this new program
proposal is the proper response at this time and
in this form. '

We do not have any firm analysis on the extent to
which the railroad problem is impacting our energy
objectives. Thererore, we do0o not have a rirm
recommendation at this time on the extent to which
the Federal Government should assist the railroads
primarily for energy reasons.

ALTERNATIVES

1. Include additional funding (approximately $1.2
billion) over and above the $2 billion loan
guarantee.

Pro: This will help prevent deterioration of
the railroad roadbeds and make your

- railroad bill a major new initiative.

It will tend to preempt other legislation

being proposed in Congress to link the

railroad and unemployment problems by

providing emergency grants for railroad

jobs. ' '



Con:. We should not send up legislation beyond
that to which we are already committed
until we have a better understanding of
the total railroad problem and its relation-
ship to other railroad initiatives.

Such a grant program will not really help
unemployment in the short term.

There are difficult issues involved in
giving taxpayers' funds to solvent railroads.

There would be potential labor problems
depending on whether force account or
contract labor is used.

If you decide in favor of the new Railroad
Rehabilitation Program, the only way to justify it
under your "no new spending program" decision is
by relating it to energy.

A way of explaining the impact of this on your
"no new spending" decision would be to state that
the $§1.2 billion will be offset against funds

you have asked the Congress to rescind from the
Highway Trust Fund.

Accordingly, if you decide to go with the new pro-
gram, it can be explained as having energy impact
and is thus an energy exception.

Provide up to $600 million in grants within the
$2 billion funding level already established.

This is the amount of grants in the Senate's
Emergency Employment Appropriation Act, reported
out of Committee on April 22. Would leave $1.4
billion in loan guarantees.

Use of grants would be restricted to bankrupt
railroads and a limited number of special purposes

designated by the Secretary (e.g., as incentive

for merger or joint use of track).

Pro: Would have same basic benefits as Alternative
" 1 (prevent deterioration, preempt other
legislation), while avoiding some of the
drawbacks. For example, it would pinpoint




the assistance where needed most -- on
bankrupts. Avoids most of the problem
of giving taxpayers' funds to solvent
railroads. There is already a precedent
for funding bankrupt lines.

Con: It could be argued that the $600 million
in grants would violate your policy of
no new spending programs.

DECISIONS
1. Include additional funding (approximately $1.2

billion) over and above the $2 billion loan
guarantee.

Approve Disapprove

2. If you approve number 1 above, justify the
program addition by relating it to "energy
independence."

Approve Disapprove

3. 'Provide up to $600 million of program grants
within the $2 billion loan program.

Approve Disapprove

Some of your advisers believe that the railroad issue
must be considered in total and that an intensive
examination of alternative approaches such as the
‘controlled transfer system discussed briefly in Tab B
should first be completed.



THIRD ISSUE - "By-Pass" or Reform Existing ICC
Authority Over Railroad Restructuring
When Federal Financial Assistance Is
Offered. p

There is general agreement within the Executive
Branch that the railroads are in serious need of
restructuring to eliminate excess capacity. The
problem is the cumbersome regulatory procedures
administered by the ICC. Efforts to restructure
through merger or various cooperative agreements
in the past have failed, in part, due to the lengt
of time involved in getting ICC approval.

The Secretary of Transportation proposes that the ICC
be "bypassed" wherever a railroad restructuring pro-
posal approved by the DOT also requires federal
financial assistance. Thus, the Secretary would
impose a restructuring plan (merger or other
cooperative agreement) as a condition to his grant
of a loan guarantee or interest subsidy and the ICC
would have little or no authority to approve or
disapprove such restructuring plan. Instead, the
approval procedures would be moved, by legislation
to the DOT which would conduct approprlate, but
more expeditious, hearings.

Secretary Coleman feels strongly that the impetus
for restructuring reform needs additional Federal

. financial assistance such as the "interest subsidy"
discussed elsewhere.

The ICC would retain authority in all railroad
restructuring that did not requlre Federal financial
assistance.

The Attorhey General raises these issues:

1. Should the Secretary of Transportation, who
creates a railroad restructuring plan as a
condition of a loan guarantee or interest
subsidy, also have the authority to resolve
all third party (shippers, competitors,
public representatives) complaints about
that plan.



2. He states that basic questions ("not
mechanical details") have not been resolved
as to how regulatory action can be expedited

-and still protect the legitimate interests
of third parties in an expedited hearing
procedure with fast judicial review.

3. Finally, he strongly states that before any

. legislation is sent to the Hill, decisions
must be made on which he wishes to be heard,
as to the appropriate relationship between
the Secretary and the Attorney General.
Specifically, what type of consultation or
concurrence from the Attorney General will
be required? He states that, at the least,
the Attorney General must be required to
give specific reasons in writing to backup
his advice or consent.

All your advisers agree that your railroad legislation
should not be submitted without proposals for effective
reform of the ICC or for bypassing the ICC.

The legislative office believes there may be a better
chance to drastically reform the ICC with a "super"

new hearing panel than to give ICC control over rail-
road restructuring (where Federally financed) to DOT.

The Counsel's office agrees that existing ICC
procedures must be bypassed as a condition for
granting loan guarantees or interest subsidies and
that the Secretary of Transportation should have
the authority to "trigger" the bypass procedures
but believes that both the Attorney General and
the Secretary must clarify their positions before
a decision can be made as to whether the bypass
should be to:

(i) the DOT;
(ii) an expedited "super" ICC hearing panel; or
(iii) a separate agency.

Decision #1

The Secretary of Transportation should be given the
authority to condition, where appropriate, loan
guarantees and interest subsidies (if authorized)
upon the successful completion of a railrocad re-
structuring plan (e.g. a merger).
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Pro: all the reasons set forth above which suggest

: that such inducements are necessary to pre-
serve a privately operated rail system.

Con: the use of federal financial assistance to
foster mergers between privately owned
companies is anti-competitive and bad public
policy.

Favor: DOT, OMB, Domestic Council, and Counsel's
Office.

Oppose: No one

APPROVE DISAPPROVE

Decision #2

The railroad legislation should not be submitted
to the Hill until an administrative plan has been
formulated giving the Secretary of Transportation
the authority to "trigger" either a bypass of the
ICC or the use of an expedited newly created
regulatory process.

All your advisers agree that such a plan must be
formulated except the Attorney General who reserves
judgment, and Secretary Coleman insists that the
"plan" be formulated within one week.

It is unanimously recommended that you direct the
formaticn of a drafting committee with representatives
of your Counsel's Office, DOT, the Attorney General,
OMB and the Domestic Council to submit such a plan

for your approval no later than May 4.

APPROVE DISAPPROVE



BACKGROUND

1. Condition of the Railroads and Statement of the
Problem

The American railroads are essential to the nation's
economy and are in danger of collapsing. Most freight is
transported by the railroads (38% of ton-miles transported)
and many basic products and commodities rely nearly
exclusively on the railroads. For example, they transport
70% of the coal produced, utilizing 81% of the nation's
mainline tracks.

Over one-half of the trackage in the country is unfit
for highspeed operations. For safety reasons, trains are
operating under Federal "slow orders" on nearly 50% of their
tracks and at speed under 10 miles per-hour for 20% of the
tracks. Accidents and derailments have nearly doubled since
1967. Because of inefficient equipment and operating
methods, a typical freight car moves loaded only 23 days
a year.

The railroads are in very poor financial condition.
Eight Northeast and Midwest railroads are bankrupt (including
Penn Central), the so--called Granger roads in the Plains
States are.in precarious financial condition; average,
industry-wide rates of return are 3% or less; and, they
just had the 1arg9gf quar+ar1v Aeficit in r2il hictnr
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Among the principal factors that have caused this dismal

financial condition are:

A) Outdated government regulation,

B) Archaic work rules, .

C) Government subsidies to competing modes
(such as barges and motor carriers).

- These difficulties have resulted in the critical
problem of redundant rail facilities and excess competition.
The magnitude of this problem is most clearly demonstrated
by the severe physical deterioration in the rail industry.
Recently, expenditures on track maintenance have fallen
short of the amount needed by $1 billion per year.

This has led to a deferred maintenance problem which
will cost between $5 - 10 billion to remedy. There is
widespread sentiment in the rail industry and Congress
that the Federal government should pay for a major part
of this expense. The deferred maintenance problem is
concentrated mostly in the Northeast and Granger states.
Thus, a sound solution to the Northeast bankruptcy problem
should go a long way toward achieving a nationwide solution.



2. Current Situation

Based on the history of government involvement in
the railroad problem over the last several years, it is
perhaps easiest to view the current situation in four
categories of existing or proposed Federal involvement:

A)

B)

c)

D)

Efforts to help the seven bankrupt railroads

in the Northeast and Midwest -- through the

Rail Reorganizational Act of 1973 and the attempts
to create Conrail;

Financial assistance for all railroads to buy
rolling stock and to improve the roadbeds and
other capital investments (through dlrect grants
and loan guarantees),

Regulatory reform; and,

Emergency programs of grants and loans for
specific railroads (including those in bankruptcy)
to overcome the current unemployment, energy and
cash flow problems. ' ‘

These efforts and this memorandum do not consider the
Federal involvement in rail passehger service. Essentially.
AMIRAK and the Federal efforts to upgrade the Northeast
corridor are being dealt with separately.

Briefly, the following is a snapshot of where we are
in each of the above categories.

Bankrupt Railroads. For the past year, the U. S.
Railway Association (USRA) has been designing a

new rail system for the Northeast, to be owned and
run by a new private corporation, the Consolidated
Rail Corporation (ConRail). Two months ago, USRA
published its preliminary plan, indicating that
ConRail would require $3 billion in Federal financing

. and would be federally controlled for at least 10

years. The Administration is aiming to develop a
position on this plan by early May. An interagency

" task group has been established by the Economic

Policy Board, under Secretary Coleman's leadership,

to explore various alternatives to USRA's plan.

This should result in an Administration legislative
proposal, including both financing provisions and
technical amendments to the Regional Rail Reorganization
Act. USRA will submit its final plan to Congress

"by July 26.
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-- Capital Assistance. There have been a host of
proposals ranging from Federal purchase of the
railroad rights~of-way to modest loans for the
railroads designed to permit all the railroads
to upgrade their capital plants. The Administra-
tion approach has been to offer $2 billion loan
guarantee program which we attached to our
regulatory reform proposal several years ago.
These loans would be used by any U. S. railroad
wherever located and regardless of their financial
condition.

-- Regulatory Reform. The proposed bill will: permit
increased pricing flexibility; expedite rate-making
procedures; outlaw anti-competitive rate bureau
practices; and improve the procedures for dealing
with interstate rail rates. 1In addition, the blll
will outlaw dlscrlmlnatory taxation of the rail
industry.

-- Emergency Programs. Most of the one-shot emergency
railroad programs have been designed to cope with
the unemployment problem. There are a host cf
specific proposals before Congress, including a
$700 million railroad employment proposal that
has been agreed to by the senior members of the
Senate Appropriations Committee. Most of these
bills are ad hoc and provide grants and loans to
be used by the railroads as a means of putting
more track maintenance people to work. They are
not designed to deal comprehensively with the
overall railroad problem and it is not clear
how they fit into other pieces of.the solution.

3. Congressional Response

As indicated in the foregoing section, Congress is
groping with the overall railroad problem. There is a
strong sense in Congress that something needs to be done
and that there is a great danger that the government will
end up pouring massive Federal funds into the railroads
without satisfactory protection cf its investment or ever
coming to grips with the root causes of the railroad problem.
The range of solutions which have been suggested cover the
whole spectrum from nationalization to doing nothing.

For example, Senators Hartke and Weickexr have introduced
legislation to nationalize the railroads rights-of-way
and Senator Randolph has submitted a bill to prov1de

"§$ . billion to upgrade the tracks.
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Senate Appropriations Committee has included $700M
for Railroad Improvement and Employment in the $6B Emergency
Unemployment Supplemental which will be reported out of
committee April 23. The Senate Commerce Committee is
expected to have authorization hearings on the rail im-
provement proposal the week of May 1 and Senate action is
expected by mid May. Similar rapid action by the House is
expected. Senators McClellan, Bayh, Randolph and Hartke

strongly support the $700M proposed ($600M in grants and
$100M in loans).

It is cﬁér that Congress has not yet taken a look at
the entire railroad problem comprehensively covering the
near-term employment and cash flow problems along with
the long-term bankruptcy and rights—of-way maintenance
issues. More distressingly, there is a strong likelihood
that Congress will pass ad hoc emergency grant and loan
programs without the necessary regulatory reform.
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MEMORANDUM FOR THE PRESIDENT

SUBJECT: National Railroad Program

Last week, on April 11, I informed you of my concern for the desperate
plight of the nation's railroads, the effect of that situation on the
rest of the economy, and the pressures building in Congress for a
solution -- even if that solution involved partial nationalization.

I also proposed, in broad terms, a program for dealing with this
situation. A copy of my April 11 memorandum to you is attached.

We need your decision at this time in two areas: (1) the rail regulatory
modernization, financial aid and restructuring bill (Railroad Revitalization
and Energy Transportation Act) is now ready to go except for two unresolved
issues which are discussed in Part A; and (2) the Emergency Rail
Rehabilitation Program, which is discussed in Part B.

I believe it important that we arrive at decisions in these two areas
novw so that we may 1mmediately start on the road to colutions to the
railroad problems and it is particularly important to introduce our
regulatory bill (RRETA) to Congress at this optimum time. We understand
that the Senate Commerce Committee is planning to hold hearings next
week on an Emergency Railroad Rehabilitation Program. I believe the
Administration should have a positive program initiative of its own to
respond to the Congressional proposal. Otherwise, we will have to
testify against a proposal which we believe has great merit,

While these deal with the overall railroad problem it is, of course,
also essential that we deal with the Northeast rail restructuring
problem. B8y the 26th of this month, the Economic Policy Board Task
Group on Northeast Rail Restructuring, of which I am Chairman, will
present you with its specific recommendations.

William T. Coleman, Jr¥

Attachments



Part A

Railroad Revitalization and Energy

Transportation Act (RRETA)

Background

The Railroad Revitalization and Energy Transportation Act has been
designed to deal with two major parts of the railroad problem. The
Act would modernize government regulations under which the rail-
roads operate and would provide for consolidation and streamlining
of the national rail system utilizing financial incentives and bypass .
of the ICC regulatory impediments to rail restructuring.

It is important to release the RRETA very.soon because of the urgent
need for regulatory modernization and financial assistance throughout
the industry and particularly in the crisis-stricken Northeast, and
because the timing for introduction in Congress is now optimum.

The Surface Transportation Act (STA), which contained many of the
proposals of the RRETA, passed the House overwhelmingly in Decem-
ber and we want to maintain the momentum it generated.
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now ready to be submitted to Congress except for two issues which
remain unresolved. These two unresolved issues are the extent of
railroad financial aid, and which Executive Branch agencies should
control the restructuring process. This paper seeks your decision
on these issues.

Issue A: Should there be an interest subsidy as part of the railroad
financial aid package?

There is agreement within the Executive Branch that the RRETA
should provide loan guarantees, under the control of the Secretary

of Transportation, to railroads to finance rationalizing and stream-
lining facilities. It would allow financing at the low Federal Financing
Bank rate and would allow flexible financing arrangements such as
deferral of interest payments. The $2 billion loan guarantee authority
in the bill is already a part of your budget proposals.
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The financial aid proposal serves a twofold objective: (1) providing
the railroads access to the private capital market for funds to
rehabilitate and improve the essential portions of the national rail
system, and (2) incorporating an incentive to the industry to con-
solidate and restructure duplicate trackage, yards, terminals, and
other facilities, under the control of the Secretary of Transportation,
to produce over time a viable and more efficient national rail system.

Option 1: Provides $2 billion in Federally guaranteed loans.

Option 2: Provides $2 billion in Federally guaranteed loans
with provision that the Secretary could agree to
pay up to half of the interest cost on the loans.
For example, if the entire $2 billion were loaned
out and the interest on government guaranteed
loans were 8 percent, the Secretary of Transpor-
tation would be able to subsidize up to $80 million
in annual interest payments.

Discussion

As a condition for granting a loan guarantee, the Secretary could
require applicant railroads to enter into agreements for joint use
of tracks, terminals, and other facilities and for purchase or sale
of other assets and for mergers. To gain an interest subsidy the
applicant railroads would be required to agree to perform restruc-
turing specified by the Secretary. Such agreements would not be
subject to ICC approval, but the Secretary would be required to
hold a hearing before approving such an agreement. In addition,
the Secretary could not approve an agreement unless it achieved
the intended transportation objective in the least anticompetitive

- way. '

It is realized that interest subsidies are not normally desired.
However, in this case the interest subsidies would be directly tied
to industry restructuring, would have large leverage on the amount
of restructuring and modernization which could be stimulated, and
in fact provide a key incentive for the restructuring. It is therefore
believed that an exception should be made to the general rule against
interest subsidies. '
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. Reasons for choosing Option 2 are the following:

(1) Loan guarantees without incentive interest subsidies will
not be used as extensively by the rail industry, and hence
the restructuring objectives of the program would not be
achieved to the extent we would like.

(2) Interest subsidy is the minimum assistance required to
move toward a restructured national rail system and
arrest the further financial decline of the industry which
could lead to eventual nationalization of the entire system.

(3) An interest subsidy is needed to achieve the strong industry
support we desire to achieve enactment of the entire bill,
including the much needed regulatory modernization parts.
Without the interest subsidy, the financial aid package may
be described by railroad management and labor alike as
inadequate to meet their needs.

The principal arguments against Option 2 are that it requires more
Federal money and that it creates a new spending program. It con~
flicts with your policy that the Administration introduce no new
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Recommendation

The Department of Transportation strongly recommends Option 2
because it would give the Secretary of Transportation the necessary
tools to achieve the objectives of the program which Option 1, without
the interest subsidy, would not do.

Decision

Option 1: Without interest subsidy

Option 2: With interest subsidy
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Issue B: Should the Attorney General's concurrence be required on
restructuring (such as agreements for joint use of tracks, terminals
and other facilities, and purchase or sale of assets and mergers)
carried out under the financial aid program?

At present the ICC approves restructuring and Department of Justice
concurrence is not required. However, the ICC process is not flexible
enough and has not permitted the needed restructuring. A prime
example of the deficiency is the 12-year Rock Island merger case
which is not yet finalized.

There is agreement within the Executive Branch that a bypass of the
ICC is necessary in order to reach the objective of allowing and pro- ;
viding an incentive for necessary railroad restructuring. The Secre- :
tary would have authorify to approve restructuring carried out under
the financial aid program.

Option 1 Department of Justice concurrence (and approval)
would be required.

Option 2: Consultation with the Department of Justice, but not
: approval of Department of Jusiice, wouid be required.

Discussion

Reasons for favoring Option 1 are that it is DOJ's job to oversee the
competitive structure of American industries. They are the experts
in antitrust matters, are impartial to all industries, and are best
able to apply consistent antitrust policy to all industries. There
should be no exception made to this for the rail industry.

Reasons for favoring Option 2 are that the competitive environment
in the railroad industry must be restructured to achieve a long-run
viable and efficient railroad system. DQJ's traditional attitude has
been to resist almost all reductions in the number of competitors,
or in the amount of competition, and this is simply not appropriate
for the railroad industry at this time. The railroads are a special
case and railroad restructuring should not be treated with the normal
- DOJ antitrust philosophy. Thus, requiring DOJ approval would
reduce the flexibility required and add additional unnecessary delay
in the restructuring process. DQOJ approval of competitive restruc-
turing is not now required in cases before the 1CC and there is no
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reason to add it as we move the restructuring authority under loan
agreements from the ICC to the Secretary of Transportation. In
any event, if the Attorney General had a significant disagreement
with the Secretary's decision in a major case, he could elevate the
issue to the Cabinet level for ultimate decision.

Recommendation

The Department of Transportation recommends Option 2 because it
provides the required flexibility to achieve the objectives of the
program. Itis our understanding that the Attorney General recom-
mends Option 1.

Decision

Option 1: With DOJ concurrence required

Option 2: With DOJ consultation, but
approval by DOJ not required
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Part B

An Emergency Railroad Rehabilitation Program

The Need for a Program

We estimate that the railroad industry will have the largest quarterly
deficit in rail history during the first quarter of this year. Net rail
operating income which was $170 million during the first quarter of last
year is estimated to show a loss of approximately $100 million for the
industry this year.

This sharp drop-off in earnings comes after decades during which the
rate-of-return on investment has been around 3%. Because of this
chronically low rate-of-return, the industry has not been able, from
either self-generated funds or outside funds, to put in place the required
investment in new plant or equipment or even to maintain existing plant
and equipment at acceptable standards. The deferred maintenance in the
industry is presently estimated to range between $5.5 billion and

$7.5 billion. '

As a result of the sharp drop-off in earnings experienced during the
current economic downturn, the industry has reduced its employment from
516,000 during the first quarter of 1974 to 495,000 this year. The

railroads currently estimate that they will have 35,000 fewer maintenance-

of-way employees this year during the height of the maintenance season

as compared to last year. Maintenance-of-way is traditionally one of the
first categories cut back in order to conserve cash. The end result of
this cutback will be a further decline in the physical plant of the
industry and its operating capability. This occurs in an industry whose
physical plant isin dilapadated condition. Accidents and derailments have
nearly doubled since 1967. We do not have precise measures nor can we
project the effect of the industry, shippers, and safe operating conditions
of the increase in deferred maintenance which wiil occur. However, with

a further sharp increase in deferred maintenance, we may soon have an industry

which does not meet the Nation's basic transportation requirements.

Current estimates are that 81% of mainline tracks are used to carry some
portion of the 400 million tons of coal hauled by the railroad industry
each year. If Project Independence goals are to be met by 1985, the
railroad industry will need to almost double the amount of coal hauled.
Actual ton miles of coal hauled by rail, however, could triple due to the
change in origin from eastern coal to low sulpher western coal. The
result would be that coal could move over approximately 90% of the
railroad mainiine network. Therefore, a healthy railroad industry is a
key ingredient to meet our national objectives -- continued economic
growth and energy independence. We firmly believe an emergency, remedial
program is needed. '



Description of the Program

We have developed a program which has the following objectives:

1. To provide temporary but immediate financial assistance to
halt the deterioration in the physical plant of the industry --
the primary emphasis of the program would be to rehabilitate
and maintain mainline routes and terminals;

2. To place a first priority in restoring the mainline routes
and terminals which handle the predominant amount of coal
and other energy resources; and

3. To create job opportunities in the industry for rehiring of
furloughed railroad employees as well as new employees (there
will also be an impact in the allied industries).

Generally, there is agreement within the Executive Branch that a program
along these lines has great merit. This view is shared in the Congress,
which appears to be moving rapidly to enacting such a program. The dis-
agreement in the Executive Branch is on timing of submitting a proposal
to the Congress and how to accommodate the program w1th1n the President's
overall budget guidelines.

Funding and Timing of Options

The Department had originally proposed a $3 billion 27-month program or
alternatively a $1.2 billion 15-month program. The programs were identical
during the first 15 months. The $1.2 billion program -- unlike the

$3 billion level -- assumes that no specific employment stimulus will be
required during FY 1977. These proposals would have required an exception
from the President's policy of initiating no specific spending programs
which added to the $60 billion projected deficit.

In order to be more consistent with the President's budget policy, the
following additional options have been developed:

1. Rescind existing highway program contract authority by
approximately $1.2 billion from the approximate $9.1 billion
currently deferred;

2. Reduce the currently planned highway program obligations by
FY 1975 by $1.2 billion;

3. ‘Develop a longer range mechanism of funding railrocad projects
out of the highway program levels; or



4. Delay submission of this program at this time pending develop-
ment of a more comprehensive railroad package but submit the
RRETA immediately.

Option 1 - The Rescission of Existing Highway Contract Authority

Currently, we have proposed that Congress defer (“impound") $9.1 billion
of existing highway program contract authority. It is extremely unlikely
that the Congress will concur in this, indeed the Senate is rapidiy moving
toward a resolution of disapproval. This would make the $9.1 billion
available to the States immediately for obligation. This step could .
lead to obligation levels significantly over the President's $5.2 billion
budget obligation level during FY 1976 and the $1.3 billion for the
transition quarter. States are capable of obligating most of the $9.1
billion during FY 1976 and the transition quarter.

The rescission of $1.2 billicn would reduce Federal expenditures during

FY 1976 and the transition quarter by about $350 million, assuming the
Congress acts, as anticipated, to disapprove our proposed deferral. This,
however, does not fully offset the anticipated increase in Federal expendi-
tures resulting from the Emergency Rail Rehabilitation Program which is
expected to be about $500-$700 million during this period. However, the
remaining hudaet impact of hetween $180 miilion and $350 million would be
offset by reduced unemployment insurance expenditures ($150 million) and
increased tax revenues ($100 million). Therefore, on a full cost and
revenue basis, this option would have 1ittle or no budget impact.

This option would permit the Administration to take credit for meeting the
critical needs of the railroad industry by reprogramming funds from lower
priority highway programs. This option would put the burden on Congress
to consider such a trade-off rather than simply adding additional amounts
as the Commerce Committees are planning to do. It would run into definite
political opposition, especially from the nighway lobby.

This is the option recommended by the Departmant of Transportation.

Option 2 - The Reduction of the Planned Level of Obligations for the
Highway Program in FY 1976

The FY 1976 budget proposes a $5.2 billion highway obligation level. The
Administration could propose to reduce this by $1.2 billion to accommodate
the new railroad program. This is a "real" option only if one assumes

that the Congress will go along with the continued deferral of $9.1 billion
of contract authority, a very unlikely situation from all of our Congressional
readings. In that case, the reduced highway program would save $350 million




in expenditures. Again, this alone does not fully offset the budget
impact of the new rail program; however, the reduction in unemployment
insurance and the increase in taxes would offset most, if not all, of
- the program costs.

On the negative side, this option suffers from the tack of credibility

it will have in the Congress. We already face heavy criticism of the
current highway program levels included in the budget. The $5.2 billion
highway program proposed by the Administration for FY 1976 compares to

$6.6 billion available in FY 1975 and $6.4 billion authorized for FY 1976.
By comparison, if our highway deferral proposal is disapproved by Congress,
then the States may well obligate $7.0-$7.5 billion. Therefore, the
Department of Transportation does not consider this as a viable option.

Option 3 - Develop a Longer Range Program for D1vest1ng Highway Funds
for Rail Projects

The proposed Administration highway bill for this year includes a provi-
sion to make railroad facilities an eligible category of expenditures

from the highway program. This provision could be made more attractive

to the States by giving the Secretary authority to forgive State matching
requirements as well as to provide additional highway fund allocations

to States using highway funds for rail projects. This option is consistent
with our efforts to expand the users of the Highway Trust Fund and giving
States greater flexibility in making capital investment decisions.

On the other hand, we do not envision this as meeting the urgent and
immediate needs of the railroad industry. The impact of this proposal
would take time to implement. It leaves much of the discretion to States,
who, no matter what the economic incentives, will need time to implement
the program. The competition for State highway funds is so intense that
few rail projects will be initiated even given strong economic incentives
to initiate such projects. The Department of Transportation supports this
proposal in concept except for some of the proposed incentives which we
wish to examine more closely. However, the Department does not consider
this an effective solution to the railroad industry's present needs.

Option 4 - Delay Submission of the Emergency Program but Submit RRETA Now

This Emergency Railroad Rehabilitation Program is seen as an interim and
temporary measure. It is intended to set stage and complement the longer
term financial assistance program being developed. Nevertheless, in the
absence of the longer term program, the proposal makes a substantial
commitment of resources.



OMB believes that a longer term proposal should be developed rapidly

so that it is available prior to submittal of the final plan being
prepared by the United States Railway Association for restructuring the
bankrupt railroads in the Northeast and Midwest. In that context, OMB
believes the overall commitment being made to railroads can be best
assessed. The submission of the RRETA to Congress now, provided that
it contained some attractive financing provisions, would allow the
Administration to have at least one positive rail proposal before the
Congress as it considers the Emergency Railroad Rehabilitation Program
next week.

Recommendation

The Department of Transportation étrong]y recommends Option 1. Of the
other options, the Secretary finds No. 4 as the only one with merit.

Decision

Option 1 -

With highway program rescissijon.
Option 2 -- But reduce highway program obligations.
Option 3 -- Develop longer term program.

Option 4

Delay submission of emergency program,
but submit RRETA now.

‘\ .



THE SECRETARY OF TRANSPORTATION
' WASHINGTON, D.C. 20530

APR 11 1575

MEMORANDUM FOR THE PRESIDENT

SUBJECT: The Crisis of the Nation's Railroads

Mr. President, as your principal advisor on transportation matters,
I feel compelled to convey to you my sense of the desperate plight

of the Nation's railroads, The state of the rail industry teday

not only endangers any prospect of economic growth in this country
but also imperils our important national objective of energy
independence. There is a growing mood in Congress that the only
answer to the crisis of the railroads is some form of nationalization.
I believe that a private scctor solution is possible -- if we move
quickly. There is an urgent need for action. Therefore, I respect-
fully urge you to undertake a dramatic, coordinated program to
revitalize the Nation's private enterprise railroad system.

The crisis of the American railread industry presents this Administration

not only with a grave problem but also with a great opportunitv, If
you can put into effect, Mr.. President, a program to save the rail-
roads, it will have an historic significance equal to that of any other
endeavor upon the domestic scene. From a political standpoint, I

believe it provides an unparallelled opportunity for the Administration
to seize the initiative from Congress, '

The Importance of the Railroad Industry

For more than a cenfury the railroads have been the backbone of this
Nation's transportation system. Even after years of decline, railroads
still carry 38 percent of all freight (in ton miles), easily excezding the
23 percent transported by motor carrier and the 16 percent moved via
inland waterway. Railroads carry 70 percent of the automobiles
produced in this country, 66 percent of the food, 78 percent of the
lumber and wood, 60 percent of the chemicals, 60 percent of the
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primary metal products, and 71 percent of the pulp and paper. If

the Nation is to realize its cconomic growth potential during the
remainder of the twentieth century, the railroads must be in a
condition to move quickly and safely significantly increased freight
volumes.

Moreover, a healthy railroad industry is crucial to the energy needs
of this country. The railroads must play the predominant role in
supplying the Nation with coal during the remainder of this century.
The railroad industry transports 70 percent of the coal produced in
this country, a task involving approximately 81 percent of its
mainline network. Your Project Indepcendence, to make the Nation
self-sufficient in energy, envisions a doubling of domestic coal
production by 1985. To meet this goal, railroads will be required to
double their coal-carrying capacity. Actual ton miles of coal

carried by rail, however, must triple due to changes in origin from
eastern coal to low-sulphur western coal. This would necessitate coal
shipments over 90 percent of the railroad mainline network. Greatly
improved railrecad scrvice is, therefore, esscntial to the development
and use of coal for energy. In addition, rail transportation is the
most energy'efficient of all the modes, both freight and passenger.
With regard to freight transportation, our research indicates that
railways ace siguiricantly niore encrgy €iiicicnt than truclo, their
ubiquitous competitor, or airlines, and slightly more efficient than
even barge movement. As for passenger service, our research
indicates that railroads, when properly utilized, are substantially
more energy efficient than either autos or airlines in moving
passengers and are approached in efficiency only by intercity bus.

In summation, a healthy, progressive, strengthened railroad system
is absolutely essential to our national objective of energy independence.

The Problem Facing the Railroad Indusiry

Given the paramount importance of the railways in both the past and
future of this country, it has bezen alarming for me, during my first
month on the job, to discover the dilapida:ad state of the railroad
industry. The facts are startling. Over one half of the present rail
track in the country is unfit for high-speed operations. It is not
uncommon for train operations on mainline tracks to be limited to
speeds of 10 to 20 miles per hour. Accidents and derailments have
nearly doubled since 1967. Because of outdated equipment and methods



3.

and the resulitant inefficiency, a typical freight car moves leaded only
23 days a year. It is becoming increasingly apparent that the rail
industry, as presently constituted, will be manifestly unable either

to support the traffic our economy generates or to mceet the challenge
of increased coal carriage which energy independence demands.

For many ycars now the income generated by the American railroads
has been insufficient to meet the requirements of plant mainienance and
rehabilitation, and with rates of return of 3 percent or less, funds from
outside sources are virtually unavailable. The deferred maintenance
in the indusiry is now estimated to range as high as $7.5 billion.
Although the problems of railroads are most severe in the Northeast
and Midwest (where eight carriers are bankrupt), numerous other
railroads, especially the so-calied Granger roads that operate in

the Plains states, are in precarious financial condition. The massive
problems of the railroad industry are most recently aggravated by the
largest quarterly deficit in rail history. Today the United States is
confronted with the grim reality that a major breakdown of our rail
freight system is a distinct possibility.

It is important that the underlying causes of the railrcad problem be
cicariy unacrgtecd. A great deal of the discunecion on this subiect is

focused on the poor condition of mainline track and on the bankruptcies.
These are symptoms but not the underlying causes of railrcad difficulty.
The principal factors underlying railroad difficulty are: (1) Redundant
facilities and excess competition; (2) Outmoded regulation; (3) Archzic
work rules; (4) Lack of capital to finance rehabilitation; and (5)
Preferential treatment of other modes.

Perhaps the principal factor underlying railroad problems is the
redundancy of plant and the excess competition which exists within

~the industry. . This is especially true in the Northeast and Midwest

and, as a result, these are the areas where railroad problems are the
worst. There are simply more facilities of all types -- yards, mainline
tracks, and branch lines -- than are required to provide economical
and efficient service. In many instances, two or more railroads
compete for traffic sufficient only for the survival of one carrier.

Secondly, slow and cumbersome regulatory procedures impede
responses to competition and changes in market conditions and at

times result in traffic being handled at non-compensatory rates. These
procedures also have created a serious impediment to needed
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restructuring. Regulation that was necessary when it was enacted
decades ago is simply unresponsive to today's nceds. This
inflexibility stemming from Interstate Commerce Commission
procedures and rules is a major deterrent to railroad efficiency

and viability. Tor instance, after 12 years, the attempt to restructure
the Rock Island Railroad through merger with other carriers is still
incomplete.

Third, the existing work rules in the indusfry are a major obstacle

to achiecvement of ecconomic potential in the railroad system. Archaic
arrangements regarding the size of the crews that man trains and
providing for crew payment on an illogical basis weigh heavily upon
the industry and scverely limit productivity.

Fourth, lack of capital and the resultant deferred maintenance has
caused widespread deterioration of mainline track and other parts of
the railroads' physical plant. Clearly there is a need to rehabiliiate
the essential portions of the industry's physical plant -- but that
rehabilitation will be effective in revitalizing the railroads only if
the burdens of redundant facilitics, regulatory constraints, and
costly work rules are also alleviated.

Finally, there has been, over the years, prefercntial treatment of the
other transportation modes by the Federal Government. Only the
railroads (with the exception of the pipeline companies) own their own
rights-of-way and have to carry the fixed charges of ownership and
maintenance of this extensive plant.

The Congressional Reaction

There is a great deal of pressure building in Congress for a solution

to the railroad problem, and there is growing feeling on the Hill that

the only answer lies in some form of nationalization. Faced with the
prospect of continuing crises and the necessity of providing more and
more Federal money, there is an understandable desire to ensure that
the American public receives something in return for its heavy invesiment.
Inthe absence of a constructive alternative, Congress may indeed turn to
nationalization. Senators Hartke and Weicker have introduced legislation
to nationalize the railroad rights-of-way, as has Senator Humphrey, and
Brock Adams, a leading spokesman on rail matters in the House, has.
publicly stated that serious consideration should be given to such a
propeosal. Privately, many other Congressmen and Senators are

-
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saying that thie only solution to rail industry problems lies in

“nationalization. In any event, Congress has alrecady scized upon the

obvious problem of deteriorating track and roadbed as an interim
means of improving the railroad situation as well as an opportunity

to take the political initiative. Senator Randolph intends to introduce
a bill to provide for a $1 billion program for upgrading rail rights-of-
way. Congressiman Heinz and Senator ZBuckley have each introduced
scparate bills to spend $2.5 billion and $2. 0 hillion, respectively, to
upgrade deteriorating trackage through employment programs.

It is highly unfortunate that Congress has been allowed to take the
initiative on the railroads. It is even more uniortunate that some
solulions receiving serious consideration in Congress are excessively
expensive, inappropriate responses to the real problem, and bad for
the country. The Congressional proposal of nationalization of the
industry, or, at least, of the rights-of-way, would mecan not only an
injection of unnecessary Federal control into another area of our
national life but also unnecessary rehabilitation and maintenance
expenditures on excess railroad plant. Total physical rehabilitation
of the existing rail system is not only prohibitively expensive but also
undesirable. What is nceded is a major rationalization of the rail

facilities of the country and an elimination of redundant capacity through

mergers and joint use of facilities. Only the components of a
rationalized rail plant should be rchabilitated. Moreover, rchabilitation
of track will be of little benefit to the railroads or to the Naticn unless
the other ditfiiculties of the railroads can be overcome as well. A {rack
rehabilitation program should only be commenced as a part of a broader
program to overcome other industry problems such as regulatory
restraints and work rules.

A Program to Rebuild the Railroad Industry -

The Department of Transportation has a comprehensive program which
I believe will assure the United States of a viable private enterprise
rail system capable of meeting the commerce and energy needs of this
country. Moreover, it provides the Administration with the means of
‘seizing the political initiative. The program involves: (1) A
consolidation and streamlining of the national rail system utilizing
financial incentives and relief from impediments to rail mergers and
joint use of facilities; (2) Removal of a number of cutmoded and
inequitable regulations on railroads; (3) As an important first step

to nationwide rail consolidation, the forging of a successful conclusicn
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to the current Northeastern rail restructuring process in a form
consistent with tle national program of consolidation; (4) Measures
to reduce preferential treatment of competing modes and; (9)
Recognition of the indispensability of rail passenger service in
certain corridors and the public (and Congressional) demand for
such scrvice in other arcas.

Implementation of the Prograrh

The cost of rchabilitating even the streamlined rail plant that I have
proposcd will be high. On the other hand, I am keenly aware,

Mr. President, of your dedication to fiscal responsibility. Therefore,
the Department of Transportation has already developed two concrete
legislatlive proposals which will not only take great sirides in
furthering the program I have outlined but also be consonant with

your opposition to any new spending programs.

First, we have proposed a bill called the Rail Revitalization and
Energy Transportation Act of 1975 to provide $2 billion in loan
guarantecs to railroads to finance the rationalization and streamiining
facilitics. The $2 billion in the bill is alrcady a part of your Ludget
proposals, and the proposal is awaiting White House approval. As a
condition of receiving assistance, the Sceretary of Transportation will
be able to require railroads to enter into agreements for the jeint use
of tracks, terminals, and other facilities and to enter into agreements
for mergers to further rationalize the rail system. The propcsad bill
also provides siganificant regulatory reform by amending the Irnterstate
Commerce Act to permit increased pricing flexibilily, to expedite
rate-making procedures, to outlaw anti-competitive rate burcau
practices, and to improve the procedures for dealing with intrastate
rates,

Second, I have proposed a $1.2 billion Emergency Railroad
Rehabilitation Program to attack forthwith the accelerating deteriora-
tion of the railroad physical plant. The proposal carries with it
significant immediate benefits for employment in the country. The
money for this bill could, as one alternative, come from rescinding
$1.2 billion of the $9.1 billion for highways currently being impounded.
As a result, it would not increase Federal funding authorizations but
rather reallocate funds from lower priority to higher priority transpor-
tation programs. I believe that public reaction, except for the die-hard
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supporters of expanded highway programs, would be positive.

This proposal also is awaiting White IHouse approval. The primary
cmphasis of the proposal is to rehabilitate and maintain mainline
roules and mnjor terminals that will be included in any restructured
and streamlined railroad system. This legislation will significantly
assist the Nation's energy goals by giving priority to those projects
which will 2id in the movement of coal. .
The financial assistance provided through the proposed Rail
revitalizationand Energy Transportation Act and the Emergency
Railroad Rehabilitation Program, counled with the regulatory
reform contzined in the former, will provide the foundation for a
viable private enterprise railroad industry. Moreover, these two
‘legislative proposals will announce the Administration's determination
to deal with urgent national problems even while simultancously
maintaining a commitment to fiscal responsibility. At the least,
the Emergency Railroad Rehabilitation option of using highway
money would put pressure on Congress to consider trade-oifs rather
than add-ons to the budget as the means for financing the railroad
programs it is considering.

In conclusion, Mr. President, I believe that the two legislative
proposals I have outlined are important initial steps in constructing
a compreheusive program to save the American railroads. Ot course,
it is also essential that we deal appropriately with the Northeast
rail restructuring problem. By the 26th of this month, the Ecconomic
Policy Board Task Group on Northeast Rail Restructuring, of which

D2

I am Chairman, will present you with its specific recomnrendations.

SIGHED BY
WILLIE M T, COLERIAIE R

William T. Coleman, Jr.
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WASHINGTON, D.C. 20506
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MEMORANDUM FOR ALAN GREENSPAN
PROM: Jéf%%zgfg%iller I1I

SUBJECT: USRA's PSP and The Need for an Intensive Examination
of an Alternative Approach :

- Background

On February 26, 1975, the United States Railway Association
(USRA) issued its Preliminary System Plan (PSP) for restructuring
the seven bankrupt railroads in the Midwest and Northeast region.
Under the PSP, vortions of the bankrupt system would be transferred
to the Norfolk and Western (N&W) and Chessie system; the rest,
minus some light density lines, would be consolidated into
a government-sponsored ConRail system. Although ConRail is
projected by USRA to generate positive net income by 1978, needed
investments for rehabilitation will cause a negative cash flow -
for 12 to 14 years. USRA estimates that $3 billion in Federal
government assistance will be needed during this period. .

After hearing comments from the Administration, the ICC,
and other interested parties, USRA will submit its Final System
Plan (FSP) on July 26, 1975. Unless at least one House of Congress
passes a resolution rejecting the FSP, it becomes effective on
September 26, 1975. According to best information, USRA plans
no significant modifications in the PSP.

This memorandum highlights the frailities of the PSP and
recommends an intensive examination of controlled transfer
of the bankrupt properties to solvent rail carriers prior to

the Administration's adoption of a position on thsa PSP. The
" controlled transfer alternative has not been seriously considered,
mainly because of alleged political infeasibility. The stakes;,

however, are high. The PSP is likely to involve much higher
fiscal support than now envisioned and eventually produce .

a set of economic and peclitical circumstances leading directly

to the nationalization of the system. Controlled transfer appears
to be the only viable alternative. ’

+

o g ey o e—— T T -




<

ﬁajor Defects of the PSP

.1. Although the PSP calls for a competitive three-carrier
system in the region, the amount of competitive service
surviving under the PSP could be significantly less than
exists today. " .

2. ConRail would not be viable:

a)

b)

c)

Projections of annhual revenue increases of $200
million are unlikely to be realized because traffic
growth and rate increases would not be forthcoming
at assumed rates.

Rehabilitation costs are underestimated; most analysts
believe that the $3 billion estimate is overly optimistic

ConRail management is an unknown; it cannot be reliegd
upon to bring about $100 million in cost reductions
from increased eificiency, as USRA has assumned.

3. Given the current negative cash flow of $30-100 million,
a likely result of the plan is the granting of an annual
subsidy of $0.5 to $1.5 billion. 1In the end this would
lead to Federal owvnmership, since ConRail would be obtaining

its capital and part of its operating subsidy from the

Federal budget.

23 Alternative {Controliled “1ransrer) -

1. The ébjeétive should be to merge the profitable parts of the
Penn Central system with solvent lines in order to create

a viable private sector transportation system characterized
by a number of competing rail carriers. However, none of ¢

-
P Sl

research and policy analysis to date has addressed the
problem of specifying those mergers which would secure
these ends. (USRA rejected this alternative because it
. perceived (erroneously) little interest on the part of
- e - SOlvent carriers in purchasing portions of the region's
rail system.)

s TTTT 2.7 There are, however, several promising options:

a)

Merger of the four western lines to Chicago and St. Louis

- with: (i) N&W, (ii) Chessie, (iii) "Pennsylvania", and

(iv) "Central”. By demerging the Penn Central and
providing some subsidies for roadbed and capital

- improvements to the demerged parts, they could be

made attractive.
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b) Merger of the profitable links in the Penn Central
and Erie Lakawanna into the N&W and Chessie. This
leaves only two carrxiers, since ConRail would be left
with the dregs of the Penn Central (50% of the
trackage, at least).

c) Selling off anything anyvone wants to buy. Some purchaser
would be other lines, others would be new railroads.

3. "Advantages and disadvantages:

a) The principles are correct:

(1) Each of the proposed mergers reduce the potential
for governmental support and hidden subsidy;

(ii) Such mergers reduce the limelihooo of outright

g

'
B s L St

nationalization of the region's rail system five yeza

from now; and

(iii) The first option, along with deregulation, makes
possible effective intermodal competition for bulk
freight between regions of the country.

b) There are operational dl;flculties:

(1) None of these optlons have been thoroughly
- Invectligoted and the Liwe Iframe IOr a decision
.on this matter 1s extremsly short. There has
been consicderable interest in controlled transfexr
by solvent Midwest, Western, and Southern lines,
although this interest has been dampened by USRA's
negative response. lork would have to be done

2 .- by DOT, Treasury, OMB, and CEA to establish at leas:

the basis for possible transactions before offering

any of these options for inclusion in the F3P or =
prop031ng them _directly to Congzress.

e b e S -

(ii) There are political problems. ConRail would be
. .—w. .. left with the hopeless lines and the need to go to
- --- .. . Congress for an annual subsidy. On the whole, this
o is less palatable to legislators than is the cross-
‘e . subsidy implicit in the PSP. '

PRSP

P
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THE CHAIRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS
WASHINGTON

April 24, 1975

MEMORANDUM FOR L. W. SEIDMAN

JAMES CANNON 1"
RICHARD DUNHAM

Attached are the CEA comments on the Railroad draft
which we did not receive until 5:15 p. m. We feel quite
strongly about some of the commente.

|

Jéhn M. Davis, Jr.

Special Assistant
to the Chairman
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MEMORANDUM FOR THE PRESIDENT
FROM: JIM CANNON AND BILIL. SEIDMAN

SUBJECT - RAILROADS (EMERGENCY RAILROAD
REVITALIZATION ACT)

I.  PURPOSE
At your economic meeting tomorrow, Secretary Coleman
will scek your decisions on proposed administration
legislation designed to help the railroads.
The general issues are:

- Should you submit railroad legislation limited to

1) regulatory reform; and,
" 2) . $2 billion in loan guarantee;

Or, should all or any of the fellowing be included

A) ICC by-pass authority;
B) interest subsidy;

//,fww“”"”"“xf C) additional $1.2 billion in emergency aid?
’ SRV it ; a A3
‘ ac x//

II.  BACKGROUND

The Nation's economy depends on a functionipg U. S.
railroad system. UnfortunaLely, over one~half of the

} trackage in the country is unfit for high-speed operations
| and accidents and derailments have nearly doubled since
x 1967,

: Eight Northeast and Midwest railroads are bankrupt e

™

(incluuing the Penn Central)! the so~-called Granger
roads in the Plains States are in precarious cond111on,
average rates of return are extremely low; andf/“c

. have just had the largest quarterly deficit in rail
3 history.

P

-~

éumﬁ#wv Vour advisers want to alert you to the serious objections
,/'” s
that have arisen in the preliminary consideration of the U. S5.
Railway's Association Preliminary System Plan to restructure
and rehabilitate the bankrupt railroads. A discussion of the

problem is contained at Tab A. An examination of the need

to develop alternatives which would lead to a viable efficient

\ and competitive railroad system is underway.

e T



This very serious financial condition has led to a
~nationwide deferred maintenance problem which will
cost between $5 and $10 billion to rcmedy.

~

Current and proposed Federal activity is concentrated
in four gcn;ral areas: .
jdyn e pde bl limofe
. efforts to he¥p the bankrupt railroads of the
Northeast and Midwest through the Reglonal
Rail Reorganization Act of 1973;

. financial asqi tance for all railroads to buy
rolllng stock and to improve the roadbheds and
other capital investments. (through direct
grants and loan guarantees);

. regulatory reform; and,

. emergency programs of grants and loans for
specific railroads (including those in bank-
ruptcy) to overcome the current unemployment
energy and cash flow problems.

There is a strong sense in Congress that something
needs to be done to help the railroads, but that there
is a danger that the goverpment will end up pouring
massive Federal funds into the railroads without
solving the problems.

See Tab E for additional background information and
Congressional situation.

1T, ISSUES AND ALTERNATIVES

You are committed to sending Congress yvour Rallroad

Xbﬁp'k Revitalization and Energy Transportation Act congisting
'%y»xhvﬂ' of ¥ IEQULatOly  reform and $2 billion for loan guarantees.
- N
}y-\W‘Qpﬁ Secretary Coleman has asked you to add interest subsidy,
G SN " ICC by-pass authority and $1.2 billion in additional

Xyt ) aid {(which he calls the "Emergency Raliroad Rehablllta—
“-ﬁ'x' tion Program").

T
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tha  financial
reqhﬁﬁe some A
and additi
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Conqﬁgfs want
oyment pwoblern

5 with Federgﬁ\Ki?nts.

a memorandum from Secretary Coleman
presented. ,

See Tab B for
on the issues

The following are the specific decisions required
at this time: o
- Should an Interest Subsidy be Added to
- the Loan Guarantee Program?

Secretary Coleman recommrends that an interest subsidy

be included as a_component of the $2 billion loan
prograi. This added financial incentive might also
enable railroads who are in such bad financial
condition that they cannot apply for a loan without

a loan subsidy to take advantage of the program.

Under this proposal, the Secretary could agree to

pay up to one-half of the interest costs on the loans.
This program would cost up to $80 million a year

for each of the 20 years.

ALTERNATIVES
1. Proposec an interest subsidy program as a part
of the $2 billion loan guarantee proposal.
Pro: Would create a highly leveraged program
which, when tied to the ICC by-pass
provision, permits the Executive wide
latitude in restructuring the railroads
of loan applicants.

Con: There are other Federal loan guarantee
programs which have proponents arguing
for interest subsidy. It could be argued
that this is a new spending program.
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Permit some form of intervest payment,

deferred payment,

ox

under an existing mechanism
but avoid a direct interest subsidy.
could involve the Secretary allowing railroads
to finance their loan under

(This

the Federal

Financing Bank or defer interest pdympnts in

the initial years.)

Pro:

of the propos

This essentially accomplishes the objectives
al by Secretary Coleman for

interest subsidy without the obvious pre-
cedent of an interest subsidy program.

Con:

This alternative for direct interest

subsidy would likely be perceived as such

among the

special interest groups who wauld

argue for equal treatment for their loan
guarantee programs.

Provide no interest
recognize that some
participating undex
study the issue and
if required.

Pro: Avoids

subsidy but state that we
railroads will have a problem
the loans and that we will
propose remedial legislation,

all the problems of interest subsidy

and candidly admits that additional Federal
action will likely be required.

Con:

Results in the Congress taking the initiative

and, therefore, may result in a worseée bill

than the Secretary's proposal.

DECISIONS

>

1.

Propose an interest subsidy program as-a part of

the $2 billion loan guarantee proposal.

Approve

Disapprove

Permit some form of an indirect interest payment
but avoid a direct interest subsidy.’

Approve

Disapprove

Provide no interest subsidy but recognize the
problem and leave options open for a possible
later proposal involving an interest subsidy.

Approve

Disapprove

A,}:?z‘n"%'
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SECOND ISSUE - Additional (not in your Y 76 budget)
Railroad Aid to Provide Emcrgency
Rehabilitation.

~

Secretary Coleman has recommended a $1.2 billion,
15-month program to help stabilize the deteriorating
rail roadbed, as well as gencrate employment in
productive tasks. The proposal involves additional
locan guarantees and direct grants.

All railroads would be eligible to participate.

The program is in addition to the $2 billion loan
guarantee program descrlb:d abdve ’

( ’7‘(41 t’7
No ong/huestlon

42*%%%& : et derat
P beye@h

e ~,1 ‘2 U_LJ._L_LLJu
-oan Jlmfantp&* re ulato 4 refgrm an /%ffo
&alyaqé the ban&rugt ral roads in the Nor

idyes e 1ssue whether \thi€ new pyogyram
Ygpose l }% the propér response at this timé and
this—form.

&

X

We do not have any firm analysis on the extent to
which the railroad problem is impacting our enesrgy
objectives. Therefore, we do not have a firm
recommendation at this tim: on the extent to which
the Federal CGovernment should assist the railroads
primarily for energy reasons.

ALTERNATIVES

1. Include additional funding (approximately $1.2
billion) over and above the $2 billion loan
guarantee.

Pro: This will help prevent deterioration of ,_/wk
the railroad roadbeds,and-melkesyEmwer ' ;m“
roatircad=hidd m»xjnv PV R o e T P R

L TT— T———— J‘u?i‘

o

It will tend to preempt other legislation
being proposed in Congress to link the
railroad and unemployment problems by
providing emergency grants for railroad
Jjobs.




Con: We should not send up legislation beyond
that to which we are already committcd

until we haue.a betitexr understandaimgers>
the total railroad problem and its relation—
ship to other railroad initiatives,.

A

Such a grant program will not really help
unempleoyment in the short term.

WA/ . e . . .
Al There are difficult issues involved in
giving taxpayers' funds to solvent railroads. .

There would be potenuial labor problens
depending on whether force account or
contract labor is used.

2. If you decide in favor of the new Railroad
Rehabilitation Program, the only way to justify it
under your "no new spending program" decision is
by relating it to energy.

A way of explaining the impact of this on your
"no new spending" decision would be to state that
the $1.2 billion will be offset against funds

you have asked the Congress to rescind from the
Highway Trust Fund.

Accordingly, if you decide tc go with the new pro-
gram, it can be explained as having energy 1mpact
and is thus an energy eyceptlon.

3. Provide up to $600 million in grants within the
$2 billion funding level already established.

This is the amount of grants in the Senate'‘s
Emergency Employment aAppropriation Act, reported
out of Committee on April 22. Would leave $1.4
billion in loan guarantees.

Use of grants would be restricted to bankrupt
railroads and a limited number of special purposes
designated by the Secretary (e.g., as incentive
for merger or joint use of track).

Pro: VWould have same basic benefits as Alternative
1 (prevent deterioration, preempt other
legislation), while avoiding some of the
drawbacks. For example, it would pinpoint

-
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the assistance where needed most -- on
bankrupts. Avoids most of the problem
of giving taxpayers' funds to solvent
railroads. There is already a precedent
for funding bankrupt lines.

Con: It could be argued that the $600 million
in grants would violate your policy of
no new spending programs.

DECISIONS
A 1. Include additional funding (approximately $1.2
LL“ billion) over and above the $2 billion loan
(e guarantee. ,
Approve Disapprove
T 2. If you approve number 1 above, justify the
@ﬁ W“ program addition by relating it to "enexrgy
v e independence." :
\CN\ ,
\h Approve Disapprove
3. Provide up to $600 million of program grants
within the $2 billion loan program.
Approve Disapprove
Some of

our advisers bélieve that the railxocad issue
must be copsidered in toal and that an intermsive

xaminatior\ of alternative™gpproaches such as the
cyntrolled txansfer system disgussed briefly in 7
sh&duld first Le completed.

A —r———t
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THIRD ISSUE - "By-Pass" or Reform Existing ICC
Authority Over Railroad Ro“*ructurlnq
When Iederal Financial Assistance Is
Offered.

There is general agreement within the Executive

. Branch that the railroads are in serious need of
restructuring to eliminate excess capacity. The
problem is the cumbersome regulatory procedures

- administered by the ICC. Efforts to restructure
through merger or various cooperative agreements

in the past have failed, in part, due to the length
of time involved in getting ICC approval.

The Secretary of Transportation proposes that the ICC
be "bypassed" wherever a railroad restructuring pro-
posal approved by the DOT also requires federal
financial assistance. Thus, the Secretary would
impose a restructuring plan (mergexr or other
cooperative agreement) as-a condition to his grant

of a loan guarantee or interest subsidy and the ICC
would have little or no authority to approve or
disapprove such restructuring plan. Instead, the

to the DOT which would conduct appropriate, but J
more expeditious, hearings. :

Secretary Coleman feels strongly that the impetus
for restructuring reform needs additional Federal
financial assistance such as the “"interest subsidy"
discussed elsewhere.

The ICC would retain authority in all railroad
restructuring that did not require rederal financial
assistance.

The Attorney General raises these issues:

1. Should the Secretary of Transportation, who
creates a railroad restructuring plan as a
condition of a loan guarantee or interest
subsidy, also have the authority to resolve
all third party (shippers, competitors,
public reg;csentatlves) complaints about
that plan.: . —
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approval procedures would be moved, by legislation -
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2. He states that basic gquestions ("not
mechanical details") have not been resolved
as to how rcgulatOLy actlon can be expedited
and still protect the legitimate intercsts
of third parties in an expedited hearing
procedure with fast judicial review.

3. Finally, he strongly states that before any
legislation is sent to the Hill, decisions
must be made on which he wishes to be heaxrd,
as to the appropriate relationship between
the Secretary and the Attorney General.
Specifically, what type of consultation or
concurrence from the Attorney General will
be required? He states that, at the least,
the Attorney General must be required to
give specific reasons in writing to backup

his advice or consent. S z
,Jﬁﬁ*é&' Q,~¢C¢ W)

All your advisers agree that -yeur rallroad legislation

ShorTtrrot—bo~subritbed—withowt ~preposales—~Eoroffective
Lo ER—e it CRegistax DY aéging the ICC.

The legislative office elieves there may be a better
chance to drastically reform the ICC with a "super"

new hearing panel-than to give ICC control over rail-
road restruiﬁg;ing {(where Federally financed)} to DOT.

The Coun»ek‘s office agrees that existing ICC

procedur S must be bypassed as a condition for
granting loan guarantees or interest subsidies and

_that/@he Secretary of Transportation should have

t é/authority to Ytriggexr" the bypass procedures
ut believes that both the Attorney General and-
the Secretary must clarify their positions before
a decision can be made as to whether the bypass

should be to:

(i)  the DOT;
(ii) an expedited "vuper“ Icec hearlng panel; or
(iii) a separate agency.

1

itz

Decision

The Secretary of Transportation should be given the
authority to condition, where appropriate, loan
guarantees and interest subsidies (if authorized)
upon the successful completion of a railroad xe-
structuring plan (e.g. a merger).




PO R g SR S SRS S AT MR Y,

Ly -

‘Pro: all the reasons set forth above which suggest

th:t such inducements are necessary to pre-
serve a privately operated rail system.

Con: the use of federal financial assistance to
foster mergers between privately owned
companies is anti-competitive and bad public
policy.

Favor: DOT, OMB, Domestic Council, and Counsel's
Office.

Oppose: No one

APPROVE DISAPPROVE

Decision #2

The railroad legislation should not be submitted
to the Hill until an administrative plan has been
formulated giving the Secretary of Transportation
the authority to "trigger" either a bypass of the

ICC or the use of an expedited newly created LoLer,
. &1 [

regulatory process. JPVﬂhMMJgﬁ“JL

Lt w7

All your advisers agree that such a plaﬁ must be
formulated except the Attorney General /wio reserves-
judgment, and Secretary Coleman insisté that the
"plan" be formulated within one week. -

It is unanimously recommended that you direct the
formaticn of a drafting committee with representatives
of your Counsel's 0Office, DOT, the Attorney General,
OMB and the Domestic Council to submit such a plan

-for your approval nc later than May 4.

APPROVE , DISAPPROVE
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THE WHITE HOUSE

WASHINGTONM

April 24, 1975

MEMORANDUM FOR THE PRESIDENT

FROM: L. WILLIaM SEIDMAYN
SUBJECT: FARM 2ILI, ALTERNATIVES

Background

Early in 1973 the Nixon Administration proposed to the Congress
that TFederal programs relating to wheat, feed grains, and
cotton be limited to providing loans at rates ($ per unit of
production) well below current and anticipated market prices.
This would have allowed the market to operate with minimum
Government interference and yet preclude exceptionally low
prices. The proposed programs were to replace older programs
under which producers were paid to restrict production.

During the period of consideration, market prices moved up
guickly and the outlook was one of continued high demand

for food. The Congress rejected that approach and substituted
a program-embodying loans and target prices. The loan levels
were to perform essentially the same function as proposed by
the Executive Branch. All of the producer's production would
be eligible for loans. The target prices were designed to
provide incentives to producers to meet the projected increased
demand for food. Only those producers with an acreage allot-
ment (based upon planting history) would receive such payments
and only to the extent of the normal production on their allot-
ment.

The Executive Branch originally resisted this approach since
it meant continued Fedcral involvenent. Objections centecred
on the high target prices over the life of the bill and the
"escalator" provision which would have increased target
prices cach yecar in line with increcases in the index of prices
paid by farmers for production items including intcrest,
taxes, and wagces.

The target price concept eventually was accepted by the
Exccutive Branch and a bill agreed upon in the summer of 1973.
The “"escalator” was modificd to provide adjustoents for
increasad yields to apply only to 1976 and subscquent crops

o

—



(not the 1975 crop) and the target prices vierce lowered.
Mecanwhile, domestic prices rose well above projected
target prices largely bhecause of a worldwide economic boom,
a fall off in world agricultural production, and increased
U.S. exports (partly due to devaluation of the dollar).

The inpact of thsse events on producers was initially favorable.
Government surpluses overhanging the market were eliminated.
Export denand surgad. Farm product prices rose dramaclically.

[
£

R

Spiraling agricultural prices focused attention on the value
of grain reserves a cushion against supply shortages.
This was a major e at the World Food Conference in Rome.
s
o)

SRS

The U.S. Governnm in the process of developing a policy
with respect to ropriate level of food security and
how the burden s

]
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e shared. Currently, importers, facing
favorable supply cts, have shown little interest in
accumulating grain ocks. BAn increase in Federal support
through price guarantees would increase the risk of the
Federal Government acquiring stocks and thus reduce the
Jnterest of other nations in sharing the burden of carrying
reserves.

LA

The supply/demand situation today is vastly changed from a
year ago. Farm prices are retreating from their former high
levels, with some prices (wheat, soybeans, cattle) having
fallen precipitiously. :

Meanwhile, production costs are at record levels since current
target prices and lcan rates were established in 1973. Pro-
duction costs, as measured by the index of prices, an "average"
of farm costs paid for production items, has increased 16
percent since 1973. This index, the escalator defined in

the 1973 Act, will be applied to the 1976 and 1977 crops.
However, costs of producing grain have risen much more
steeply than "average" farm costs since large cuantities of
fuel and fertilizer are required relative to other inputs.
Details for a couple of grain producing areas are shown

in the table below:

. Incrcase

Wheat, Xansas, E. Central Unit 1973 1975 S 3

Variable costs S/bu. 0.57 1.05 0.48 84
Total costs:

excluding land $/bu. 0.95 1.54 0.59 62

including land $/bu. 1.59 .2.50 0.91 57
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3
) Increase
Corn, N. Indiana Unit 1973 1975 S %
Variable costs $/bu. 0.48 0.81 0.33 69
Total costs:
excluding land $/bu. 0.72 1.12 0.40 56
including land $/bu. 1.15 1.79 0.64 535

Producers, particularly livestock,in 1975 are facing a cut in
income for the seccnd year in a row.

Production Realized
Year Gross Tarm Income Expenses Net TIncome
(Billions of §)

1970 58.6 44.6 14.0

1971 60.6 47.6 13.0

1972 69.9 52.4 17.5

1973 97.0 64.7 32.2

1974 102.0 74.8 27.2
~ 1975 est. 94-98 15-77 19-21

The enrolled Ferm Bill, H.R. 4296, is the congressional
answer to the current situation. It would increase prices

as follows:

Target Price Loan Rate

Unit Current Law H.R. 4296 Current Law E.R. 4296
Wheat $/bu. 2.05 3.10 1.37 2.50
Corn $/bu. 1.38 2.25 1.10 i.87
Cotton S/bu. .38 .45 .34 .38
Soybeans $/bu. - —— — 3.94

The following is the vote tabulation on the bill:

House Senate
For Against For Against
Original bill......... 229 162 57 25
Conference bill....... 248 166 Voice approval

The House vote on the Conference bill was 28 votes short of
the number neceded to override a veto.



Issue: What, if anything, should the Administration do, if
H.R. 4296 is vetoed.

Since it is unlikely that any action would have a
significant impact on this year's production, alterna-
tive actions should be vicwed largely in terms of
their impacit on (1) the votes to override a veto;
(2) 1976 outlays; (3) futurc years' production,
prices and Sudget outlavs; (4) the likelihood that

, in an election year, will attempt to
raise supports even higher.

Option 1: Do nothing beyond vetoing the bill.
This would leaves the loan levels at the minimum specified
by the 1973 Act. Target prices would be unchanged with the

escalator applied to the 1976 and 1977 crops.

Pros

*1. Additional incentives to increase production are not
needed (at least in 1975). The acreage farmers intend
to plant will, given normal weather, exceed market
demands and add to stocks. A very large winter wheat
crop already seems assured.

2. Any increase in loan levels will add to 1976 budget out-
lays.

3. An increase in Federal support through price guarantees
would increase the risk of the Federal Government
acquiring stocks and thus lessen the interest of other
nations in sharing the burden of carrying reserves.

4. Farmers could protect themselves by using the futures
market.

Cons

1. The Administration could apvear insensitive to the cost/
price squecezce faced by farmers, especially since the
Government has asked for all-out production.

2. Could lcad to further legislative cfforts, to pass a
farm bill for 1975, or, although unlikelv, to a veto
override.
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3. ILoan rates could be raised moderately without significant
economic consequences, since prices are expected to average
higher than any loan levels that would be selected, and
since, under such circumstances, the loans would be
repaid.

Option 2: 1Increase loan levels to a point unlikely to result
in the CCC accumulating quantities of wheat and
feed grains.,

The wheat loan rate would be raised from $1.37 to
$1.75 ($2.50 in the bill), and corn from $1.10 to
$1.50 (£1.87 in the bill). :

Pros

1. Would cover most producer's total costs of production,
excluding land, by a wide margin.

2. Could offset pressures to override a Presidential veto.

3. Narrows spread between wheat and corn prices and makes
wheat more competitive in feed markets during times of
large surplus. '

Cons

1. Would.increase 1976 budget outlays by about $75 million.

2. Continues a pattern of the Administration acting when
Congress passes unacceptable bills.

3. Adds to degree of indexation in the economy making

Opti

control of inflation more difficult.

on 3: Raise the loan rates to levels the Secretary of

Agriculture believes are the minimum acceptable ‘?3
to congressional representatives of wheat and
feed grain producers.

This would raise the wheat loan from $1.37 to
$2.00 (compared to $2.50 in' the bill and $1.75
in Option 2) and corn from $1.10 to $1.50 (com-
pared to $1.87 in the bill but same as Option 2).
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Pros
1. Would give wheat producers substantial protection since i

the levels would significantly ewxceed production costs,
excluding land.

2. Could offset pressures to override a Presidential veto.

Cons

1. Would increase 1976 budget outlays by about $20 million.

2. Increases riskx of expanded use of loan program and higher

budget outlavs, especially if export demand weakens.

3. Widens spread batween wheat and corn prices, and makes s
wheat uncompetitive in feed market during time of large ;
surplus. :

Option 4: Propose legislation applying the escalator to the
1975 crop target prices for wheat and feed grains.

Wheat would be increased from $2.05 to $2.51
($3.10 in bill). Corn would be increased from
$1.38 to $1.68 ($2.25 in bill). Cotton would
not be increased since targets are already above
market prices.

Pros

1. Would be in harmony with the spirit of the 1973 Act
since it would capture most of the bulge in production
costs as measured by the production cost index.

2. The target prices for grains would be well below the
market price anticipate if exports continue at a high
level.

Cons

1. VWould appear to discriminate against cotton producers.

2. Conflicts with past Administration policy not to negoblate
highex target prices.



3. Increases the risk of target prices exceeding future
marxet prices.

4. Will reopen the issue to legislative logrolling.

5. Would add $40 million to outlays for disaster payments
(tied to the target price).

Option 5:

Pros

Proposa lagislation increasing target prices to
the levesl of market prices anticipated for 1975
crops, assuming low exports.

Wheat would be increased from $2.05 to $2.50
($3.10 in bill). Corn would be increased from
$1.3% to $2.00 ($2.25 in bill). Cotton would

not change.

ls With target prices tied to minimum market expectations,
the likelihood of deficiency payments for wheat would

be reduced.

2. Producers would be protected to the low end of Government
price expectations.

1. Would increase 1976 budget outlays by about $60 million.

2. Budget exposure would be further increased for 1977 and
1978 when market prices are expected to fall.

3. Would appear to discriminate against cotton producers.

Decision

Option 1

&

Option 2

Do nothing beyond vetoing the bill.
Supported by Treasury, CEA, OMB, CIEP, Marsh

Increase loan levels to a point unlikoly
to result in the CCC accumulating quanti-
ties of wheat and feed grains.



Option 3 Raise the loan rates to levels the
. Secretary of Agriculture believes are
the minimum acceptable to congressional
representatives of wheat and feed grain
producers.
Supported by USDA, Domestic Council

Option 4 Propose legislation Qpplv;ng the escalator
to the 1975 crop target pricess for wheat
and feed grains.

Option, 5 Dropose legislation increasing Larget
prices to the level of makret prices
anticipated for 1975 Crops, assuming
low exports.

CIE? recommands a veto on the farm bill and leaving the
loan rates unchanged on economic grounds but making clear

~in a veto message our commitment to a strong export _
oriented, open market policy. :



OMB wishes to qualify their vote for Option 1 with the follow-
ing statement. On the single economic merits, OMB recommends
the bill be vetoed and that no changes be proposed in target
prices or loan rates. However, in coming to a decision as to
what. course to follow, assuming a veto, OMB believes careful
thought should be given to the following considerations:

Assuming that the Farm Bill is vetoed, and that the veto
is sustained, tne Zollovwup question must be: What action
is the Congress then likely to take? If, as wvie suspect,

the Congress cfoo:ea to try again, then we nesed to assess
the likelihooa cf the Congress being able to pass a new
bill that is "vetc-prxoof" because its sponsors lower the
target price incrsases sufficiently to shift the necessary
votes to their side :

If the Administration showsno movement in connection with
successfully sustaining a veto on the first bill we could
be putting ourselves in a position of opposition to any

increases; a position which we probably cannot sustain.

This line of reasoning suggests that we may want to at
least consider the possibility of advocatirg an increase
in target prices and loan rates; say to levels consistent
with the change in production costs since the current

law was enacted in 1973. If this kind of aporoach could be
coupled with an agreement from the Committe2s to enact
these changes as part of a three year bill, we would

be protected against even greater increases in 1976.
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